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INTRODUCTION
The primary purpose of Contemporary Accounting is to meet a professional obligation to public accountants who have participated actively in the war. 
Mindful of the personal sacrifices made by these men, 
the American Institute of Accountants and all mem­
bers of the profession sincerely desire to help them 
reestablish themselves in the profession at a high level 
of efficiency.
The book is appropriately described as a refresher 
course for public accountants. The five sections pre­
sent discussions of the recent changes and new develop­
ments in accounting principles, auditing procedure, 
accounting systems, federal taxation, and government 
relations in the matter of war contracts, labor policies, 
and price control. Inasmuch as primary emphasis is 
placed on new professional and technical problems 
since 1940, accountants who desire a complete review 
of fundamental principles concerning which little or 
no change has taken place during the war years should 
study standard texts in accounting and auditing.
The Journal of Accountancy, The Certified Public 
Accountant, reports of wartime conferences, and re­
leases of committee reports have been important in­
struments for the dissemination of information on 
wartime problems and have helped to interpret gov­
ernment rules and regulations. These publications 
presented a complete discussion of all the major war­
time problems confronting the public accountant and 
recommended specific procedures for their solution. 
Accountants returning to their practice after service 
with the armed forces or with governmental agencies 
will find these publications very useful in reviewing 
wartime changes in accounting practices.
Consistent with the purpose of retraining men with 
practical experience in accounting, Contemporary 
Accounting is directed to public accountants at the 
level of an advanced junior or semi-senior. However, 
the discussions should be of great value, both for re­
view and for reference, to all public accountants and 
to executive accountants with commercial or industrial 
organizations.
Many of the subjects treated in the various chapters 
are included in college courses for advanced account­
ing students. For this reason, the book should be use­
ful in classes in taxation, advanced accounting theory 
and practice, auditing, cost accounting, systems of 
accounting, and CPA coaching. It should also meet 
the retraining needs of students who entered the 
armed forces immediately after completion of courses 
of study in preparation for accounting work.
Contemporary Accounting is a symposium of the 
views and opinions of thirty-eight different authors. 
The discussions should not be considered as an ex­
pression of official views of the American Institute of 
Accountants, nor as bearing its endorsement.
Each author was Urged to present the different view-
 
points on debatable theory and procedures, but en­
couraged to state definitely and clearly his individual 
preferences. He was appropriately accorded the right 
to decide whether or not to include a discussion of an 
alternative concept or procedure which he considered 
objectionable and unacceptable.
A number of subjects are discussed in more than 
one chapter. This duplication has been permitted 
whenever it brought about desirable emphasis, a dif­
ferent form of presentation, or an alternative expres­
sion of views. The index provides a source of ready 
reference to the treatment of specific subjects in the 
various chapters.
Footnotes in the several chapters indicate sources of 
material and cross references. They also provide com­
ment on the specific discussions to which they are 
keyed. The list of references following each chapter 
suggests supplementary reading and designates bulle­
tins, releases, and other publications related to the 
subject. The listing of a reference does not necessarily 
mean that the author of the chapter endorses the views 
expressed in the work cited. The descriptive material 
under a reference provides a general statement of its 
content. The bibliography of new books on account­
ing, accounting services, and magazines will serve as 
a guide for those who are interested in accounting 
publications during the war period.
Plans for Organized Classes
An encouraging response has followed the sugges­
tion that Contemporary Accounting be used as a text 
in formal courses at educational institutions. A num­
ber of schools have definite plans for such courses. 
The American Institute of Accountants and the state 
societies of certified public accountants have expressed 
a desire to assist in planning these courses, and have 
offered to cooperate in securing lecturers on specific 
chapters. An arrangement whereby the services of well- 
qualified teachers and recognized leaders of the ac­
counting profession are coordinately utilized in pre­
senting the refresher course to classes will provide the 
basis for much profitable discussion of points of theory 
and their practical application.
The various subjects treated in the book may be 
presented in a single course, but could be presented 
to better advantage in separate courses, each dealing 
with one of the sections or a combination of chapters 
from the various sections. Three courses might ap­
propriately be arranged for Accounting Principles, 
Auditing, and Taxation. The chapters in the sections 
on Accounting Systems and Government Relations 
with Business might be presented in the courses in 
Accounting Principles and Auditing to the extent they 
relate to these respective subjects. Various plans have 
been considered for use in different situations. The
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American Institute of Accountants will assist any 
school in planning courses in which the book is to be 
used as a text.
Plans for refresher courses in accounting must be 
adapted to the requirements of prospective enrollees. 
Some students may be interested in special night classes 
extending over a fairly long period of time. Others 
may desire intensive short courses. The hours, num­
ber of sessions, and selection of chapters to be covered 
in a course should vary to accommodate the needs of 
each group.
Many difficulties will be encountered in planning 
special classes exclusively for returning service men. 
They will return at various times, and the limited 
number in any one locality qualified for an advanced 
course will make it difficult to meet the minimum 
enrollment requirements of the schools. Fortunately, 
the group of potential students includes returning 
service men with public accounting experience, men 
now engaged in public accounting, government em­
ployees, industrial accountants whose work approaches 
in scope that of public accountants, and a limited 
number of service men lacking actual public account­
ing experience but possessing the equivalent thereof. 
Where the potential veteran enrollment is small, a 
plan for enrolling these groups in a single course or 
combination of courses would be advantageous.
Several public accounting firms with their own 
staff training program have stated their intention to 
use Contemporary Accounting as a reference. The 
chapters may to some extent supplement the material 
presently available for staff training.
The suggestion has been made that it would be de­
sirable to establish a continuous program of adult 
education in accounting under sponsorship of the 
American Institute. Leaders of the profession point 
to the technical sessions held by the Institute and 
state societies of certified public accountants as a step 
toward the desired objective. The refresher course 
will furnish additional subjects for discussion at these 
sessions. One state society has already initiated plans 
to bring together public accountants, teachers of ac­
counting, government officials, and industrial account­
ants to discuss selected chapters of the refresher course. 
This publication will serve a useful purpose if it 
becomes the focal point for public discussion and 
exchange of views on fundamental principles and pro­
cedures of accounting.
Not all returning war veterans will find it possible 
to attend a course at a school or to participate in a 
staff training program. The refresher course commit­
tee believes that the material will be helpful to such 
men through home study.
Historical Background of Wartime Changes 
in Public Accounting
The ability of the profession to adjust its services 
to accelerated changes arising from the regimentation
of business for purposes of war, was developed by long 
experience in meeting new demands and new oppor­
tunities. Progressive thought and action are clearly 
discernible throughout the history of the profession. 
Without these characteristics the profession could 
never have kept pace with the rapidly unfolding eco­
nomic, political, and social life of our country. A 
brief statement of some of the more important histori­
cal trends that continued through the war period 
may be helpful in understanding the wartime changes.
In the early history of the profession, adaptive re­
sponses in accounting practices necessarily followed 
the growth of large-scale business operations and 
business combinations, the rise of the corporate form 
of organization, with a management class frequently 
separate and distinct from the stockholders, and the 
use of new instruments of financing which facilitated 
the transferability of equities in enterprises.
Further significant changes in accounting practices 
followed the increase in governmental regulation of 
business and the establishment of a system of taxation 
based on income. In almost every case, an expansion 
or important development in business brought a paral­
lel change in accounting concepts and procedures. 
Evidence that these responses were effective is found 
in the rapid growth of the profession and the increased 
demand for accounting services.
These responses of accounting to the changing econ­
omy took various forms. New accounts were required 
to reflect new types of financial transactions. Slow but 
important progress was made in developing the termi­
nology of accounting. Another significant movement 
centered in a survey of the purposes of accounting and 
efforts to formulate statements of fundamental ac­
counting principles. Perhaps the most important 
phase of the changes in financial accounting was the 
improvement in financial statements which accompa­
nied their general acceptance by creditors and in­
vestors.
In auditing, new emphasis was placed upon the 
statement of opinion. The role of the auditor and the 
objectives of an audit were stated definitely. A better 
understanding of the responsibilities and liabilities of 
an auditor was reached. Specific audit procedures 
were modified—for example, those dealing with inven­
tories and receivables. Methods of testing and anal­
ysis were developed for use with the older checking 
techniques. More recently, emphasis has been placed 
upon the need for a statement of auditing standards, 
but the adoption of a formal statement is an objective 
not yet realized.
Marked progress has been made in fields other than 
financial accounting and auditing. The public ac­
countant’s work in budgeting, taxation, business 
counseling, cost accounting, and system design and 
installation, has expanded. Through his contacts with 
a wide variety of business practices and accounting 
techniques he gains experience which can be applied
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advantageously in working out a solution to the finan­
cial and business problems of a client. This experi­
ence may be the specialized type demanded by a large 
business, or it may be the diversified experience which 
qualifies him to act in the capacity of a business coun­
selor to small business.
Postwar Opportunities in Public 
Accounting
The end of World War I was followed by a marked 
expansion in the work of public accountants. Cir­
cumstances support the belief that the volume of ac­
counting engagements will be correspondingly in­
creased after World War II. There is an important 
carry-over of unsettled problems relating to war con­
tracts. The federal debt and the general increase in 
governmental expenditures will require a budget that 
must be supported by a continued high level of tax­
ation. While the profession has taken a commendable 
stand for tax simplification, there is no prospect that 
the demand in the immediate future for tax services 
by public accountants will be materially less than at 
present. The pressure of war work on the profession 
made it necessary to postpone or to decline engage­
ments not essential. For this reason, the removal of 
war restrictions should permit considerable expansion 
in the fields of activity neglected during the war years. 
New opportunities will arise for engagements involv­
ing financial and cost accounting systems, budgeting, 
and special investigations—services rendered more sig­
nificant by high costs and government regulation.
The number of men and women entering the pro­
fession in recent years is far below the normal de­
mand for new recruits. Public accounting firms need 
many more able and well-trained men. The firms are 
now eager to reemploy the men who left for war 
service. They are looking for promising young men 
who were prepared for public accounting and ready 
to begin work as juniors when called into the armed 
forces.
The wartime enrollment in accounting courses has 
been only a small fraction of what it was in the pre­
war period. The accounting student went to war, and 
thus it will be from one to four years before schools 
will be able to turn out a normal supply of accounting- 
trained graduates.
Fortunately, accounting is a subject of special inter­
est to many men in the armed forces. The accounting 
courses offered by the Armed Forces Institute have 
enjoyed considerably better than average demand. 
Surveys made by that organization show accounting 
to be one of the most popular objectives in the study 
and occupational plans of veterans.
The ability of the profession to absorb all who are 
interested in public accounting as a career will of 
course depend upon developments in the postwar 
period. If the national economy operates at a capacity 
which will permit a high level of general employment
there is reason to believe that the profession will 
have a place for all well-qualified men who can 
demonstrate their interest in and fitness for public 
accounting.
In this introduction emphasis has properly been 
placed upon the responsibilities of the profession to 
former public accountants in the service and to dis­
abled veterans who can qualify for public accounting. 
This emphasis does not deny a general obligation to 
all returning veterans interested in public accounting. 
In recognition of these broad responsibilities, the 
American Institute of Accountants has suggested that 
state societies of certified public accountants appoint 
committees on cooperation with veterans, and has out­
lined a program of activity for these committees. A 
substantial number of committees have been ap­
pointed. They work with governmental agencies and 
educational institutions in the counseling, training, 
and placement of veterans who show an interest in 
accounting. The Institute’s committee on selection of 
personnel is giving attention to the development of a 
vocational interest test, an orientation test to measure 
ability in an accounting direction, and a test for in­
dividuals who have completed some study of account­
ing. The vocational interest test is available on re­
quest to the Institute. The other tests will be available 
later through educational institutions.
The Institute’s committee on education is prepar­
ing a pamphlet, “Public Accounting as a Career,” 
which may be helpful to veterans who have not yet 
decided upon a career. It will provide information 
as to the work of the public accountant, opportunities 
in the profession, beginning salaries, essential quali­
fications and requirements for public accounting and 
the certified public accountant certificate. The educa­
tion committee is also cooperating with a committee 
of the American Accounting Association in studies of 
accounting curricula, employment of accounting 
majors, and other matters of material interest to pub­
lic accountants and accounting teachers. These studies 
relate in part to college programs for returning vet­
erans who wish to study accounting.
Public Accounting in the Postwar Economy
As accounting faces the problems of the postwar 
period, it must maintain its constructive attitude to­
ward evolutionary changes. As indicated in the pre­
vious paragraphs, the profession has always been will­
ing to adopt changes consistent with its standards of 
independence and the requirement that accounting 
statements shall be truthful, complete, and not mis­
leading. The profession’s recent record of accom­
plishment indicates that it will be able to deal effec­
tively with the technical problems of reconversion, 
surplus disposal, financial reporting, and adjustment 
of business to postwar conditions. However, improved 
technical service must be supplemented by a broader 
view of the uses of financial statements and the devel-
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opment of new forms of presentation to effectuate 
these new uses.
Accounts and financial statements are significant 
factors in all the problems involved in a full utiliza­
tion of our capacity to produce goods and services. 
They must support decisions as to goods to be pro­
duced and method of distribution. These economic 
concepts of production and distribution, properly de­
veloped, will aid in the utilization of the scientific 
and technological progress of the war period to estab­
lish an era of prosperity far exceeding any of our 
utopian dreams.
If accounting data are to serve effectively in realiz­
ing these economic objectives, they must be presented 
in new and varied forms. For instance, accounting 
data can be used advantageously in studies of prices 
and costs, wages, debt policies and interest rates, prof­
its and profit disposition, taxes, and numerous other 
economic questions.
The profession has an excellent record of service to 
business and government in problems of national 
economy during the war period. To the young men 
returning to the profession after service in the armed 
forces or entering the profession for the first time 
belongs the opportunity to maintain, even exceed, 
this record in the postwar era.
Education and Training of War Veterans
Two legislative acts provide programs for the edu­
cation and training of veterans of World War II. 
Public Law No. 16, 78th Congress, provides vocational 
training for the disabled. Public Law No. 346, 78th 
Congress, commonly referred to as the GI Bill, en­
titles eligible veterans to education or training for a 
period of one to four years at any approved educa­
tional or training institution.
Complete information concerning these benefits 
may be obtained from the Veterans Administration 
regional offices. Any veteran who served in the active 
military or naval forces on or* after September 16, 1940, 
and prior to the termination of the war, for a period 
of ninety days or more (exclusive of the time spent in 
college training programs under certain conditions), 
upon a discharge other than dishonorable, is eligible 
for a course of education or training or for a refresher 
or retraining course. A person whose education or 
training was interrupted by entrance into the service 
(all veterans not over twenty-five years of age at the 
time of induction are presumed by law to have had 
their education interrupted) is entitled to one year 
of education or training plus an additional period of 
study based on length of service. Any other veteran 
is limited to a refresher or retraining course of one 
year of full-time study or such lesser time as the course 
may take. This training may be at either the gradu­
ate or undergraduate level, but it must be taken at 
an approved institution. While enrolled in an ap­
proved full-time course, the veteran, upon application
to the Veterans Administration, is paid a subsistence 
allowance specified by law.
Public accountants who return to public practice 
after service with the armed forces will be primarily 
interested in the provisions of the GI Bill for a re­
fresher course embracing the content of Contemporary 
Accounting.
Students taking less than full-time courses will be 
entitled to a lesser benefit, determined according to 
the regulations of the Veterans Administration. In 
general, these regulations • provide that part-time 
courses shall be measured only in fractions of three- 
fourths, one-half, and one-fourth of a standard full­
time course for the type of training pursued, and bene­
fits will be paid accordingly. No subsistence allow­
ance will be paid for less than three semester hours of 
undergraduate study each semester, or the equivalent.
Under the GI Bill, the Veterans Administration 
will pay to an educational institution the costs of tui­
tion, fees, books, equipment, and supplies not to ex­
ceed a maximum of five hundred dollars for a school 
year. Payments to the institution for a veteran, except 
under specified conditions, cannot exceed the rate 
regularly charged other students for the same or com­
parable services. Veterans Administration regulations 
prescribe the methods for determining the tuition 
payments for part-time courses and for courses extend­
ing over a period of less than a college year.
Benefits for veterans pursuing training on the job 
are authorized by the provisions of Public Law No. 16 
and Public Law No. 346. Compensation from em­
ployer to a veteran is authorized under either Act. 
However, when such compensation is added to the 
increased pension under Public Law No. 16 or the 
subsistence allowance under Public Law No. 346, the 
combined amounts cannot exceed the amount an em­
ployer. is paying a qualified beginning employee in 
the occupation in which the veteran is being trained. 
For example, if the person who is otherwise eligible 
under Public Law No. 346 to receive a subsistence 
allowance of $50 a month is paid $125 a month by 
the employer-trainer, based upon the standard work 
week, exclusive of overtime, and the minimum en­
trance wage paid to a trained employee in the par­
ticular job for which the person is being trained is 
$150 a month, similarly based on the standard work 
week, exclusive of overtime, such person’s subsistence 
allowance would be reduced $25 per month since the 
person would otherwise receive $175, or $25 in excess 
of the minimum entrance wage.
A public accountant who desires to furnish on-the- 
job training to veterans must qualify as an approved 
training institution. In carrying on the vocational re­
habilitation program under Public Law No. 16, re­
gional offices of the Veterans Administration have au­
thority to enter into an agreement with educational 
and training institutions, including business and in­
dustrial establishments, for the furnishing of training.
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If a public accounting establishment is found by a 
regional office to show satisfactory promise of efficiently 
training veterans to the point of satisfactory employ- 
ability in public accounting as a designated employ­
ment objective, the regional office may enter into an 
agreement with the establishment to furnish such 
training.
Public accounting firms with offices in more than 
one state may make an agreement covering train­
ing in all their offices with the central office of the 
Veterans Administration, Washington, D. C. Under 
Public Law No. 346 contact between a veteran and 
the training establishment is direct. Under Public 
Law No. 16 all arrangements for selecting a veteran 
and placing him in training are made with the em­
ployer by. the Veterans Administration. However, no 
veteran will be assigned to a training establishment 
without the approval of the employer. Requests for 
information relating to training on the job for veter­
ans under Public Law No. 16 should be addressed 
to the regional office of the Veterans Administration 
in the territory in which the training will be con­
ducted.
Under Public Law No. 346, it is provided in para­
graph 4, Part VIII, Title 2, that “From time to time 
the Administrator shall secure from the appropriate 
agency of each state a list of the educational and 
training institutions (including industrial establish­
ments) , within such jurisdiction, which are qualified 
and equipped to furnish education or training (in­
cluding apprenticeship and refresher or retraining 
training), . . .” Accordingly, in order for a public 
accountant or a public accounting firm to furnish 
training on the job to veterans under. Public Law 
No. 346, it will be necessary for each establishment to 
be approved by the appropriate approving agency for 
the state in which the particular establishment is 
located. The name and address of the approving 
agency for a particular state may be obtained from 
the regional office of the Veterans Administration in 
the state.
Under both laws, it is necessary for the training 
establishment to file with the Veterans Administration 
a training program indicating the various activities 
and studies in which the veteran in training must en­
gage and complete. In the case of veterans being re­
habilitated under Public Law No. 16, the Veterans 
Administration is required by law to prescribe the 
training program to be followed. Such program will 
be worked out to fit the needs of the case and with 
due regard to the facilities available in the training 
establishment. It is necessary for all training estab­
lishments to submit periodic reports concerning the 
absences, if any, of the trainee and a monthly report 
certifying to the remuneration, if any, paid to a vet­
eran trainee.
Reemployment of Public Accountants 
after Military or Naval Service
In the Selective Training and Service Act, Congress 
established legal provisions for the reemployment of 
men called up for training or service. Reemployment 
rights under this Act were extended by the Service 
Extension Act of 1941, as amended, to enlisted or 
drafted members of all the nation’s armed services. 
The Merchant Marine Act of 1943 granted parallel 
rights to members of the Merchant Marine.
Section 8 of the Selective Training and Service Act, 
as amended, provides in part as follows:
“(b) In the case of any such person who, in order to 
perform such training and service, has left or leaves 
a position, other than a temporary position in the 
employ of any employer and who (1) receives such 
certificate, (2) is still qualified to perform the duties 
of such position, and (3) makes application for re­
employment within ninety days after he is relieved 
from such active duty or service or from hospitaliza­
tion continuing after discharge for a period of not 
more than one year.
(A) (Not quoted—refers to positions in the United 
States Government.)
(B) If such position was in the employ of a private 
employer such employer shall restore such person 
to such position or to a position of like seniority, 
status, and pay unless the employer’s circum­
stances have so changed as to make it impossible 
or unreasonable to do so;
(C) (Not quoted—refers to positions in state or local 
governments.)
“(c) Any person who is restored to a position in ac­
cordance with the provisions of paragraph (A) or (B) 
of subsection (b) shall be considered as having been 
on furlough or leave of absence during his period of 
training and service in the land or naval forces, shall 
be so restored without loss of seniority, shall be en­
titled to participate in insurance or other benefits of­
fered by the employer pursuant to established rules 
and practices relating to employees on furlough or 
leave of absence in effect with the employer at the 
time such person was inducted into such forces, and 
shall not be discharged from such position without 
cause within one year after such restoration.”
The administrative provisions for reemployment of 
veterans are left to a veterans personnel division in 
the Selective Service System. The reemployment pol­
icy of Selective Service is covered by the instructions 
in local board memoranda. In June 1944 National 
Headquarters of Selective Service republished these 
provisions in a pamphlet entitled “Information Con­
cerning the Veteran’s Assistance Program of the Selec­
tive Service System.”
Employers of public accountants have indicated 
their desire to construe the reemployment provisions 
liberally. The present need for trained personnel 
makes it desirable that employing firms seek the serv­
ices of competent men with prewar experience in
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public accounting. The profession fully expects to 
meet its responsibilities as to former employees.
The accounting profession also recognizes its obli­
gation to the disabled veteran. Government legisla­
tion provides for their medical care and vocational 
rehabilitation training, and the Veterans Administra­
tion has primary responsibility for their placement 
in civilian employment. Some of these men may wish 
to qualify for work as public accountants, and those 
who do will need the assistance of public accounting 
firms in the task of evaluating their physical and men­
tal abilities in relation to the requirements for satis­
factory performance in public accounting assignments. 
A friendly hand of encouragement will be extended 
to those men who are able to do the work required 
of public accountants.
Liability of Accountants Formerly in 
Government Service
Public accountants returning to practice or engag­
ing in practice for the first time should be informed 
of the provisions of federal statutes which prohibit 
accountants leaving government service from prosecut­
ing or aiding in the prosecution of claims against the 
United States for specified periods of time. The fol­
lowing are the more important statutes on this sub­
ject which were in effect before the war:
1. Section 109 of the Criminal Code (USC, title 18, 
sec. 198) which prohibits an official or employee 
from prosecuting or aiding in the prosecution of a 
claim against the United States.
2. Section 190 of the Revised Statutes (USC, title 5, 
sec. 99) which prohibits a former officer or em­
ployee, within two years immediately following 
termination of employment, from prosecuting or 
aiding in the prosecution of a claim against the 
United States, if, while the ex-officer or ex-em­
ployee was in government service, such claim was 
pending in his department or in any other depart­
ment.
3. Section 113 of the Criminal Code (USC, title 18, 
sec. 203) which prohibits officers and employees 
while in government service from receiving or 
agreeing to receive fees, salaries, shares of profit, 
or other forms of compensation (a) for service ren­
dered or to be rendered to another, by himself, by 
his partnership, by his corporation, by his firm’s 
associates or employees, or by any other person, 
not only in connection with a claim against the 
United States, but in connection with any contract, 
proceeding, controversy, charge, “or another mat­
ter or thing in which the United States is a party 
or directly or indirectly interested” (e.g., not nec­
essarily a monetary interest), or (b) from appear­
ing in connection with such matters, things, etc., 
himself or through another (e.g., partner, associate, 
employee, etc.) before any government department, 
bureau, officer, or commission.
A precedent existed for exemption of certain gov­
ernment personnel from the provisions of these acts. 
This precedent laid the basis for further legislation 
granting additional exemptions for those who ren­
dered wartime service to the government.
Section 801(c) “(j)” of the Revenue Act of 1942 af­
forded exemption to temporary and intermittent 
war emergency employees with respect to prosecution 
of claims against the United States which were pend­
ing before any of the departments while the officer or 
employee was in government service, and permits such 
prosecution of claims immediately after leaving gov­
ernment service (i.e., the two-year waiting period is 
abolished), provided, however, that the ex-officer or 
ex-employee, while in government service, had no 
direct official contact with such claim.
Section 701(b) of title 7 of the Revenue Act of
1943, amends Section 403(j) of the Sixth Supplemental 
National Defense Appropriations Act, 1941, to read 
as follows:
“(j) Nothing in sections 109 and 113 of the Crimi­
nal Code (USC, title 18, secs. 198 and 203) or in sec­
tion 190 of the Revised Statutes (USC, title 5, sec. 99) 
shall be deemed to prevent any person by reason of 
service in a Department or Board during the period 
(or a part thereof) beginning May 27, 1940, and end­
ing six months after the termination of hostilities in 
the present war, as proclaimed by the President, from 
acting as counsel, agent, or attorney for prosecuting 
any claim against the United States: Provided, That 
such persons shall not prosecute any claim against the 
United States (1) involving any subject matter directly 
connected with which such person was so employed, 
or (2) during the period such person is engaged in 
employment in a Department.”
The Act provides that the term “department” 
means the War Department, the Navy Department, 
the Treasury Department, the Maritime Commission, 
the War Shipping Administration, Defense Plant Cor­
poration, Metals Reserve Company, Defense Supplies 
Corporation, and Rubber Reserve Company, respec­
tively.
Section 19(e) of the Contract Settlement Act of
1944, which also relates to the subject, has the follow­
ing provision:
“(e) It shall be unlawful for any person employed 
in any government agency, including commissioned 
officers assigned to duty in such agency, during the 
period such person is engaged in such employment or 
service, to prosecute, or to act as counsel, attorney, or 
agent for prosecuting, any claim against the United 
States, or for any such person within two years after 
the time when such employment or service has ceased, 
to prosecute, or to act as counsel, attorney, or agent 
for prosecuting, any claim against the United States 
involving any subject matter directly connected with 
which such person was so employed or performed 
duty. Any person violating any provision of this sub­
section shall be fined not more than $10,000 or im­
prisoned for not more than one year, or both.”
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SUPPLEMENT TO CONTEMPORARY ACCOUNTING 
BULLETINS OF THE
AMERICAN INSTITUTE OF ACCOUNTANTS
THE American Institute of Accountants, as the national organization of certified public ac­countants and, accordingly, the authoritative spokes­
man for the accountancy profession, has over the 
period of its activities published at various times pro­
nouncements, either by its committees or by its gov­
erning body, having to do with the principles and 
practices of accounting and with the standards and 
procedures of auditing.
Beginning in the latter part of the year 1939 there 
have been published the series of Accounting Research 
Bulletins (Bulletin No. 1 having been issued in Sep­
tember 1939) and the series of Statements on Auditing 
Procedure (Statement No. 1 having been issued in 
October 1939) covering the pronouncements, respec­
tively, of the committee on accounting procedure and 
the committee on auditing procedure.
The scope and applicability of these two series of 
pronouncements have been set forth in Accounting 
Research Bulletin No. 1 as having these characteris­
tics:
First: No pronouncement is intended to have a re­
troactive effect unless it contains a statement 
of such intention.
Second: Pronouncements have application only to 
items large enough to be material and signif­
icant in the relative circumstances.
Third: The pronouncements thus made may be sub­
ject to the exception that in extraordinary 
cases truthful presentation and justice to all 
parties at interest may require exceptional 
treatment. But the burden of proof is upon 
the accountant clearly to bring out the ex­
ceptional procedure and the circumstances 
which render it necessary.
The line of demarcation between the two fields 
thus covered—that of accounting, on the one hand, 
and that of auditing, on the other—may perhaps be 
best illustrated by examples. For instance, in the case 
of inventories the jurisdiction of the committee on 
accounting procedure concerns the valuation of in­
ventories—not the determination of what quantities 
actually are on hand; the committee on auditing pro­
cedure is concerned with the determination of what 
is in fact on hand through such procedures as obser­
vation of inventory taking, but not with the question 
of what value to place on the inventories. Again, in 
the case of securities: the committee on auditing pro­
cedure is concerned with establishing the accounta­
bility for securities that should be on hand and meet­
ing that accountability by ascertaining whether or
not such securities are in fact on hand or in the cus­
tody of acceptable custodians; the question of what 
bases of cost or what considerations of market are to 
govern the valuation of those securities lies, how­
ever, in the field of the committee on accounting pro­
cedure. So also with regard to receivables: the field 
of the committee on auditing procedure concerns the 
integrity of recorded receivables as being in fact bona 
fide claims against customers and others; the function 
of the committee on accounting procedure, on the 
other hand, concerns the principles of valuation of 
receivables through proper reserves for uncollectible 
items but does not extend to confirmation or other 
procedures for determining that such receivables are 
valid claims against debtors.
In this Supplement are presented, not the complete 
bulletins or statements as published, but digests of 
their contents. Such digests, it is felt, have great value 
for purposes of quick reference to such pronounce­
ments; they are not intended, however, to take the 
place of the full discussions in those pronouncements 
which should be carefully read, whenever necessary, 
for purposes of understanding the reasoning leading 
to the conclusions expressed. Once such full discus­
sion has been assimilated, the digests will refresh the 
recollection of such discussions. The footnotes in the 
chapters of Contemporary Accounting and the index 
of the publication frequently refer to the Accounting 
Research Bulletins and the Statements on Auditing 
Procedure. Digests in this supplement will serve one 
of their intended purposes if they are read along with 
the discussions of accounting and auditing subjects to 
which they relate.
Occasionally pronouncements having to do with 
either accounting principles or auditing procedures 
are made by the council of the Institute, as its gov­
erning body. Within the period of approximately the 
half-decade covering the accounting and auditing de­
velopments which Contemporary Accounting aims to 
review, the council of the Institute made such a pro­
nouncement in connection with the matter of Asso­
ciated Gas and Electric Company, and its report 
thereon is likewise included in this Supplement.
In a discussion of the form of accountant’s report 
or certificate, reference is made in Chapter 111 to a 
report of the subcommittee of the committee on audit­
ing procedure, appointed to consider a revision of the 
form of accountant’s report. The committee on audit­
ing procedure, recognizing that the report contains a
1 Contemporary Accounting, Chapter 11, pp 16-17.
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valuable contribution to the discussion of questions 
relating to the short form of report and opinion, 
authorized its publication for information of members 
of the Institute.2 It is reprinted in this supplement 
with the permission of the ,committee on auditing 
procedure.
Thomas W. Leland
January 24, 1946.
Accounting Research Bulletins Issued 
by the Committee on Accounting 
Procedure
Bulletin No. 1, September 1939
General Introduction and Rules Formerly Adopted
The first bulletin consists largely of a general in­
troduction to the series of bulletins and a restate­
ment of certain rules and principles which had pre­
viously been adopted by the membership of the 
Institute. These are as follows:
“1. Unrealized profit should not be credited to in­
come account of the corporation either directly or 
indirectly, through the medium of charging against 
such unrealized profits amounts which would ordi­
narily fall to be charged against income account. Profit 
is deemed to be realized when a sale in the ordinary 
course of business is effected, unless the circumstances 
are such that the collection of the sale price is not 
reasonably assured. An exception to the general rule 
may be made in respect of inventories in industries 
(such as packing-house industry) in which owing to 
the impossibility of determining costs it is a trade 
custom to take inventories at net selling prices, which 
may exceed cost.
“2. Capital surplus, however created, should not be 
used to relieve the income account of the current or 
future years of charges which would otherwise fall to 
be made thereagainst. This rule might be subject to 
the exception that where, upon reorganization, a re­
organized company would be relieved of charges which 
would require to be made against income if the exist­
ing corporation were continued it might be regarded 
as permissible to accomplish the same result without 
reorganization provided the facts were as fully re­
vealed to and the action as formally approved by the 
shareholders as in reorganization.
“3. Earned surplus of a subsidiary company cre­
ated prior to acquisition does not form a part of the 
consolidated earned surplus of the parent company 
and subsidiaries; nor can any dividend declared out 
of such surplus properly be credited to the income 
account of the parent company.
“4. While it is perhaps in some circumstances per­
missible to show stock of a corporation held in its own 
treasury as an asset, if adequately disclosed, the divi­
dends on stock so held should not be treated as a 
credit to the income account of the company.
“5. Notes or accounts receivable due from officers, 
employees, or affiliated companies must be shown 
separately and not included under a general heading 
such as notes receivable or accounts receivable.
“6. If capital stock is issued nominally for the ac­
quisition of property and it appears that at about the 
same time, and pursuant to a previous agreement or 
understanding, some portion of the stock so issued 
is donated to the corporation, it is not permissible 
to treat the par value of the stock nominally issued 
for the property as the cost of that property. If stock 
so donated is subsequently sold, it is not permissible to 
treat the proceeds as a credit to surplus of the corpo­
ration.”
The bulletin also reproduces a report of the com­
mittee on accounting procedure issued in 1938, deal­
ing with profits and losses on treasury stock. A ques­
tion was submitted by the New York Stock Exchange 
to the Institute’s committee on cooperation with 
stock exchanges, “Should the difference between the 
purchase and resale prices of a corporation’s own 
common stock be reflected in earned surplus (either 
directly or through inclusion in the income account) 
or should such difference be reflected in capital sur­
plus?”
The committee on cooperation with stock ex­
changes submitted its opinion on this subject as fol­
lows:
“Apparently there is general agreement that the 
difference between the purchase price and the stated 
value of a corporation’s common stock purchased and 
retired should be reflected in capital surplus. Your 
committee believes that while the net asset value of 
the shares of common stock outstanding in the hands 
of the public may be increased or decreased by such 
purchase and retirement, such transactions relate to 
the capital of the corporation and do not give rise to 
corporate profits or losses. Your committee can see no 
essential difference between (a) the purchase and re­
tirement of a corporation’s own common stock and 
the subsequent issue of common shares, and (b) the 
purchase and resale of its own common stock.
“Accordingly, although your committee recognizes 
that there may be cases where the transactions in­
volved are so inconsequential as to be immaterial, it 
does not believe that, as a broad general principle, 
such transactions should be reflected in earned sur­
plus (either directly or through inclusion in the in­
come account).”
The committee on accounting procedure con­
curred with the views thus expressed but as to the 
second paragraph pointed out that the qualification 
should not be applied to any transaction which, al­
though in itself inconsiderable in amount, is a part 
of a series of transactions which in the aggregate are 
of substantial importance.
Bulletin No. 2, September 1939
Unamortized Discount and Redemption Premium 
on Bonds Refunded
This discusses the treatment of unamortized dis­
count and redemption premium on bonds refunded.
2 Journal of Accountancy, March 1944, pp 227-9.
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It is stated that discussion of this question in the past 
has revolved mainly about three methods of disposing 
of the unamortized balance, each of which has found 
considerable support in regulatory decisions and 
technical discussion. These methods are as follows:
1. A direct charge to earned surplus.
2. Amortization over the remainder of the original 
life of the issue retired.
3. Amortization over the life of the new issue.
The conclusions reached by the committee in regard 
to these methods are as follows:
“1. The first alternative, writing off the amount to 
earned surplus when the refunding takes place, con­
forms more closely than any other to hitherto ac­
cepted accounting doctrines and has the support of a 
decision of the Supreme Court and the approval of 
many regulatory bodies.
“In the opinion of the committee it is clearly a 
permissible method, and there is no occasion for 
qualification of the report in cases in which it is em­
ployed. At the same time, this method is open to the 
objection that while conservative with respect to the 
balance-sheet, it tends to produce an understatement 
of income charges for the cost of borrowing. The com­
mittee attached weight to this objection, especially in 
view of the growing recognition of the importance 
of the income account as compared with the balance- 
sheet. As a general principle, the committee favors 
the absorption of charges in the income account and a 
corresponding limitation of charges to earned surplus.
“If the debt is finally discharged—otherwise than by 
refunding—prior to the original maturity date of the 
issue, any balance of discount and redemption pre­
mium then remaining on the books should be written 
off at the date of such retirement.
“2. The second alternative, distributing the charge 
over the original life of the bonds refunded, has in 
the opinion of the committee considerable support in 
accounting theory and has the great merit that it re­
sults in the reflection of the expense as a direct charge 
under the appropriate head in a series of income ac­
counts.
“The committee is clear that this method should 
be regarded as permissible, and expresses the further 
opinion that it perhaps conforms more closely than 
either of the other methods to the current trend of 
development of accounting opinion.
“The committee is not prepared at this time to 
express a preference for this method so definite as to 
call for a qualification of the certificate if any other 
method is employed, but proposes to reconsider this 
aspect of the question as a part of a study to be under­
taken of the general question of charges to earned 
surplus.
“3. The third alternative, amortization over the 
life of the new issue, does not seem to be adequately 
supported by accounting theory, but to run counter 
to generally accepted accounting rules. It does not 
seem to possess any marked practical advantages in 
comparison with the second alternative of amortiza­
tion over the life of the old issue, which finds far 
better support in accounting theory—on the contrary,
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it seems to the committee to exaggerate the annual 
saving from refinancing, and therefore may tend to 
encourage transactions which are not, when properly 
viewed, advantageous. Although this method has in 
the past been freely permitted by regulatory bodies, 
the committee believes that it should not be regarded 
by the profession as an acceptable method for the fu­
ture. It must, of course, be permissible for corpora­
tions to adopt it in cases where it has been prescribed 
or authorized by regulatory bodies to which they are 
subject. The committee believes that in any other 
cases in which this method is employed an accountant 
should make an exception in respect of such treatment 
from any certification that the accounts conform to 
accepted accounting principles.
“4. The committee is further of the opinion that, 
if the unamortized discount and redemption premium 
are carried forward after refunding, it should be re­
garded as permissible to accelerate the amortization 
of the amount as long as the charge is made against 
income and is not in any year so large as seriously to 
distort the income figure for that year.
“Whatever method is employed, it should be clearly 
disclosed, and if the unamortized discount and re­
demption premium on refunding are carried forward, 
the amount of the annual charge should, if signifi­
cant in amount, be shown separately from other 
charges for amortization of bond discount and ex­
pense.”
This bulletin is supplemented by No. 18, which 
modified the conclusions somewhat and which is sum­
marized later.
Bulletin No. 3, September 1939
Quasi-Reorganization or Corporate Readjustment
This bulletin constitutes an amplification of rule 
No. 2 adopted by the Institute in 1934, which is 
cited in Bulletin No. 1. It is stated that this bulletin 
does not aim to deal with the general question of 
quasi-reorganization but only with cases in which the 
exception permitted under the rule of 1934 is availed 
of by a corporation. Its pronouncement is as follows:
“Procedure in Readjustment:
“If a corporation elects to bring about a legitimate 
restatement of its assets, stock, and surplus through 
readjustment and thus avail itself of the permission 
to relieve its future income account or earned-surplus 
account of charges which should otherwise be made 
thereagainst, it should make a clear report to the stock­
holders of the restatements proposed to be made, and 
obtain their formal consent. It should present a fair 
and conservative balance-sheet as at the date of the 
readjustment, in which assets and liabilities should 
be so stated that no artificial credits will arise from 
realizations of the assets or discharge of the liabilities. 
Furthermore, the readjustment of values should be 
reasonably complete, in order that there be no contin­
uation of the circumstances which justify charges to 
capital surplus.
“The effective date of the readjustment from which
the income of the company is thereafter determined
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and which is included in its dated eamed-surplus ac­
count should be as near as practicable to the date on 
which formal consent of the stockholders is given, 
and should ordinarily not be prior to the close of the 
last completed fiscal year.
“When the amounts to be written off have thus been 
determined, they should be charged first against 
earned surplus to the full extent thereof; the balance 
may then be charged against capital surplus. A com­
pany which has subsidiaries should apply this rule in 
such a way that no consolidated earned surplus will 
be carried through a readjustment in which some 
losses have been charged to capital surplus.
“If the earned surplus of any subsidiaries cannot 
be applied against the losses before resort is had to 
capital surplus, the parent company’s interest therein 
should be regarded as capitalized by the readjust­
ment, just as surplus at the date of acquisition is capi­
talized, so far as the parent is concerned.
“Understatement as at the effective date of the re­
adjustment of assets which are likely to be realized 
thereafter, though it may result in conservatism in 
the balance-sheet at that date, may also result in over­
statement of earnings or of earned surplus when the 
assets are subsequently realized. Therefore, in general, 
assets should be carried forward as of the date of 
readjustment at a fair and not unduly conservative 
value, determined with due regard for the accounting 
rules to be employed by the company thereafter. If the 
fair value of any asset is not readily determinable a 
conservative estimate may be made, but in that case 
the item should be described as an estimate and any 
material difference in value subsequently shown (by 
realization or otherwise) to have existed at that date 
should not be carried to earned surplus.
“Similarly, if potential losses or charges are known 
to have arisen prior to the date of readjustment but 
the amounts thereof are then indeterminate, reserves 
may properly be made to cover the maximum proba­
ble losses or charges. If the reserves are subsequently 
found to have been excessive or insufficient, the dif­
ference should not be carried to earned surplus nor 
used to offset gains or losses originating after the re­
adjustment, but should be carried to capital surplus.
“Procedure after Readjustment
“When the readjustment has been completed, the 
company’s accounting should be substantially similar 
to that appropriate for a new company.
“After such a readjustment, as already stated, pre­
viously earned surplus cannot properly be carried 
forward under that title. A new earned-surplus ac­
count should be established, described as from the 
effective date of the readjustment.
“Capital surplus originating in such a readjust­
ment is restricted in the same manner as that of a new 
corporation; in other words, it becomes subject to 
rule 2 quoted above. Charges against it should be only 
those which might properly be made against the 
initial surplus of a new corporation.
“It is recognized that charges against capital sur­
plus may take place in other types of readjustments 
to which the foregoing provisions would have no 
application. Such cases would include readjustments
for the purpose of correcting erroneous credits made 
to capital surplus in the past, or to eliminate amounts 
which, by universal agreement, do not give rise to 
charges in respect of exhaustion or amortization. [See 
also Bulletin No. 24.] In this statement the committee 
deals only with that type of readjustments in which 
either the current income or earned surplus account 
or the income account of future years is relieved of 
charges which should otherwise be made thereagainst.”
Bulletin No. 4, December 1939
Foreign Operations and Foreign Exchange
This bulletin relates to the treatment, under con­
ditions existing at the time, of earnings from foreign 
operations, of foreign assets, and of losses and gains on 
foreign exchange, and to consolidation of foreign sub­
sidiaries. While the position taken at that time may 
not be wholly applicable under present conditions, 
or those which may be expected in the near future, it 
appears that in most respects the pronouncement has 
continuing interest and value. The principal state­
ments made are as follows:
“Treatment of Earnings and Assets
“1. The disturbed conditions abroad, and the uncer­
tain future, make it necessary to reconsider the 
accounting treatment of assets, liabilities, losses, and 
gains involved in the conduct of foreign business, and 
included in the financial statements of United States 
companies.
“It is clear that in many cases in which statements of 
foreign subsidiaries have been consolidated with state­
ments of United States companies this practice can no 
longer be followed.
“2. While there are comparatively few countries 
with unrestricted currency and exchanges, yet it is also 
true that many companies are doing business with 
foreign countries having varying degrees of restric­
tion; in some cases they are carrying on all operations 
hitherto regarded as normal, including the transmis­
sion of funds. Furthermore, some important countries 
are on a permit basis, the operation of which in a 
given case cannot be predicted.
“3. As to earnings, a safe rule for United States com­
panies to follow would be that in their own accounts 
earnings from foreign operations for the current year 
should be shown only to the extent that actual remit­
tances for them had been received in the United 
States. Provision should be made also for known losses 
of subsidiaries. In other words, the position shown 
should not be made better by the omission of foreign 
results.
“Any earnings to be reported beyond the amounts 
already received in the United States should be care­
fully considered in the light of all the facts. The 
amounts should be disclosed if they are significant and 
they should be reserved against to the extent that their 
realization in dollars may be doubtful.
“4. As to assets held abroad, the accounting must 
take into consideration the fact that most foreign 
assets stand in some degree of jeopardy, so far as ulti­
mate realization by United States owners is concerned.
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Furthermore, the possibility of these risks and. restric­
tions being extended must be faced.
“5. In these conditions it is important that especial 
care be taken in each case to make full disclosure in 
the financial statements of United States companies 
of the extent of foreign items there included. 
“Consolidation of Foreign Subsidiaries
“6. The following procedures are among the possi­
ble ways of providing adequate disclosure of informa­
tion relating to foreign subsidiaries:
“(a) To exclude foreign subsidiaries from consolida­
tion and to furnish: (1) statements in which only 
domestic subsidiaries would be consolidated; 
and (2) as to foreign subsidiaries, a summary in 
suitable form of their assets and liabilities, their 
income and losses for the year, and the parent 
company’s equity therein. The aggregate amount 
of investments in foreign subsidiaries should be 
shown separately, and the basis on which the 
amount was arrived at should be stated. If these 
investments include any amount of surplus of
' foreign subsidiaries and such surplus had pre­
viously been included in consolidated surplus, 
the amount should be separately shown or ear­
marked in stating the consolidated surplus in 
the statements here suggested. The exclusion of 
foreign subsidiaries from consolidation does not 
make it permissible to include inter-company 
profits which would be eliminated if such sub­
sidiaries were, consolidated.
“(b) To consolidate domestic and foreign subsidiaries 
as hitherto, and to furnish in addition the sum­
mary described in (a) (2) above.
“(c) To furnish: (1) complete consolidated state­
ments, and also (2) consolidated statements for 
domestic companies only.
“(d) To consolidate domestic and foreign subsidiaries 
as hitherto, and to furnish in addition parent 
company statements showing investment in and 
income from foreign subsidiaries separate from 
those of domestic subsidiaries.
“Any of the foregoing statements, or other alternative 
statements, which include earnings of foreign sub­
sidiaries, should be prepared with due regard for 
paragraphs 3 and 7.
“Losses and Gains on Foreign Exchange
“7. Realized losses or gains on foreign exchange 
should be charged against or credited to operations.
“Provision for declines in conversion value of for­
eign net current and working assets should be made 
and shown separately.”
Bulletin No. 5, April 1940
Depreciation on Appreciation
This bulletin presents a discussion of depreciation 
on appreciation. It makes a definite recommendation 
with respect to the charge to be made against income 
for depreciation on appreciation but makes no definite
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recommendations on other aspects of the problem. 
The conclusions reached include the following:
“Accounting for fixed assets should normally be 
based on cost, and any attempt to make property ac­
counts in general reflect current values is both im­
practicable and inexpedient. Appreciation normally 
should not be reflected on the books of account of 
corporations. The problem which the committee here 
considers is the treatment of charges against income 
where appreciation has in fact been entered oh the 
books.
“The word ‘depreciation’ is here used in its ordinary 
accounting sense and not as the converse of ‘apprecia­
tion.’
“This discussion does not deal with cases in which 
the value of property may exceed the amount at which 
it is carried on the books because of increment due to 
lapse of time—such as the growth of timber, or to such 
causes as solidification or adaptation—as of the road­
bed of a railroad or a dam, or by reason of excessive 
allowance for depreciation in the past. On these cases 
no opinion is here expressed or implied. This bulletin 
is concerned primarily with appreciation due to (1) 
increases in the relevant price levels, or (2) demonstra­
tion that the property has greater usefulness than is 
reflected in the amount at which it is carried in the 
books, as discussed later in paragraphs 11 and 12.
“The committee is of the opinion that when such 
appreciation has been entered in the books, income 
should be charged with depreciation computed bn the 
new and higher values. This proposition is the most 
important part of the present statement and for it 
there seems to be general support. A corporation 
should not at the same time claim larger property 
values in its statement of assets, and provide for the 
amortization of only smaller property sums in its state­
ment of income.”
Bulletin No. 6, April 1940
Comparative Statements
This bulletin is a recommendation of the use of   
comparative statements. It is stated that the use of 
statements in comparative form serves to increase the 
reader’s grasp of the fact that the statements for a 
series of periods are far more significant than those for 
a single period—that the statements for one year are 
but one instalment of what is essentially a continuous 
history. The bulletin continues:
“In any one year it is ordinarily desirable that the 
balance sheet, the income statement and the surplus 
statement (the two latter being separate or combined) 
be given for the preceding as well as for the current 
year. Footnotes, explanations and accountants’ quali­
fications already made on the statements for the pre­
ceding year should be given, or at least referred to, in 
the comparative statements. If, because of reclassifica­
tions or for other reasons, changes have occurred in 
the basis for presenting corresponding items for the
6 Contemporary Accounting
two periods, information should be furnished which 
will explain the change. This is in conformity with 
the well recognized rule that any change in practice 
which would affect comparability should be disclosed.
“The question of responsibility to be assumed by the 
accountant in his report requires consideration. In 
general it is desirable that he should accept the re­
sponsibility of satisfying himself that the figures for 
the preceding year fairly present the position and 
results, and are properly comparable with those of the 
current year, or that any exceptions to their compara­
bility are clearly brought out. . . .”
Bulletin No. 7, November 1940
Reports of Committee on Terminology
This is a report of the committee on terminology to 
the council of the Institute submitting definitions of 
Accounting, Accountancy, and Public Accounting, and 
a discussion of Accounting Principles.
Accounting is defined (as amended in Bulletin No. 
9) as “the art of recording, classifying and summarizing 
in a significant manner and in terms of money, trans­
actions and events which are, in part at least, of a 
financial character, and interpreting the results 
thereof.”
Accountancy is defined as “a profession, the mem­
bers of which, by virtue of their general education and 
professional training, offer to the community their 
services in all matters having to do with the recording, 
verification and presentation of facts involving the 
acquisition, production, conservation and transfer of 
values.”
Public Accounting is defined as “the practice of 
accounting by men whose services are available to the 
public for compensation. It may consist in the per­
formance of original work, in the examination and 
revision of the original work of others (auditing), or 
in rendering of collateral services for which a knowl­
edge of the art and experience in its practice create a 
special fitness.”
Bulletin No. 8, February 1941
Combined Statement of Income and Earned Surplus
This bulletin consists of a discussion of the advan­
tages, disadvantages, and limitations of the combined 
statement of income and earned surplus. The question 
under discussion is whether a continuous statement 
of income and surplus is better than separate state­
ments, in view of uncertainties as to whether items 
which are charged or credited directly to surplus might 
more properly be included in the income statement.
Bulletin No. 9, May 1941
Report of Committee on Terminology
This bulletin is another report of the committee on 
terminology to the council of the Institute. It sub­
mits an amended definition of Accounting (see Bulle­
tin No. 7) and definitions or discussions of Balance 
Sheet, Assets, Liabilities, Income, Income Account (or 
Income Statement), Profit, Profit and Loss Account
(or Profit and Loss Statement), Undistributed Profits, 
Earned Surplus, Value and its derivatives, Audit and 
its derivatives, and Auditor’s Report (or Certificate).
Balance Sheet is defined as “a tabular statement or 
summary of balances (debit and credit) carried for­
ward after an actual or constructive closing of books 
of account kept by double-entry methods, according to 
the rules or principles of accounting. The items re­
flected on the two sides of the balance sheet are com­
monly called assets and liabilities, respectively.”
Asset (as a balance-sheet heading) is defined as “a 
thing represented by a debit balance (other than a 
deficit) that is or would be properly carried forward 
upon a closing of books of account kept by double­
entry methods, according to the rules or principles of 
accounting. . . . The presumptive grounds for carrying 
the balance forward are that it represents either a 
property right or value acquired, or an expenditure 
made which has created a property right, or which is 
properly applicable to the future. Thus, plant, ac­
counts receivable, inventory, and a deferred charge 
are all assets in balance-sheet classification.”
Liability (as a balance-sheet heading) is defined as 
“a thing represented by a credit balance that is or 
would be properly carried forward upon a closing of 
books of account kept by double-entry methods, accord­
ing to the rules or principles of accounting, provided 
such credit balance is not in effect a negative balance 
applicable to an asset. Thus the word is used broadly 
to comprise not only items which constitute liabilities 
in the popular sense of debts or obligations (including 
provision for those that are unascertained), but also 
credit balances to be accounted for which do not in­
volve the debtor and creditor relation. For example, 
capital stock, deferred credits to income, and surplus 
are balance-sheet liabilities in that they represent bal­
ances to be accounted for by the company; though 
these are not liabilities in the ordinary sense of debts 
owed to legal creditors.”
Income Account (or Income Statement) is defined 
as “an account or statement which shows the principal 
elements, positive and negative, in the derivation of 
income or loss, the claims against income, and the 
resulting net income or loss of the accounting unit.”
Earned Surplus is defined as “the balance of net 
profits, income, and gains of a corporation from the 
date of incorporation (or from the date when a deficit 
was absorbed by a charge against the capital surplus 
created by a reduction of the par or stated value of the 
capital stock or otherwise) after deducting losses and 
after deducting distributions to stockholders and trans­
fers to capital-stock accounts when made out of such 
surplus.”
Value is defined thus: “ ‘Value’ as used in accounts 
signifies the amount at which an item is stated, in 
accordance with the accounting rules or principles 
relating to that item. Generally book or balance-sheet 
 values (using the word ‘value’ in this sense) represent
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cost to the accounting unit or some modification 
thereof; but sometimes they are determined in other 
ways, as for instance on the basis of market values or 
cost of replacement, in which cases the basis should be 
indicated in financial statements.”
Audit is defined as follows:
“In general, an examination of an accounting docu­
ment and of supporting evidence for the purpose of 
reaching an informed opinion concerning its propriety. 
Specifically:
“(1) An examination of a claim for payment or credit 
and of supporting evidence for the purpose of 
determining whether the expenditure is properly 
authorized, has been or should be duly made, 
and how it should be treated in the accounts of 
the payor—hence ‘audited voucher.’
“(2) An examination of similar character and purpose 
of an account purporting to deal with actual 
transactions only, such as receipts and payments.
“(3) By extension, an examination of accounts which 
purport to reflect not only actual transactions 
but valuations, estimates, and opinions, for the 
purpose of determining whether the accounts are 
properly stated and fairly reflect the matters with 
which they purport to deal.
“(4) An examination intended to serve as a basis for 
an expression of opinion regarding the fairness, 
consistency, and conformity with accepted ac­
counting principles, of statements prepared by a 
corporation or other entity for publication—in 
this sense more generally called ‘examination’ 
(See S.E.C. Regulation S-X and Statement on 
Auditing Procedure No. 5, page 41).”
The other terms are discussed at some length but it 
was impracticable to present single, general definitions 
of them.
Bulletin No. 10, June 1941
Real and Personal Property Taxes
•This bulletin concerns the accounting for real and 
personal property taxes, especially as to the method of 
accrual. It is brought out in the discussion that there 
are various bases of charging income, according to the 
periods covered by the taxes, as follows:
“(1) Year in which paid (cash basis)
“(2) Year ending on assessment (or lien) date 
“(3) Year beginning with assessment (or lien) date 
“(4) Calendar or fiscal year of taxpayer prior to
assessment (or lien) date
“(5) Calendar or fiscal year of taxpayer including 
assessment (or lien) date
“(6) Fiscal year of governing body levying the tax 
“(7) Year appearing on tax bill
“(8) Calendar or fiscal year of taxpayer prior to pay­
ment date.”
The general conclusion is expressed in the two 
following paragraphs:
“As a general proposition, it would appear that the 
most acceptable basis of providing for property taxes
is for the company to accrue such taxes on its books 
monthly during the fiscal period of the taxing author­
ity for which they are levied. The books will then 
show, at any closing date, the appropriate accrual or 
prepayment. In the City of New York, for example, 
the city’s fiscal year is from July 1st to the following 
June 30th. A company whose fiscal year is the calendar 
year will in this way charge the year 1940 with half of 
the taxes for the city’s fiscal year July 1, 1939, to 
June 30, 1940, and half of the taxes for the city’s 
succeeding fiscal year. Since the taxes are payable 
April 1st and October 1st, the account would ordi­
narily show no balance at June 30th and December 
31st; there would be neither accrual nor prepayment 
to be included in the balance-sheet at those dates. In 
some cases it may be necessary to make modifications of 
this basis for federal income-tax purposes.
“It may be argued that the entire amount of tax 
should logically be accrued by the lien date. Advocates 
of this procedure vary from those who would accrue 
the tax by charges to income during the year ending 
on the lien date to those who urge the setting up of the 
full tax liability on the lien date and charging the 
amount thereof to income during the subsequent year. 
However, the basis indicated in the preceding para­
graph is held by the majority of accountants to be 
practically satisfactory so long as it is consistently 
followed.”
Bulletin No. 11, September 1941
Corporate Accounting for Ordinary Stock Dividends
This is a discussion of corporate accounting for 
“ordinary” stock dividends; i.e., those which represent 
a capitalization of earned surplus and are issued in 
shares of common stock to the holders of like shares 
(not “split-ups”). There are important pronounce­
ments of accounting principles as to the treatment of 
such dividends from the standpoint of both the issuing 
corporation and a corporate recipient. The conclusions 
are stated substantially as follows:
As to the issuing corporation:
(1) Since an ordinary stock dividend implies a trans­
fer by the issuing corporation of a portion of its 
earned surplus to the category of permanent capi­
talization represented by the capital stock and 
capital surplus accounts, the directors, in declaring 
such a dividend, should first determine the aggre­
gate amount to be transferred from earned surplus 
(such amount is within their discretion). Then, in 
determining the number of shares to be issued in 
connection with such transfer, it is necessary not 
only that the legal requirements be observed as to 
the amount per share to be capitalized, but also 
that the amount per share in the capital stock and 
capital surplus accounts combined, before the 
issuance of the stock dividend, be maintained by 
capitalization of at least a like amount of earned 
surplus for each dividend share. The number of 
dividend shares should therefore not exceed the 
number determined by dividing the amount of 
earned surplus authorized to be capitalized by the 
total amount per share in the capital stock and
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capital surplus accounts before the declaration of 
the stock dividend. Also in fixing the number of 
dividend shares, consideration should be given to 
the fair market value per share for the increased 
number of shares to be outstanding after the stock 
dividend, so that where such market value per 
share is substantially in excess of the amount per 
share of the combined capital-stock and capital- 
surplus accounts before the stock dividend the 
amount charged to earned surplus per share will 
have a reasonable relationship to such fair market 
value. Proper corporate policy also requires that 
in the case of regularly recurring stock dividends 
the amount of earned surplus capitalized should 
not exceed the amount of current income not 
otherwise distributed.3
(2) The amount authorized by the directors to be so 
capitalized must be charged to earned surplus 
account and credited to capital stock account, or 
if appropriate, credited in part to capital stock 
account and in part to capital surplus account.
As to a corporate recipient (subject to the comment 
stated below):
“(1) An ordinary stock dividend is not income from 
the corporation to the recipient in any amount.
“(2) Upon receipt of such a dividend, the cost of the 
shares previously held should be allocated equit­
ably to such shares and to the shares received as 
a stock dividend.”
(As to the treatment by a corporate recipient the 
committee comments, “It is recognized that this rule 
. . . may require modification in some cases, or that 
there may be exceptions to it, as, for instance, in the 
case of a parent company with respect to its subsidiar­
ies, or in the case where the stockholder is given a bona 
fide option to take cash or stock.”)
Bulletin No. 12, September 1941
Report of Committee on Terminology (Surplus)
This is another report of the committee on termi­
nology, and consists of a discussion of the term Sur­
plus, pointing out that it might be feasible to find 
some substitute for the term which would be more 
satisfactory.
Bulletin No. 13, January 1942
Accounting for Special Reserves Arising Out of the 
War ,
This is a discussion of accounting for special reserves 
arising out of the war. The purposes for which such 
reserves may be provided are stated as follows:
“ (1) Accelerated depreciation of facilities as a result 
of intensive use and of operation by less experi­
enced personnel.
“ (2) Accelerated obsolescence of facilities due to in­
tensive research during the war in an effort to 
increase productive efficiency.
“ (3) Amortization of the cost of rearrangement and
alteration of existing facilities which will prob­
ably be rearranged in the postwar period.
“ (4) Amortization of the cost of additional facilities 
acquired, the usefulness of which is expected to 
be substantially reduced at the termination of 
the war.
“ (5) Losses which may be sustained at the end of the 
war in the disposal of inventories useful only 
for war purposes, or in the adjustment of pur­
chase commitments then open, including any 
amounts which may be paid for the cancella­
tion of such commitments.
“ (6) Losses which may be sustained in the disposal 
of inventories not necessarily applicable to war 
production, due to decline in the price level, 
which, on the basis of past experience, usually 
follows a pronounced rise in prices.
“ (7) Repairs and maintenance deferred as a result of 
pressure for war production.
“ (8) Restoration or alteration of facilities to peace­
time production at the end of the war, if it is 
reasonable to assume that such restoration or al­
teration will then be made.
“ (9) Separation allowances which may be paid to 
employees who are discharged at the termina­
tion of the war.
“(10) Losses from destruction of property as a result 
of the action of armed forces or from seizure 
thereof by the enemy.
“(11) Decline in the useful value of plant and equip­
ment due to excess capacity resulting from war 
construction.”
It is stated that such reserves fall, for accounting 
purposes, into two groups: (a) those reserves or parts 
of reserves which must be provided in order to con­
form to accepted principles of accounting, and (b) 
those additional reserves or parts of reserves created 
in the discretion of management as a matter of con­
servative business administration, but which are not 
presently determinable within the limits necessary 
for definitive accounting statement.
The discussion proceeds:
“Reserves for such items as accelerated depreciation 
and accelerated obsolescence, amortization of emer­
gency facilities, and deferred maintenance, will ordi­
narily fall in the first group. Reserves for such items as 
separation allowances to employees (where there is
3 The New York Stock Exchange, in a “Statement on Stock 
Dividends” dated October 7, 1943, refers to this American Insti­
tute bulletin and says that the Exchange, in authorizing the list­
ing of additional shares for an “ordinary” stock dividend, will 
consider the relationship between the amount of the earnings 
and the fair market value of the number of shares to be issued, 
and will expect that the amount of earned surplus to be capital­
ized for each dividend share will be at least the fair market value 
per share (“fair market value” being understood to mean an 
amount which bears a reasonable relationship to the range of 
market prices in the period during which the income to be capi­
talized by the stock dividend was earned) . Further, where the 
reported net tangible assets per share applicable to the common 
stock for the increased number of shares to be outstanding after 
the stock dividend would exceed the fair market value, then the 
amount of the net tangible assets should be substituted for the 
fair market value in determining the number of shares to be 
issued and the amount to be capitalized.
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no legal obligation to make payment or no established 
policy) and losses due to excess capacity after the war 
will ordinarily fall in the second group. Some reserves 
may fall in part in each group. Doubts as to proper 
classification should be resolved in favor of inclusion 
in the first group.
“Items in the first group should be deducted in 
arriving at any figure described as net income; items 
in the second group should be shown as extraordi­
nary deductions from net income. . . .”
As to the disposition of the reserves, it is stated:
“Charges, in the cash of reserves of the first group 
mentioned above, should be made against the reserves 
and any unrequired balance should be included as a 
separate item in the income statement after operating 
profits or, in exceptional cases, as a credit to earned 
surplus. Charges against reserves of this kind should 
be limited to those for which the reserves were pro­
vided.
“Charges, in the case of reserves of the second 
group, should ordinarily be shown in the income 
statement according to the usual rules of classification, 
and an equivalent amount of the reserve shown as an 
extraordinary credit. Any unrequired balances should 
be transferred to earned surplus. . . .”
There is an important statement as to “equalization 
reserves,’’ reading:
“It has long been established in accounting that 
reserves may not be used for the purpose of arbitrarily 
equalizing the reported income of different account­
ing periods. Reserves for dividend equalization have 
no relation to the determination of income, and such 
reserves should be created only by charges to earned 
surplus. No charge may be made thereto except for 
dividends or for amounts returned to earned surplus.”
The complete text of Bulletin No. 13 is available 
in Chapter 10 of Contemporary Accounting.
Bulletin No. 14, January 1942 •
Accounting for United States Treasury Tax Notes
This bulletin deals with the reporting of United 
States Treasury Tax Notes4 in the balance sheet of the 
purchaser.
The summary statement is as follows:
“ (1) The usual procedure of showing the notes in 
the current asset section of the balance sheet is obvi­
ously proper, and especially should they be so shown 
if, at the date of the balance sheet, or at the date of 
the report of the independent auditor, there is evi­
dence of intent to use the notes for other purposes 
or if such presentation is required under accounting 
definitions of applicable bond indentures or pre­
ferred stock agreements,
“ (2) Since the tax notes were presumably purchased 
with the intent that they be used for the payment of 
federal income and excess profits taxes, it is also good 
accounting practice that they be shown as a deduc­
tion from the accrued liability for such taxes in the 
current liability section of the balance sheet. The 
full amount of the accrued liability should be shown,
and the tax notes should be deducted therefrom in an 
amount equal to their tax payment value at the bal­
ance-sheet date.”
A cautionary note in the discussion may well be 
quoted:
“It is a general rule of accounting that the offsetting 
of assets against liabilities in the balance sheet is im­
proper and it is recognized that the purchase of the 
tax notes is not, technically, a payment or discharge of 
the tax liability. It is not intended that the permis­
sible accounting procedure of showing the notes as a 
deduction from the tax liability is to be interpreted 
as in any way relaxing or modifying the general rule 
against offsetting. However, if accounting is to be of 
maximum usefulness in the conduct of business, rec­
ognition must be given to the practical aspect of the 
situation. On this basis the purchase of the notes may 
be treated as in substance a prepayment of the tax. 
The deduction from the tax liability is permissible 
because of the peculiar circumstances attendant upon   
the purchase of the notes, and is not to be construed 
as warranting offset accounting in other situations.”
Bulletin No. 15, September 1942.
The Renegotiation of War Contracts
This bulletin, which relates to renegotiation of war 
contracts, is reprinted in Chapter 10. The law upon 
which the bulletin was based has been amended and 
the bulletin is therefore obsolete (see Bulletin No. 21). 
Bulletin No. 16, October 1942
Report of Committee on Terminology (Depreciation)
This is another report of the committee on termi­
nology and consists of a discussion of the word Depre­
ciation. The discussion was not carried to an absolute 
conclusion but is interesting as showing the develop­
ment of thought on the subject. For a more conclusive 
statement, see Bulletins Nos. 20 and 22.  
Bulletin No. 17, December 1942
Post-War Refund of Excess-Profits Tax
This bulletin deals with the reporting, in financial 
statements, of the postwar refund of excess-profits tax 
provided for in Sec. 250 of the Revenue Act of 1942. 
The postwar refund has since been discontinued and 
therefore this bulletin is interesting at this time only 
as indicating what was regarded as good accounting 
practice in this respect during the war years.
Bulletin No. 18, December 1942
Unamortized Discount and Redemption Premium on 
Bonds Refunded (Supplement)
This bulletin supplements the discussion in Bul-
4 This refers specifically to United States Treasury Tax Notes 
which were being issued at that time under a “Tax Savings Plan.” 
They could be used in payment of taxes but were not negotiable. 
While such Notes are not now being issued, the principle as to 
deductibility from the tax liability in the balance sheet is gener­
ally understood to apply to the present issue of Treasury Savings 
Notes Series C, which may be presented by the owner in payment 
of federal taxes at par and accrued interest.
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letin No. 2 of the treatment of unamortized discount 
and redemption premium on bonds refunded. The 
committee originally took the position that such dis­
count and premium should preferably be written off 
to earned surplus when the refunding takes place but 
may properly be amortized by charges to income over 
the original life of the bonds refunded. This position 
is now modified because of the effect of income taxes, 
since such unamortized discount and premium are 
deductible for tax purposes in the year in which re­
funding takes place and in no other year, and when 
the tax rates are high, the charging of the entire dis­
count and premium to surplus and reducing the 
charge to income for income tax may result in serious 
distortion. The conclusion is now stated as follows:
“Where unamortized discount on bonds refunded 
is written off in full in the year of refunding, it is 
sound accounting to show such charges as a deduction 
in the income statement in the year of refunding in 
harmony with the treatment required for income tax 
purposes. Where any write-off is made through sur­
plus it should be limited to the excess of the unamor­
tized discount over the reduction of current taxes to 
which the refunding gives rise, and there should be 
shown as a deduction (as hereinafter described) in 
the income statement for the year of refunding an 
amount at least equal to such reduction in current 
taxes.
“If the alternative of spreading unamortized dis­
count over a future period is adopted, a charge should 
be made (as hereinafter described) in the income state­
ment in the year of refunding equal to the reduction 
in current income tax resulting from the refunding.”
The discussion includes the following:
“The committee believes that where the alternative 
of immediate write-off is accepted, the preferable 
course will in many cases be to make the charge in the 
income statement, but that in all cases there should 
be charged in the income statement (as hereinafter 
described and in addition to any amount of regular 
amortization) an amount at least equal to the reduc­
tion of current taxes to which the refunding gives rise 
—otherwise, the anomalous result would be produced 
that a loss recognized as such would have the effect 
of increasing the net income reported for the year.
“Under the other alternative, the amount of the 
unamortized discount is regarded not as a realized 
loss but as a cost which produces a continuing benefit 
and which should be carried forward and spread over 
a future period. However, in this case also the reduc­
tion in current income taxes resulting from the allow­
ance of these items as a tax deduction is a material 
fact (unless the amount is relatively insignificant). 
Accordingly, where this approach is adopted, the com­
mittee believes that there should be deducted (as 
hereinafter described and in addition to any amount 
of regular amortization) in the income statement of 
the year of refunding an amount equal to the reduc­
tion in current income tax resulting from the refund­
ing, and to treat only the balance as the portion of 
the cost which is apportionable over a future period.
“One method of accomplishing the result required 
by the two preceding paragraphs would be to charge 
a portion of the unamortized discount equal in 
amount to the reduction of income tax, in the income 
statement of the period in which the benefit of tax 
reduction is reflected. Another method would be to 
create a reserve for future taxes by a charge in the 
income statement equal in amount to such tax reduc­
tion. The second method (which is based on recogni­
tion of the fact that the immediate reduction of tax is 
effected only at the price of the loss of a future deduc­
tion in respect of a cost which is still carried on the 
books and will be chargeable to income in future 
years) has considerable theoretical justification, but 
the first is simpler and has the sanction of a number 
of regulatory bodies.”
Bulletin No. 19, December 1942
Accounting under Cost-Plus-Fixed-Fee Contracts
This bulletin deals with accounting problems aris­
ing under cost-plus-fixed-fee (CPFF) contracts with 
the government. The principal problems dealt with 
are as follows:
(1) When should fees under such contracts be re­
flected in the contractor’s income statement?
(2) What amounts are to be included in sales or reve­
nue accounts?
(3) What is the proper balance-sheet classification of 
unbilled costs and fee?
(4) What is the proper balance-sheet treatment of 
various items, debit and credit, identified with 
CPFF contracts?
Here again the pronouncement concerns account­
ing during the war period, and especially during the 
early part of that period, and does not relate to cur­
rent conditions. The text of the bulletin is reprinted 
in Chapter 10.
Bulletin No. 20, November 1943
Report of Committee on Terminology (Depreciation)
This is another report of the committee on termi­
nology, and consists principally of further discussion 
of the word Depreciation and includes a tentative 
definition of the term Depreciation Accounting (see 
Bulletin No. 22).
Bulletin No. 21, December 1943
Renegotiation of War Contracts (Supplement)
This is a supplement to, and practically supersedes, 
Bulletin No. 15 relating to renegotiation of war con­
tracts. This bulletin is reprinted and discussed in 
Chapter 10. The position taken, substantially, is that 
if a company is subject to renegotiation a reasonable 
provision therefor should be made if possible, and the 
basis for the provision should be disclosed; and if a 
provision is not made the reasons therefor should be 
stated. The final paragraphs of the summary statement 
are as follows:
“ (5) Provision for renegotiation refunds should be 
included in the balance-sheet as a current liability. In
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the income statement such provision should prefera­
bly be made as a deduction from sales, with the income 
and excess-profits tax and postwar refund computed 
accordingly. However, because of the interrelation 
between renegotiation refunds and income and excess- 
profits taxes, the provision may be set forth in the 
financial statements in conjunction with the provision 
for taxes, either as separate items or as a combined 
amount.
“ (6) If the renegotiation refund required to be paid 
for any year is different from the provision made 
therefor in the financial statements originally issued 
for such year, the difference should be included in the 
current income statement unless such inclusion would 
result in distortion, in which event the adjustment 
may be made through earned surplus. Where earned 
surplus is thus charged or credited the reported re­
sults of the preceding year should be appropriately 
revised. The committee believes that this can best be 
done by presenting a revised income statement for 
the prior year, either in conjunction with the current 
year’s financial statements or otherwise, and it urges 
that this procedure be followed.”
Bulletin No. 22, May 1944
Report of Committee on Terminology
This is another report of the committee on termi­
nology and relates principally to the word Deprecia­
tion. It contains a revised definition of Depreciation 
Accounting, as follows:
'‘Depreciation Accounting is a system of accounting 
which aims to distribute the cost or other basic value 
of tangible capital assets, less salvage (if any), over 
the estimated useful life of the unit (which may be a 
group of assets) in a systematic and rational manner. 
It is a process of allocation, not of valuation. Depre­
ciation for the year is the portion of the total charge 
under such a system that is allocated to the year. 
Although the allocation may properly take into ac­
count occurrences during the year, it is not intended 
to be a measurement of the effect of all such occur­
rences.”
Bulletin No. 23, December 1944
Accounting for Income Taxes
This is an important pronouncement on the treat­
ment of income and excess-profits taxes in financial 
statements, especially where (a) material and ex­
traordinary items entering into the computation of 
taxable income are not reflected in the income state­
ment and (b) material and extraordinary items in­
cluded in the income statement are not reflected in 
the computation of taxable income.
The summary statement is as follows:
“ (1) Income taxes are an expense which should be 
allocated, when necessary and practicable, to 
income and other accounts, as other expenses 
are allocated.
“ (2) Where an item resulting in a material increase 
in income taxes is credited to surplus, the por­
tion of the current provision for income taxes
which is attributable to such item should be 
applied in reduction of the credit to surplus and 
taken up as a credit in the income statement, 
specifically disclosed and appropriately described, 
either as a deduction from the aggregate cur­
rent provision for income taxes or as a separate 
credit.
“ (3) Where an item resulting in a material reduc­
tion in income taxes is charged to surplus, the 
amount of the reduction should be applied 
against the charge to surplus and included as a 
charge in the income statement, specifically dis­
closed and appropriately described, either as an 
increase in the provision for income tax allocated 
to income included in the income statement, or 
as a portion of the item in question equal to the 
tax reduction resulting therefrom.
“ (4) Where an item resulting in a material reduction 
in income taxes is charged to or carried forward 
in a deferred-charge account, or charged to a 
reserve account, it is desirable to include a charge 
in the income statement of an amount equal to 
the tax reduction in the manner set forth in par­
agraph (3) hereof. If it is impracticable to apply 
such procedures the pertinent facts should be 
clearly disclosed.
“ (5) Additional income taxes for prior years, or ad­
ditional provisions therefor, should be included, 
in the current income statement and, if material, 
should be shown separately. Refunds of such 
taxes, and provisions therefor no longer re­
quired, should be similarly treated as credits.1
“ (6) Amounts of income taxes paid in prior years 
which are refundable to the taxpayer as a result 
of the ‘carry-back’ of losses or unused excess- 
profits credits, should be included in the income 
statement of the year in which the loss occurs 
or the unused excess-profits credit arises, pro­
vided that, if the amount is material, the net 
income resulting from the operations of the 
year should be shown without the inclusion 
thereof, and the amount should thereafter fol­
low in the income statement as a separate item.1
“ (7) Where material amounts of losses or unused 
excess-profits credits of prior years are carried 
forward into the current tax return, the oper­
ating results for the current year should prefer­
ably be shown without inclusion of the tax 
reduction resulting therefrom, i.e., the current 
provision for income taxes should be computed 
and shown in the income statement without the 
benefit of such ‘carry-forward,’ and the amount 
of the tax reduction should be shown in the in­
come statement as a separate item.1
1 “In connection with paragraphs (5), (6), and (7) hereof, the 
charges and credits may be made directly to surplus if mislead­
ing inferences might be drawn from their inclusion in the in- 
come statement.”
“ (8) The provision for income taxes, or the portion 
  thereof allocated to current income, may be in­
cluded at the end of the income statement, im­
mediately preceding the showing of net income 
for the period, or it may be appropriately clas­
sified as an operating expense.
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“ (9) Provisions for income taxes for the current and 
prior years should generally be classified in the 
balance-sheet as current liabilities. Claims for 
refund under the ‘carry-back’ provisions of the 
Internal Revenue Code may be shown as cur­
rent assets if collection is reasonably assured.
“(10) Where credits are made to surplus, directly or 
through the income statement, of significant 
amounts as to which, because of differences in 
accounting methods, no income tax has been 
paid or provided for, disclosure should be made. 
If a tax is likely to be paid thereon, provision 
should be made therefor on the basis of an esti­
mate of the amount thereof.”
Bulletin No. 24, December 1944 
Accounting for Intangible Assets
This bulletin deals with some of the problems in­
volved in accounting for certain types of assets clas­
sified by accountants as intangibles, including those 
• acquired by the issuance of securities as well as those 
purchased for cash. It does not purport to deal with 
problems of accounting for intangibles developed in 
the regular course of business, by research, experimen­
tation, advertising, or otherwise.
To quote from the introduction, the intangibles 
considered may be broadly classified as follows:
“ (a) Those having a term of existence limited by 
law, regulation, or agreement, or by their nature 
(such as patents, copyrights, leases, licenses, 
franchises for a fixed term, and goodwill as to 
which there is evidence of limited duration).
“ (b) Those having no such limited term of existence 
and as to which there is, at the time of acquisi­
tion, no indication of limited life (such as good­
will generally, going value, trade names, secret 
processes, subscription lists, perpetual franchises, 
and organization costs).
  (c) The excess of a parent company’s investment in 
the stock of a subsidiary over its equity in the
 net assets of the subsidiary as shown by the lat­
ter’s books at the date of acquisition, in so far 
as that excess would be treated as an intangible 
in consolidated financial statements of the par­
ent and the subsidiary. This class of asset may 
represent intangibles of either type (a) or 
type (b) above or a combination of both.
“The intangibles described above will hereinafter 
be referred to as type (a) and (b) intangibles, re­
spectively.”
The summary statement is as follows:
“ (1) The initial carrying value of all types of intangi­
bles should be cost, in accordance with the 
generally accepted accounting principle that 
assets should be stated at cost when they are 
acquired. In the case of non-cash acquisitions, 
cost may be determined either by the fair value 
of the consideration given or by the fair value 
of the property acquired, whichever is the more 
clearly evident.
“(2) The cost of type (a) intangibles should be amor­
tized by systematic charges in the income state­
ment over the period benefited, as in the case of 
other assets having a limited period of usefulness.
“ (3) The cost of type (b) intangibles may be car­
ried continuously unless and until it becomes 
reasonably evident that the term of existence of 
such intangibles has become limited, or that 
they have become worthless. In the former event 
the cost should be amortized by systematic 
charges in the income statement over the esti­
mated remaining period of usefulness or, if such 
charges would result in distortion of the in­
come statement, a partial write-down may be 
made by a charge to earned surplus, and the 
balance of the cost may be amortized over the 
remaining period of usefulness. If an invest­
ment in type (b) intangibles is determined to 
have become worthless, the carrying value 
should be charged off either in the income 
statement or to earned surplus as, in the circum­
stances, may be appropriate.1 In determining 
whether an investment in type (b) intangibles 
has become, or is likely to become worthless, it is 
proper to take into account any new and related 
elements of intangible value, acquired or devel­
oped, which have replaced or become merged 
with such intangibles.
“1 Other problems arising from partial loss of value of type (b) 
intangibles are not dealt with herein. See discussion, page 199 
[of the Bulletin].”
“ (4) Where a corporation decides that a type (b) 
intangible may not continue to have value dur­
ing the entire life of the enterprise, it may amor­
tize the cost of such intangible despite the fact 
that there are no present indications of such 
limited life which would require reclassification 
as type (a), and despite the fact that expendi­
tures are being made to maintain its value. In 
such cases the cost may be amortized over a rea­
sonable period of time, by systematic charges in 
the income statement. The procedure should 
be formally approved, preferably by action of 
the stockholders, and the facts should be fully 
disclosed in the financial statements. Such amor­
tization is within the discretion of the corpora­
tion and is not to be regarded as obligatory.
“ (5) There is a presumption, when the price paid for 
a stock investment in a subsidiary is greater 
than the net assets of such subsidiary applicable 
thereto, as carried on its books at date of acqui­
sition, that the parent company, in effect, placed 
a value greater than book value on some of the 
assets of the subsidiary in arriving at the price 
it was willing to pay for its investment therein.
If practicable there should be an allocation of 
such excess as between tangible and intangible 
property and any amount allocated to intangi­
bles should be further allocated to determine a 
separate cost for each type (a) intangible and 
for at least the aggregate of all type (b) intan­
gibles. The amounts so allocated to intangibles 
should thereafter be dealt with in accordance
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with paragraphs (1), (2), (3), and (4) hereof.
“ (6) In connection with the foregoing procedures, 
the committee recognizes that in the past it has 
been accepted practice to eliminate type (b) 
intangibles by writing them off against any ex­
isting surplus, capital or earned, even though
 the value of the asset is unimpaired. Since the 
practice has been long established and widely 
approved, the committee does not feel war­
ranted in recommending, at this time, adoption 
of a rule prohibiting such disposition. The com­
mittee believes, however, that such dispositions 
should be discouraged, especially if proposed to 
be effected by charges to capital surplus.”
Bulletin No. 25, April 1945
Accounting for Terminated War Contracts
This bulletin, which is reprinted in Chapter 10, 
deals with some of the problems involved in account­
ing for fixed-price war-supply contracts terminated, in 
whole or in part, for the convenience of the govern­
ment. The summary statement is as follows:
“ (1) The profit of a contractor on a fixed-price sup­
ply contract terminated for the convenience of 
the government accrues as of the effective date 
of termination.
“ (2) For the preparation of financial statements sub­
sequent to termination, those parts of the termi­
nation claim which are reasonably determinable 
should be recorded; when the aggregate amount 
of the undeterminable elements is believed to 
be material, full disclosure with respect thereto 
should be made by footnote or otherwise.
“ (3) Under ordinary circumstances, the termination 
claim should properly be classified as a current 
asset and separately disclosed in the financial 
statements unless relatively small in amount.
“ (4) Advance payments received on the contract be­
fore its termination may be shown on the con­
tractor’s financial statements subsequent to ter­
mination as a deduction, appropriately ex­
plained, from the amount of the claim receivable. 
Loans negotiated on the security of the termina­
tion claim, however, should be recorded as cur­
rent liabilities.
“ (5) All of the contractor’s own cost and profit ele­
ments included in the termination claim should 
preferably be accounted for as a sale, and sepa­
rately disclosed if material in amount. The costs 
and expenses chargeable to the claim may then 
be given their usual classification in the accounts.
“ (6) When items of inventory, the costs of which are 
included in the termination claim, are subse­
quently reacquired by the contractor, the re­
acquisition value of those items should be re­
corded as a purchase and applied, together with 
other disposal credits, against the termination 
claim receivable.
“ (7) So called ‘no-cost’ settlements—those in which 
the contractor waives the right to make a claim- 
result in no transaction which could be reflected 
in sales. The costs applicable to the contract
may be given their usual classification in the 
accounts; the inventory retained should not be 
reflected as a purchase but should be accounted 
for according to the usual methods and stand­
ards applicable to inventories.”
Statements on Auditing Procedure Issued 
by the Committee on Auditing 
Procedure
Statement No. 1, October 1939
Extensions of Auditing Procedure
This is a restatement of “Extensions of Auditing 
Procedure,” a report of the special committee on au­
diting procedure issued in May 1939, as modified 
and adopted by the membership of the Institute in 
September 1939. It was further amended slightly by 
action of the membership in October 1942 (see State­
ment No. 12 below). It deals principally with exami­
nation of inventories and receivables and the treat­
ment thereof in reports (or certificates). The sub­
jects of inventories and receivables are covered in Con­
temporary Accounting in Chapters 15 and 14, re­
spectively.
Statement No. 2, December 1939
The Auditor’s Opinion on the Basis of a Restricted 
Examination
This statement presents the reasoning of the com­
mittee on auditing procedure in a case submitted for 
its consideration in which it held that the examina­
tion made by the auditors was so restrictive as to pre­
clude such auditors from reaching a significant opin­
ion as to the fairness of the financial statements of 
their client. In its opinion, the committee affirmed 
that an audit by the internal auditing department of 
a client, however efficiently conducted, cannot be con­
sidered as a substitute for the work of the independent 
auditor.
Other cases concerning the issuance of auditors’ 
opinions on the basis of restricted examinations were 
considered by the committee in Statements Nos. 11 
and 13.
Statement No. 3, February 1940
Inventories and Receivables of Department Stores, 
Instalment Houses, Chain Stores, and Other Retailers
This concerns the examination of inventories and 
receivables of department stores, instalment houses, 
chain stores, and other retailers. The committee held 
that in such situations it was practicable and reason­
able for the auditor to “participate by suitable obser­
vation at the time inventories are determined by physi­
cal count by the client, or to require physical tests of 
inventories to be made under his observation”; also 
that “there might be justifiable question as to the 
reasonableness of applying the positive form of con­
firmation (of receivables), but it is believed that there 
is no question as to the practicability and reasonable­
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ness of applying the negative form of confirmation 
which requires no reply unless the recipient challenges 
the balance shown.” The committee gods on to say 
that in its opinion “department stores, instalment 
houses, and others dealing with ultimate consumers 
are among the cases in which the application of the 
negative form of direct communication with debtors, 
when carried out in the manner suggested in the bul­
letin Examination of Financial Statements, is to be 
considered as compliance with ‘generally accepted 
auditing procedure.’ ”
The statement also contains a discussion of the ne­
cessity of the accountant’s taking an exception or mak­
ing an explanation in his report if such procedures 
are not practicable and reasonable. As to this matter, 
the views of the committee were subsequently modi­
fied; see Statements Nos. 5, 6, and 12.
Statement No. 4, March 1941
Clients’ Written Representations Regarding Inven­
tories, Liabilities, and Other Matters
In the fall of 1940 the committee on auditing pro­
cedure appointed a subcommittee to consider the 
form and content of written representations obtained 
by practicing accountants from their clients with re­
gard to inventories, liabilities, and other matters. The 
report of the subcommittee was presented in State­
ment No. 4 which was issued primarily as research 
material.
Statements No. 5 and No. 6, February and March, 1941 
The Revised S.E.C. Rule on “Accountants’ Certifi­
cates”
On February 5, 1941, the Securities and Exchange 
Commission issued a revised rule (2-02) regarding 
accountants’ certificates. While in draft form, the re­
vised rule was the subject of considerations by the 
committee on auditing procedure which held discus­
sion with the Commission over a period of several 
months. Statement No. 5, issued in February 1941, is 
a record of an exchange of letters between the com­
mittee and the Commission which followed the formal 
release of the revised rule. This correspondence was 
primarily concerned with an endeavor to reach an 
agreement on the manner in which the conventional 
short form report (certificate) could be amplified to 
convey the statement that the accountant’s examina­
tion had been made in harmony with generally ac­
cepted auditing standards.
The revised rule adopted by the Commission and 
a copy of the release which accompanied the rule is 
included in the appendix to Statement No. 6, issued 
in March 1941. Statement No. 6 also discusses certain 
aspects and implications of the new rule.
Statement No. 7, March 1941
Contingent Liability under Policies with Mutual 
Insurance Companies
This concerns the question as to the necessity for
mentioning in a balance sheet the contingency of 
possible assessments on insurance policies with mutual 
companies. The opinion is expressed that the likeli­
hood of any loss occurring which would wipe out the 
insurance deposit or impair it by an amount which 
would be material in reference to the position of the 
insured, is so remote that there is no necessity for 
making a notation of such a contingency.
Statement No. 8, September 1941
Interim Financial Statements and the Auditor’s Report 
Thereon
In Statement No. 8 the committee considered the 
applicability of the procedures discussed in “Exten­
sions of Auditing Procedure” to the examination of 
interim financial statements leading up to the sub­
mission of a report and opinion by the auditor. Also 
covered was the collateral question of whether a quali­
fied opinion could appropriately be issued where the 
audit procedures in respect of the examination of in­
terim statements did not include confirmation of re­
ceivables or the procedures relating to inventories 
recommended in the bulletin, “Extensions of Auditing 
Procedure.” The committee stated that in its opinion 
the standards of auditing procedure applicable to reg­
ular semiannual and annual statements are likewise 
applicable to interim statements if an opinion is to be 
expressed.
Statement No. 9, December 1941
Accountants’ Reports on Examinations of Securities 
and Similar Investments under the Investment Com­
pany Act
This is a discussion of accountants’ reports on ex­
aminations of securities and similar investments under 
the Investment Company Act, to be rendered in com­
pliance with the requirements of the Securities and 
Exchange Commission’s Accounting Series Release 
No. 27, dated December 11, 1941. It relates principally 
to the requirement of a “complete examination of the 
securities and investments” by an independent public 
accountant and of “an appropriate examination of the 
investment accounts and supporting records, includ­
ing an adequate check or analysis of the security trans­
actions since the last examination and the entries per­
taining thereto.” The committee suggests a form of 
report which it believes covers the requirements and 
might be used to the extent to which it is applicable, 
as follows:
“To the Board of Directors,
X Y Z Company (see note):
“We have examined the securities and similar in­
vestments shown by the records of X Y Z Company 
to be on hand at the close of business on (date) by 
physical count and inspection in the vault of (name 
of depositary) on (date), and have obtained con­
firmation direct from the pledgee(s) and transfer 
agent(s) in respect of securities and investments
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pledged and out for transfer. In connection there­
with we examined the investment accounts and sup­
porting records and analyzed the security transac­
tions and checked the entries pertaining thereto for 
the period from (date), the date of our previous 
examination, to (date). Our examination was made 
without prior notice to the company.
“All the securities and similar investments shown 
by the records of the company as of (date) were 
properly accounted for.
Note: If the report is to be sent directly to the 
Commission by the accountant the report might 
appropriately be addressed “To the Securities and 
Exchange Commission.”
Statement No. 10, June 1942
Auditing Under Wartime Conditions
Statement No. 10 is devoted to a consideration of 
the possibilities of relieving the seasonal pressure of 
auditing at year-ends which, because of the serious 
reduction in available manpower, assumed even more 
importance during the war period than before. While 
some of the discussion may be applicable to auditing 
in the postwar period, most of it is peculiar to audit­
ing under conditions which should be materially im­
proved with the cessation of the war.
Statement No. 11, September 1942
The Auditor’s Opinion on the Basis of a Restricted 
Examination (No. 2)
This is the second statement concerning the auditor’s 
opinion on the basis of a restricted examination. In 
this case the question was whether, in an examination 
of a federal savings-and-loan association, an opinion 
might properly be expressed without obtaining con­
firmations of certain accounts. The general con­
clusion is:
“Although a particular and important auditing pro­
cedure in respect of a major portion of the assets may 
be omitted, under certain circumstances the other evi­
dence existing and available to the auditor may be of 
sufficient weight to justify the auditor in expressing 
a properly qualified opinion. It is worthy of' emphasis, 
however, that the sole responsibility for that opinion 
must rest with the independent public accountant; he 
must be the sole judge of whether he can give one and 
be prepared to assume responsibility for it.”
Statement No. 12, October 1942
Amendment to Extensions of Auditing Procedure
This relates to the amendment to “Extensions of 
Auditing Procedure” adopted by the membership of 
the Institute at the annual meeting in 1942, with par­
ticular reference to the wording of a certificate in case 
certain auditing procedures are omitted. The state­
ment concludes:
“Accordingly, the committee on auditing procedure 
hereby recommends that hereafter disclosure be re­
quired in the short form of independent accountant’s 
report or opinion in all cases in which the extended 
procedures regarding inventories and receivables set 
forth in ‘Extensions of Auditing Procedure’ are not 
carried out, regardless of whether they are practicable 
and reasonable, and even though the independent ac­
countant may have satisfied himself by other methods.”
Statement No. 13, December 1942
The Auditor’s Opinion on the Basis of a Restricted 
Examination (No. 3)—Face-Amount Certificate 
Companies
This is the third statement relating to the auditor’s 
opinion on the basis of a restricted examination. The 
position is taken that an examination of a “face- 
amount certificate” (investment) company, which does 
not include substantiation of the reserves, affords an 
inadequate basis for an opinion as to the fairness of 
the financial statements. The committee goes on to 
state its belief that “an examination on this basis 
would require an exception as to its scope sufficiently 
material to negative the opinion; and that accordingly 
the auditor would not be justified in expressing even 
a qualified opinion.”
Statement No. 14, December 1942
Confirmation of Public Utility Accounts Receivable
This statement considers the question of the prac­
ticability and reasonableness of communicating with 
customers of public-utility companies and the collat­
eral question of how extensive such tests, if made, 
should be. The committee expressed its opinion that 
the confirmation procedure in respect of accounts 
having large balances (as, for example, amounts due 
from municipalities) should be similar to that applied 
to accounts of an industrial enterprise where com­
parable conditions prevail.
As to the so-called “mass” accounts, i.e., accounts 
with relatively small balances which exist in great 
numbers in utility companies, the committee con­
cluded that a relatively small sample test circulariza­
tion was desirable even in those cases where all other 
available evidence indicates that the system of internal 
control is good. Such tests were recommended not 
primarily to establish the authenticity of the accounts 
but rather as an additional check upon the function­
ing of the system of internal control. The use of nega­
tive type confirmation requests in respect of “mass” 
accounts would be in harmony with the conclusions 
reported in Statement No. 3.
Statement No. 15, December 1942
Disclosure of the Effect of Wartime Uncertainties on 
Financial Statements
This relates to the disclosure of the effect of war­
time uncertainties on financial statements. The com­
mittee discusses various uncertainties, mentioning 
specifically those connected with renegotiation of war 
contracts; complicated provisions to take care of ar-
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rangements with government agencies for reimburse­
ment of excess costs due to the war; the difficulty of 
accurately computing taxes with respect to invested 
capital, relief provisions, etc.; possibilities of misstate­
ments of inventories because of inability to take phys­
ical inventories; contingencies connected with war 
damages and insurance claims relating thereto; and 
accelerated depreciation and amortization. The ex­
tent of disclosure of such situations is discussed; it 
necessarily varies according to the circumstances in 
each particular case.
Statement No. 16, December 1942  
Case Studies on Inventories
This is a case study on inventories. It undertakes to 
answer four questions as follows:
1. What can the independent auditor do to satisfy 
himself that quantities of materials stored in piles 
have been fairly determined where external meas­
urement or survey of the piles may be inadequate 
for the following reasons:
(1) the ground on which the pile rests may not be 
level; (2) the material may comprise both heavy 
and light metal, making it impractical to use a 
common measure of weight per unit of volume; (3) 
the extent to which the pile has sunk into the 
ground may not be determinable; or (4) the density 
of the pile may not be uniform due to a variety of 
shapes causing uneven packing?
2. What, if any, special procedures should an inde­
pendent auditor adopt in the case of large quanti­
ties of packaged materials stacked in solid forma­
tion?
3. What audit procedures are usually followed by the 
independent auditor in his observation of the tak­
ing of physical inventories of (a) grocery chain 
stores and (b) chain stores selling miscellaneous 
merchandise at prices from 5 cents to $1.00 and 
generally known as variety chain stores?
4. What is the usual audit procedure of the inde­
pendent auditor in respect of observation of inven­
 tories of department stores?
It is impracticable to reproduce here the views of 
the committee with respect to these questions. The 
full text may well be carefully considered in planning 
inventory procedure under any of these situations.
Statement No. 17, December 1942
Physical Inventories in Wartime
This is a discussion of situations where companies 
have omitted the taking of physical inventories, either 
voluntarily or by direction of the government, in order 
not to interrupt necessary production of war materials. 
These circumstances raise questions as to what addi­
tional or alternative auditing procedures can and 
Should be undertaken to remedy the omission, and as 
to the effect on the accountant’s report. Both these 
aspects of the matter are discussed at considerable 
length.
As to the alternative procedures, this matter appears 
to be adequately covered in Chapter 14. As to the 
effect of the omission of physical inventories by a client 
upon the opinion expressed by the accountant, mani­
festly it varies according to the extent to which the 
accountant has been able, as a result of the alternative 
or additional procedures he has adopted, to satisfy 
himself regarding the amount of the inventory. On 
this point the following is quoted:
“The extent to which this is possible may vary; for 
example:
“(1) If the company has adequate records and effective 
inventory control, it may be possible for the ac­
countant to adopt alternative procedures which 
are substantially the equivalent of observation of 
inventory taking or a test check of quantities and 
which result in his being able to form an unquali­
fied opinion regarding the amount of the in­
ventory;
“(2) In other circumstances, even though unable to 
satisfy himself, except within broad limits, as to 
the amount of the inventory he may be able to 
satisfy himself, by evidence of the more general 
character indicated above, that any discrepancy in 
the amount shown could not be sufficiently large 
to distort seriously the position of the company or 
the results of its operations as reported;
“(3) The situation again may be such that there are no 
effective means of reaching even the conclusion 
indicated under (2).
“In general, where the independent accountant has 
satisfied himself in the manner and to the extent indi­
cated in (1) above, there would appear to be no need 
for him to qualify the opinion he expresses regarding 
the financial statements. However, where the amount 
of inventory involved is material the committee be­
lieves it advisable that the section of the report deal­
ing with the scope of the examination be expanded by 
the insertion of a paragraph setting forth the alterna­
tive procedures undertaken, on the strength of which 
the accountant expresses his opinion.
“Where, as in (2) above, the accountant has been able 
to satisfy himself in the absence of a complete physical 
inventory that the discrepancy could not be sufficiently 
great to distort seriously the position of the company 
or the results of its operations, and particularly if a 
reserve has been set up to make reasonable provision 
for possible overstatement, the committee believes that 
it would be appropriate for the accountant to express 
an opinion upon the financial statements as a whole, 
but with an exception regarding the inventories. In 
this case, in addition to the exception in the opinion 
paragraph, it would probably be necessary also to in­
sert in the report an explanatory statement dealing 
more fully with the situation.
“In the circumstances indicated in (3) above, where 
the records and other supporting data are inadequate 
to satisfy the accountant as to the credibility of the 
inventory amounts, and where the amounts involved
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are material in relation to the financial position and 
results of operations, the committee believes that the 
accountant should disclaim sufficient basis for the ex­
pression of an informed opinion regarding the finan­
cial statements as a whole. The situation would come 
within the scope of the following statements contained 
in ‘Extensions of Auditing Procedure’:
“ ‘The independent certified public accountant 
should not express the opinion that financial state­
ments present fairly the position of the company and 
the results of its operations, in conformity with gen­
erally accepted accounting principles, when his excep­
tions are such as to negative the opinion, or when the 
examination has been less in scope than he considers 
necessary. In such circumstances, the independent 
certified public accountant should limit his report to a 
statement of his findings, and, if appropriate, his rea­
sons for omitting an expression of opinion.’ ”
Statement No. 18, January 1943
Confirmation of Receivables from the Government
This is a discussion of confirmation of receivables 
from departments and agencies of the United States 
Government under war conditions. It is recognized 
that requests for positive confirmations are rarely 
complied with and it is stated that the use of negative 
confirmations is not warranted. It is further stated, 
“In any case in which receivables from government 
agencies or departments represent a significant propor­
tion of the current assets or of the total assets of a 
concern and confirmation thereof by direct communi­
cation with the debtors has not been accomplished, 
disclosure should be made of such situation in the 
report of the independent public accountant.” The 
discussion goes on to say that in many, and perhaps 
most, cases the accountant may be able to satisfy him­
self by other means and as to the validity of such re­
ceivables and that in such case his disclosure of in­
ability to secure confirmations of government receiv­
ables by communication with the debtors may well be 
accompanied by a statement to that effect.
Statement No. 19, November 1943
Confirmation of Receivables (Positive and Negative 
Methods)
This is a discussion of positive and negative meth­
ods of confirmation of receivables. The views of the 
committee are summed up in the following two 
paragraphs:
“In cases in which there is reason to believe that the 
possibility of disputes, inaccuracies or irregularities in 
the accounts is greater than usual, or where the bal­
ance involved is of outstanding materiality, it is prob­
ably desirable that the ‘positive’ method of con­
firmation be adopted. For example, it is generally 
customary to use the ‘positive’ method of confirma­
tion in the case of receivables of stock brokerage 
houses. Also, where a company sells a substantial por­
tion of its output to one, or only a few, customers, so
that the balances involved are of relatively major im­
portance, the ‘positive’ method of confirmation would 
seem preferable.
“On the other hand, it is the opinion of the com­
mittee that the ‘negative’ type of confirmation is in 
accordance with generally accepted auditing standards 
and practice in the majority of circumstances, and that 
an independent public accountant using this method 
of confirmation, where there are no indications that it 
may be inadequate, is conforming with generally ac­
cepted auditing standards.”
Statement No. 20, December 1943
Termination of Fixed-Price Supply Contracts—Ex­
amination of Contractors’ Statements of Proposed 
Settlements  
This is a discussion of termination of fixed-price 
supply contracts with the government, with special 
reference to the examination of contractors’ statements 
of proposed settlements.’ So much more definite in­
formation has since been published on the subject that 
the statement now has little value.
Statement No. 21, July 1944 
Wartime Government Regulations
This concerns the scope of the examination made 
by the independent accountant in relation to the dis­
covery of violations of wartime government regula­
tions, such as those prescribed by the Office of Price 
Administration, the War Production Board, the Na­
tional War Labor Board, etc. The committee recog­
nizes that an examination made in accordance with 
generally accepted auditing standards is usually based 
on testing and sampling of a portion of the financial 
transactions; that it is generally limited in scope to 
matters which may have a material effect on the finan­
cial statements; and that it also is limited to those 
matters upon which the accountant, through his pro­
fessional training and experience, is qualified to pass, 
and which are reasonably within the sphere of his 
activities as an independent public accountant, and 
that such matters obviously do not include matters of 
law which require the judgment of an attorney. Then 
the committee goes on to say:
“These limitations of the usual examination, both 
in scope and as to purpose, are important considera­
tions in determining whether and, if so, to what extent, 
an examination should be extended for the purpose 
of ascertaining whether there has been compliance 
with wartime regulations. The effect of noncompli­
ance on the financial statements is the primary consid­
eration, and here, as in the case of auditing procedures 
in general, the likelihood of the statements being 
affected materially should determine the course of 
action.
“As indicated above, failure to comply with wartime 
regulations may involve liabilities in the form of fines, 
refunds, damages, or other financial penalties. Where 
such liabilities may have a material effect on the finan­
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cial statements, the independent accountant must take 
cognizance of the possibilities. He is expected to have 
knowledge of the existence and general nature of regu­
lations governing materials, prices, wages, etc., and of 
the fact that noncompliance may result in a financial 
liability. Under these circumstances, the usual pro­
cedures for determining the existence of liabilities 
would be applicable.
“The usual examination includes inquiries as to the 
system of internal control and the accounting proced­
ures of the company. In addition, the accountant will 
usually make general inquiries of the management as 
to the safeguards, procedures, and organizational steps 
which have been adopted to insure compliance with 
applicable regulations. It is also customary to obtain a 
statement, preferably in writing and signed by a re­
sponsible official of the client, indicating that all out­
standing liabilities are reflected in the accounts and 
setting forth the status of any contingent liabilities. 
Possible penalty for violation of wartime regulations is 
one of the matters to be considered in such a statement.
“The committee points out, however, that auditing 
procedures of the usual examination cannot be ex­
pected to provide assurance that a client has complied 
with all detailed requirements of some of the regula­
tions, such as the War Production Board’s priorities 
requirements and OPA price ceilings, because the 
transactions involved do not normally come within the 
independent public accountant’s scrutiny. Reasonable 
assurance of such compliance would necessitate an 
undue extension of the scope of the usual examination 
which, in the absence of special grounds for question, 
would not be warranted by the probable effect on the 
financial statements. The accountant, therefore, need 
not extend his examination to include a search for 
violations of this type unless he has reason to believe 
that violations have occurred, or unless he comes upon 
evidence of their existence.
“Under the same criterion of materiality, however, 
the accountant should make more specific inquiries in
respect of such matters as compliance with wage and 
salary stabilization regulations, in view of the severe 
penalties for their violation and the possible effect 
such penalties may have on the financial statements, 
particularly the reasonableness of the provision for 
federal income and excess-profits taxes.
“Where the independent accountant, in the course 
of his usual examination, comes upon information 
which leads him to believe that the client may have 
violated one of the wartime regulations and, as a re­
sult of further inquiry, he is reasonably certain that a 
violation has occurred, the matter should be brought 
to the attention of the management with a recom­
mendation that adequate provision be made in the 
financial statements for the resulting liability. Where 
inadequate provision is made and the amount is 
material, the accountant should take an exception in 
his opinion on the financial statements. If the excep­
tion may be of sufficient importance to nullify the 
opinion he should consider whether he is warranted 
in expressing any opinion.”
Statement No. 22, May 1945
References to the Independent Accountant in Securi­
ties Registrations
This statement has to do with the degree of respon­
sibility assumed by and to be attributed to the ac­
countant for representations made in registration 
statements under the Securities Act of 1933. It is 
brought out and stressed that the primary responsi­
bility for all parts of the registration statement rests 
upon the registrant company and that the account­
ant’s representations are, contained exclusively in his 
certificates, reports, or opinions. This applies not only 
to the regular financial statements but also to earnings 
summaries, etc., in connection with which the name 
of the accountant is used.
Report of Action of the Council of the American Institute of Accountants in the Matter 
of Associated Gas and Electric Company
In August, 1942, the Securities and Exchange Com­
mission issued a release in the matter of the Associated 
Gas and Electric Company (Release No. 3285A) in 
which it discussed the financial statements filed with 
it by that company for the years 1934, 1935, 1936, and 
1937 and the accompanying reports of independent 
public accountants. The statements and the reports 
were severely criticized. The independent accountants 
were members of the Institute. In accordance with the 
Institute’s practice the release was submitted to its 
committee on professional ethics in order that that 
committee might determine whether in its opinion 
the facts showed “a violation of any by-law or rule of 
conduct of the Institute or conduct discreditable to a 
public accountant.”
The case before the Commission involved the ques­
tion whether the company’s registration should be 
suspended or withdrawn. Because of the company’s
bankruptcy the situation was materially altered be­
fore the release was issued. No briefs or oral argu­
ments were submitted to the Commission by the ac­
countants. In these circumstances, the Institute’s com­
mittee had to elicit independently the defense of the 
accountants.
The committee on professional ethics asked for and 
received a comprehensive statement from the ac­
countants. It made, with competent assistance, an ex­
tensive study of the facts. At a meeting of the 
council of the Institute held on May 8, 1944, the 
committee reported that it found no violation of 
any applicable by-law or rule of conduct of the Insti­
tute or conduct discreditable to a public accountant. 
Upon motion, consideration of the report, a copy of 
which was furnished to each member of council 
present, was postponed until the following day in 
order that members of the council might study it. On
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May 9th, the conclusions of the committee were unan­
imously approved and the preparation of this state­
ment was authorized.
I.
The history of the Associated Gas and Electric Com­
pany and its affiliates discloses a regrettable illustra­
tion of the abuses of the system of intercorporate 
relationships which our law formerly permitted in the 
utility field. Attempts have been made by legislation 
to curb the evils of the system and in this particular 
case they have been dealt with by courts and by com­
missions. None of these issues was before the Institute’s 
committee.
The case involved highly technical and complicated 
questions of accounting and auditing. It presented 
issues of fact and of interpretation, upon some of 
which the Commission and the Institute’s committee 
reached materially different conclusions. To a large 
extent, the issues involved grew out of revolutionary 
changes in political, judicial, economic, and regula­
tory attitudes toward public utilities and a closely 
associated shift in accounting emphasis from value to 
cost, which had marked the last decade. Whether the 
accountants were or were not subject to just criticism 
often turned on the question of the dates upon which 
accounting thought on specific problems became suf­
ficiently well established to constitute criteria of ac­
counting conduct or to be regarded as generally 
accepted accounting principles and auditing stand­
ards. In the absence of authoritative rulings and in a 
period of flux, opinion on such problems might well 
differ widely. The developments of recent years have 
increased the authority of accountants and enlarged 
their responsibilities, and the rules of the Institute 
have kept pace with this advance. Judgments on the 
acts here in question had to be based, of course, on 
the rules in effect during the years in which the ac­
countants’ reports were submitted.
It does not seem to the council of the Institute that 
any purpose useful to the public or to the profession 
would be served by a detailed discussion of such issues 
as are now dead. It seems important, rather, to con­
sider the release and to state the position of the Insti­
tute in relation to questions which are of continuing 
importance.
Regulatory and accounting changes in recent years, 
particularly in the field of public utilities and public- 
utility holding companies, have been so pronounced 
that the action of the committee on professional ethics 
with respect to issues in or prior to 1938 should not be 
regarded as evidence of whether or not practices or 
procedures criticized in the release are today regarded 
by the Institute as acceptable.
II.
An important group of the Commission’s criticisms 
relates to alleged failure to disclose in the consolidated 
statements of the Associated Gas and Electric Com­
pany and its subsidiaries, and in reports thereon, 
material facts in relation to revaluations or “writeups” 
made by subsidiaries of that company. It should be 
pointed out that the revaluations in question were
made to allocate parent-company cost as between tan­
gibles and intangibles; they in no way affected either 
the aggregate value at which the assets were carried in 
consolidated balance-sheets, or the consolidated sur­
plus, or the consolidated net income. The Commission 
holds that its regulations, properly construed, never­
theless required disclosure of certain facts in relation 
to these revaluations. It is not denied, however, that 
the making of such revaluations was clearly disclosed, 
and it appears that in deficiencies issued by the Com­
mission at the time, no complaint was made of the 
failure to furnish the information which the release 
says should have been submitted.
III.
In some matters, the Commission criticizes the ac­
countants for failure to follow certain procedures, 
but at the same time states that those procedures were 
not commonly followed by the profession at the time. 
In none of these instances is failure to comply with a 
specific requirement alleged. In most, if not all such 
cases, no deficiencies were issued by the staff of the 
Commission charged with the duty of satisfying itself 
that documents filed with the Commission complied 
with its requirements. These facts naturally had an 
important bearing on the decision of the committee on 
professional ethics.
However, the criticisms of the Commission direct 
attention to a matter which is of great importance 
today, when accountants are being called upon to 
an increasing extent to report upon or certify state­
ments prepared for the purpose of meeting require­
ments of government agencies or commissions. Clearly 
in such cases the accountant undertaking the exami­
nation is charged with the responsibility of familiariz­
ing himself with the requirements of the agency or 
commission in question. If he fails to do so, or if he 
finds that these requirements have not been fairly 
met in the statement submitted to him for confirma­
tion and he issues a report in which he fails to state 
the facts and to take a clear exception, he may prop­
erly be subject to discipline under the provisions of 
the Institute’s by-laws just as fully as if the statements 
failed to conform to accepted accounting principles 
laid down by the Institute itself. The Institute recog­
nizes that scrupulous observance of the standard of 
conduct here laid down is called for in order that the 
profession’s reputation for independence, which is one 
of its most valuable attributes, shall be fully preserved.
Justice requires that accountants shall be held re­
sponsible for compliance with requirements only to 
the extent of their clear import or the interpreta­
tion of them current at the time when the work was 
undertaken. Furthermore, the establishment of such 
requirements and compliance therewith by account­
ants in statements furnished to the prescribing author­
ity do not suffice to give to the requirements the status 
of generally accepted accounting principles. Mani­
festly, however, it is desirable that so far as conditions 
permit, the rules laid down by regulatory bodies and 
those developed in unregulated accounting should 
be in harmony. The attainment of that objective has 
been one of the major purposes of the Institute in its 
relations with regulatory bodies.
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The point may be illustrated from the rule of pub­
lic-utility accounting which requires the cost of prop­
erty to the first person who devoted it to the public 
service to be recorded on the books of the present 
(possibly quite unrelated) owner. This rule has been 
enforced by regulatory authority, but it manifestly 
has no foundation in accounting theory or practice. 
Indeed, the rule runs counter to the concept of con­
solidated statements which, originating among ac­
countants, has won recognition, also, in the fields of 
law and regulation.
IV.
Another question of general and continuing im­
portance raised by the release is whether the reserva­
tions found necessary by the accountant may be so 
far-reaching and important as to make it improper for 
him to state that the statements conform to generally 
accepted accounting principles except in the respects 
indicated. The Commission in the release cites a 
certificate or report in which as many as seven para­
graphs of qualifications precede the general expression 
of opinion.
In relation to charges against individual accountants 
in respect of past actions, the practices of the time of 
both the Commission and the profession are relevant 
and may be conclusive. It does not appear that the 
Commission at any time prior to 1938 expressed the 
view that statements so extensively qualified were 
unacceptable. The general question is, however, one 
of great and continuing importance, and advantage 
is therefore taken of this opportunity to impress on 
members of the Institute the importance of recog­
nizing that situations may arise in which qualifications 
may so impair the value of an expression of opinion 
as to make such an expression undesirable. The rules 
of professional conduct of the Institute as amended 
December 5, 1942, provide that a member commits 
an act discreditable to the profession if
“(d) He fails to acquire sufficient information to 
warrant expression of an opinion, or his excep­
tions are sufficiently material to negative the 
expression of an opinion”;
Upon this question a just historical perspective is 
particularly important in dealing with past actions. 
The Commission comments adversely on the practice 
of beginning the expression of opinion with some such 
phrase as “subject to the comments in the foregoing 
seven paragraphs.” Today, it is becoming the more 
common practice to state qualifications in the form 
of a clause beginning with the words “except that.” 
Assuming that this change represents an improvement 
in practice, it is nevertheless important in passing 
on the certificates given in the years 1934-1938 to rec­
ognize that for a generation, the phrase “subject to” 
had been the traditional phrase used in taking an 
exception from a general statement of approval in 
respect of a particular treatment which the auditor 
was not prepared to endorse.
V.
Comment is called for on two instances in which
the Commission in its release enunciated accounting 
principles with which the Council of the Institute is   
not today in full accord. One of these instances may be 
attributable to inadvertence, since another passage in 
the release is irreconcilable with the proposition ad­
vanced. In each case the problem is one of great dif­
ficulty and importance, involving questions as to the 
fundamental nature and purposes of financial state­
ments which seem to need careful study by the Com­
mission, the Institute, and other bodies interested in 
the development of sound accounting procedures and 
the dissemination among the public of information in 
regard thereto.
A.
At page 48 of the release, the Commission says cor­
rectly:
“It has long been recognized in accounting that 
investments in controlled companies may properly 
be carried in the parent’s accounts at cost despite 
market fluctuations and even despite the presence of 
occasional operating losses of subsidiaries in given 
years.”
The Commission goes on to say:
“This principle has, however, been consistently 
coupled with the admonition that evidence of prob­
able loss must be given due attention and, where such 
evidence points to an apparently permanent decline 
in the value and earning power of the underlying 
properties, the company holding such investments 
should recognize and make provision for the loss 
either by writing down the investment or by setting 
up a reserve therefor.”
This further statement may be fairly tested by 
consideration of the position in relation to common 
carriers, whose problems are substantially similar 
to those of other public utilities. It is manifest that 
in the years from 1934 to 1937, investments of the 
railroads in subsidiary companies had suffered shrink­
ages in value which were substantial and which might 
fairly have been regarded as “apparently permanent.” 
There was, however, nothing in the accounting regu­
lations promulgated by the Interstate Commerce Com­
mission prior to 1940 that required or even recom­
mended provision for shrinkages of this kind such as 
are contemplated in the passage quoted from the re­
lease, and such reserves were not commonly made. 
Prior to January 1, 1940, the position taken in the 
Interstate Commerce Commission classification was:
“The accounting company is allowed the option of 
carrying its investments in securities other than those 
issued or assumed by it either at cost or at a reasona­
ble valuation other than cost. In recognition of this 
option the term ‘ledger value’ is used in the text of 
the accounts representing securities owned.”
Moreover, more recent events have brought about 
a great appreciation in the market quotations for 
such securities, so that shrinkages that a few years 
ago seemed to be permanent have proved to be other­
wise. This recovery in values has been the result of 
war, but between 1890 and 1900 there were similar
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declines and similar recoveries which were the result 
of quite different causes.
The only citation offered in the release does not 
seem to support the position taken. It does not appear 
that there was in the period from 1934 to 1937, or is 
today, any generally accepted rule of accounting which 
goes as far as that laid down in the second passage 
from the release above quoted.
Such a rule would offer great difficulties in its ap­
plication. As the illustration of common carriers sug­
gests, it is not easy to determine when declines in 
earning capacity, or value, have become permanent. A 
further question that would arise would be whether 
the rule is to be applied to the investments of a com­
pany as a whole or to individual holdings. Finally, 
there is the problem of determining a fair value if the 
recorded value is deemed excessive.
The Commission has expressed the strongest dis­
approval of the practice of writing up investments 
irrespective of the evidence that might be brought 
forward to support the reality of an increase in value. 
It is not clear from the release what view the Commis­
sion would take where the value of the assets of one 
subsidiary had increased and those of another had 
fallen. If a company owned the entire capital stock 
(being the only outstanding securities) of two com­
panies—these holdings having been acquired at a cost 
of $5,000,000 and $2,000,000 respectively; and if the 
assets of the company whose stock was acquired at a 
cost of $5,000,000 are no longer worth more than 
$2,000,000, and if the assets of the company whose 
stock was acquired at $2,000,000 are now worth 
$5,000,000, the Commission’s release might be inter­
preted as laying down the principle that, assuming 
the changes in value to be “apparently permanent’’ 
in both cases, the one stock should be written down 
but the other should not be written up.
It may be doubted whether any rule such as the 
release contemplates could wisely be adopted without 
concurrent reconsideration of the rights of holders 
of different classes of securities in companies to which 
the rule was to be applied. Such a rule might work 
great hardship on holders of senior securities if it 
were to be applied so as to prevent the payment of 
dividends on preferred stocks where current earnings 
materially exceeded the dividend requirements on 
such stock and the asset values greatly exceeded the 
sum to which they would be entitled in liquidation.
The subject seems to be one calling for careful 
and coordinated study; the Institute, through its 
committees, has been giving extensive consideration 
to the problem.
B.
At page 59, the release says:
“Moreover, we believe it an accepted principle of 
accounting that all expenses should be carried through
the income account, whether extraordinary or not, 
although extraordinary expenses should be clearly 
designated as such and their nonrecurring character 
indicated by appropriate arrangement in the income 
statement.”
Examination of the Commission’s own accounting 
rules, of those of other regulatory bodies, and of pro­
nouncements by this Institute, do not disclose warrant 
for this statement. There has no doubt been a ten­
dency in recent years to discourage charges to surplus, 
but that such charges are in some cases permissible 
seems to be the predominant view of regulatory bodies 
as well as of the Institute. •
The expenses under consideration in the section 
of the release from which the foregoing quotation 
was taken, were those relating to issues of bonds or 
refinancing. Discussing discount and expenses on bond 
issues, the Commission makes the following statement 
which seems irreconcilable with that above quoted:
“A currently accepted accounting convention per­
mits the setting up of debt discount and expense as a 
deferred charge to be amortized over the life of the 
bond issue by periodic charges to the income account. 
. . . As an alternative, some accountants and regula­
tory authorities permit the charging off of debt dis­
count and expense directly to earned surplus when 
incurred.”
Whether charges to surplus should be prohibited is 
a question that has been much discussed. It leads to 
the question whether the income statement should be 
regarded as purely historical, or whether it should be 
so framed as to present and designate a figure which 
is significant to those who are accustomed to deter­
mine the fair value of common stocks largely upon the 
basis of current net income or net income per share. 
That there is a demand for the indication of such a 
figure is shown by the publicity given to figures de­
scribed as “net income per share.” This practice is so 
general that all concerned with the presentation of 
financial statements must be deemed to be cognizant 
of it.
The Institute has cooperated with the Commission 
and other bodies interested in considering steps which 
might be taken to make the presentation of income 
statements more informative and at the same time to 
draw attention to the very limited significance of single 
figures of income per share, thus seeking to minimize 
the extent and the risks of misconceptions upon this 
point. It underestimates neither the importance nor 
the difficulty of the task.
For the Council of the American Institute 
of Accountants
John L. Carey, Secretary
July 15, 1944
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Accountant’s Report and Opinion
Report of a Subcommittee of the Committee on 
Auditing Procedure of the American Institute of Accountants
Mr. S. J. Broad, Chairman,
Committee on Auditing Procedure,
American Institute of Accountants.
Dear Mr. Broad:
Your subcommittee appointed to consider a revision 
of the form of accountant’s report, has had several 
meetings and now submits its report:
Form of Report or Opinion
We are in agreement that it is unnecessary to propose 
a new form for general adoption at the present time. 
It was indicated in Bulletins Nos. 1, 5, and 6 of the 
committee on auditing procedure and subsequent bul­
letins on special examinations or special features of 
our regular examinations that the forms suggested 
were not mandatory and could be modified as long as 
the substance is retained.
Scope of Examination
Certain members of the Institute have felt that the 
supplementary sentence which Bulletin No. 5 indi­
cated would need to be added to our report to meet 
the requirements of the Securities and Exchange Com­
mission rendered unnecessary part of the preceding 
paragraph. This sentence reads: “Our examination 
was made in accordance with generally accepted audit­
ing standards applicable in the circumstances and in­
cluded all procedures which we considered necessary.” 
Following along these lines one firm represented on 
your subcommittee has generally adopted the follow­
ing first paragraph for its reports in which no special 
comments or exceptions are required:
“We have examined the balance-sheet of Blank 
Company as of December 31, 1942, and the related 
statement of profit and loss and earned surplus for 
the fiscal year then ended. Our examination was made 
in accordance with generally accepted auditing stand­
ards applicable in the circumstances, and included 
such tests of the accounting records and other support­
ing evidence and such other procedures as we con­
sidered necessary.”
Another firm also represented on this committee 
has adopted the following form of first paragraph:
“We have examined the balance-sheet of Blank 
Company as of December 31, 1942, and the related 
statement of profit and loss and surplus for the year 
ending on that date, have reviewed the accounting 
procedures of the company, and have examined their 
accounting records and other evidence in support of
such financial statements. Our examination was made 
in accordance with generally accepted auditing stand­
ards applicable in the circumstances and included all 
auditing procedures we considered necessary, which 
procedures were applied by tests to the extent we 
deemed appropriate in view of the system of internal 
control.”
Both of these forms omitted any reference to the 
fact that the examination did not include a detailed 
audit which the respective firms thought was ade­
quately covered by the phrase “generally accepted 
auditing standards applicable in the circumstances.” 
Another member of the committee, however, feels that 
the phrase “without making a -detailed audit of the 
transactions” should be included to emphasize this 
fact.
It was the feeling of your committee that these 
alternatives suggested were all acceptable.
Confirmation of Government Receivables
Your subcommittee also discussed at some length 
the comments in various certificates which have ap­
peared during the past few months with respect to the 
failure to confirm United States Government receiv­
ables or the lack of a physical inventory. One member 
of your committee has had correspondence with the 
Securities and Exchange Commission in which they 
have agreed with his position that the failure to con­
firm United States Government receivables is not nec­
essarily an exception to an examination in accordance 
with “generally accepted auditing standards applicable 
in the circumstances” so long as the auditor satisfied 
himself by other auditing procedures. It is his feeling 
that the use of the word “except” in the suggested 
wording in Bulletin No. 18 dealing with the certifi­
cate was unfortunate. “Statements on Auditing Pro­
cedure No. 18” points out that in some situations in 
which the independent public accountant is not able 
to satisfy himself by other methods as to such receiv­
ables, he may take an exception in the opinion para­
graph and there may be situations in which the excep­
tion is of such a nature and so material that the 
independent public accountant would be unable to 
express an informed opinion regarding the financial 
statements as a whole.
Bulletin No. 12 requires disclosure in the inde­
pendent accountant’s report or opinion in all cases in 
which the extended procedures regarding inventories 
and receivables are not carried out, regardless of 
whether they are practicable and reasonable, and even
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though the independent accountant may have satis­
fied himself by other methods.
In “Accounting Series Release No. 21” the Securities 
and Exchange Commission stated, regarding the omis­
sion of generally recognized normal auditing proce­
dures, “such omissions shall be stated with a clear 
explanation of the reasons for such omission.” Again 
in the same release the Commission stated “since in 
particular circumstances such omissions may be 
proper, the specification of such omissions and the 
reasons therefor in connection with the description of 
the audit would not be considered as exceptions or 
qualifications unless specifically so noted in connec­
tion with subsection (ii) which requires that the ac­
countant shall state whether the audit was made in 
accordance with generally accepted auditing standards 
applicable in the circumstances.”
If any generally recognized normal auditing proce­
dures applicable in the circumstances have been 
omitted with respect to significant items in the state­
ments, such omissions should be stated, with a clear 
explanation of the reasons for such omissions. If any 
such procedure cannot be carried out but the account­
ant has satisfied himself by other methods to the ex­
tent that he does not feel any qualification is required 
in the opinion section of his report, then, although 
he has omitted a procedure regarded as “a generally 
accepted auditing standard,” he has not omitted some­
thing which in the circumstances could be done or 
which in the circumstances was “applicable.”
A qualification or exception in the first paragraph 
regarding omissions of generally accepted auditing 
standards applicable in the circumstances without the 
substitution of other procedures to the extent neces­
sary to satisfy the accountant as to the items would, 
if the item was material, usually call for not only an 
exception in the first paragraph of his report but also 
an exception in the opinion section of his report.
In recognition of this distinction between those 
cases where a qualification is necessary and those 
where it is not, it has been suggested that where the 
accountant has satisfied himself by other means there 
be inserted a semicolon or a period immediately after 
the statement “our examination was made in accord­
ance with generally accepted auditing standards ap­
plicable in the circumstances and included all proce­
dures which we considered necessary,” and that a new 
sentence be added reading: “Confirmation of receiv­
ables from United States Government departments 
were not obtainable but we satisfied ourselves by other 
means as to these items.”
While the chief accountant of the Securities and 
Exchange Commission has accepted this suggested 
wording with respect to government receivables, he 
does not believe the principle should be generally 
extended to embrace other possible substitutions of 
procedure. For example, he does not believe that a 
failure to observe the taking of physical inventories
could be adequately dealt with in this way but rather 
that specific exception is required at least in the first 
paragraph with respect to auditing procedures, even 
though the auditor has been able to satisfy himself 
by other means and does not consider it necessary to 
take exception in the final paragraph containing the 
opinion.
Your committee has also discussed the phrase “ap­
plicable in the circumstances" as applying to generally 
accepted auditing standards in general. It was the 
consensus of your subcommittee that the meaning of 
this phrase is sufficiently clear to require no special 
explanation. The test in this phrase is not based alone 
on the judgment of the individual accountant con­
cerned but must in his opinion be supported by his 
peers in the profession to justify the use of the state­
ment “our examination was made in accordance with 
generally accepted auditing standards applicable in 
the circumstances.”
“Tests”
The dictionary definition of “tests” as relating to 
sampling of accounting records and other supporting 
evidence does not support the common meaning of this 
phrase as used by accountants. It is the opinion of 
your committee, however, that common usage has 
made it sufficiently evident that “tests” in this context 
means the use of the sampling method and that such 
sampling may be on as large or small scale as the 
auditor “considers necessary in the circumstances.” 
All of his examination, of course, is dependent on the 
condition of the accounting records and the adequacy 
of the system of internal control which is so clearly 
set forth in the literature of accounting that it does 
not require continued mention in each short form of 
report which is issued.
Comparative Statements
One member of the general committee, who is not 
a member of the subcommittee, has written to request 
that we consider application of accountants’ reports 
to two or more periods when comparative figures are 
given. An analysis that he had made of accountants’ 
reports for the years 1941 and 1942 indicated that in 
the greater number of cases no reference was made, 
even in the comparative statements, to the earlier year 
or years but the accountant’s report related only to 
the most recent year. The committee agreed that 
there was no objection to including both years in the 
accountant’s report but in that case attention should 
be given to the presentation in the light of all the facts 
available at the date of his report.
Opinion Paragraph
With respect to the final, or opinion, paragraph of 
the accountant’s report, the important questions dis­
cussed related to the location of exceptions, if any. 
Mr. Werntz has suggested that the present sentence 
be separated into two. The second sentence he would
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have refer to the consistency of the statements, with 
an insertion here of any exceptions to such consist­
ency. He felt that it was not always clear in published 
reports whether an intermediate paragraph between 
the first and closing opinion paragraph might qualify 
consistency or the whole accountant’s opinion. Your 
subcommittee was not prepared to make, any recom­
mendations on this point but felt that every effort 
should be made to indicate clearly in the language
used whether or not an exception is taken and if there 
is an exception to what it applies.
Respectfully submitted,
Subcommittee on Revision of Form of 
Accountant’s Report
Percival F. Brundage, Chairman 
Edward A. Kracke 
Norman J. Lenhart
November, 1943
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CHAPTER 1
PROGRESS IN DEVELOPMENT OF BASIC CONCEPTS
By Thomas H. Sanders
ANY theory of accounting, any set of rules devised for the guidance of practice, must rest upon cer­tain underlying assumptions as to the conditions in 
which accounting must function, and the purposes 
which it is required to serve. Rules which have been 
developed to meet such conditions and purposes must 
be judged in the light of them; if these conditions 
and purposes are considered to be paramount, then 
accounting practices which will not serve them, or 
will serve them only inadequately, cannot be urged 
as against practices which will best meet the agreed 
requirements. It is, of course, always competent for 
anyone to reopen the question as to these basic con­
ditions and purposes, and in fact this is frequently 
done. But unfortunately it is too often done by in­
advertence; accounting practices are criticized because 
they do not satisfy requirements which are quite dif­
ferent from those which they were designed to satisfy. 
It is therefore desirable from time to time to review 
the basic concepts, to have them better known and 
more generally agreed upon.
These basic concepts are not quite the same thing 
as the generally accepted accounting practices, of 
which so much is heard, though the two things are 
intimately related. The basic concepts are in a sense 
the foundation for the generally accepted accounting 
practices. The latter are generally accepted because 
they harmonize best with the basic concepts.
It is therefore the purpose of this chapter to review 
the principal basic concepts which have gradually 
been adopted by an evolutionary process which has 
developed them, not at first as conscious or completely 
formulated ideas but by gradual perception of the 
fact that they were the underlying assumptions upon 
which many accounting practices rested. There has 
arisen a growing sense of the importance of having 
these assumptions out in the open where they can be 
frankly examined, instead of being tacitly and per­
haps only subconsciously used. Since the ideas here 
discussed are basic concepts, it follows that their roots 
lie far back in the practices of accountants, but within 
the last five years there has been a trend toward 
clearer statement of them.
Generally Accepted Accounting Practices
The notion of a generally accepted body of account­
ing rules is itself a basic concept about which there 
is considerable discussion. Much of it is concerned 
with the reasons for and validity of individual rules, 
and will therefore find its proper place in other parts 
of this course. But it is worth while to consider one 
or two aspects of the matter as a whole.
The phrase “generally accepted accounting princi­
ples,” or variations of it, has come to be a standard 
item in the ordinary form of accountant’s report upon 
the results of a completed audit. Its adoption as a 
general practice dates from the establishment of the 
Securities and Exchange Commission in 1934. Before 
that year the customary formula was to say that the 
statements fairly showed the financial condition (or 
position) of the business, and the results of its oper­
ations for the year. The Commission came early to 
recognize that it needed a criterion for “fairly 
present,” a standard by which to judge the propriety 
of accounting statements filed with it, and also some 
definition of the auditor’s function with respect to 
them. It accordingly adopted the concept of accepted 
principles of accounting as the most readily available 
test of the satisfactory character of the statements, and 
as a result public accountants began to use the phrase 
in expressing their opinion of the statements.
Later, about 1939, the word “generally” came to 
be added, so that “accepted accounting principles” 
became “generally accepted accounting principles.” 
To some extent this also reflected the influence of 
the Commission, which sought to develop as much 
uniformity as possible, and found additional support • 
in wider acceptance of rules it desired to support.
The phrase brings up the question whether general 
acceptance is really the criterion of excellence, whether 
majority rule should determine such matters. Two 
answers may be given to that question. The first is 
that the people whose general acceptance is proffered 
as authority are members of a profession, with all that 
that implies as to professional conduct and respon­
sibility. The second and related answer is that this 
professional responsibility includes the duty of con­
stant examination and restatement of the principles 
which are thus given authority by their general ac­
ceptance. The American Institute of Accountants is 
engaged in such restatements by means of its research 
bulletins and the Institute of Chartered Accountants 
in England and Wales has undertaken a similar re­
view. Such activities may be expected both to clarify 
the statement and to increase the acceptance of ac­
counting principles.
A second question is whether this phrase and its 
implications will tend to crystallize accounting prac­
tices, to make them inflexible, unaccommodating to 
the varied conditions found in practice, and restric­
tive of growth and change. The danger of this sort 
of thing is enhanced by the disposition of regulatory 
bodies to prefer fixed rules and to frown on varia­
tions. In these circumstances it behooves the leaders
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of the profession charged with the formulation and 
revision of these rules to maintain a degree of flexi­
bility which will allow adequate and proper treat­
ment of a great variety of cases, and admit of growth 
and change to meet conditions. It would be a dis­
service to business and the public if accountants al­
lowed themselves to be pushed into a rigid position 
on matters which demand a high degree of adapta­
bility.
A third question which has arisen concerns the use 
of the word “principles.” For years it has been a 
common word in the writings of men in the academic 
field, and for a time it tended to be taken over by 
practicing accountants. More recently the usfulness 
of the word has been doubted;1 it seemed to convey 
a degree of authority and unvarying finality which 
was not a desirable quality to have attached to ac­
counting practices. It was thought better to describe 
them as “conventions,” or simply “practices,” and to 
regard them as good working rules, subject to modi­
fication when the circumstances of the case require. 
This goes back to the maxim that accounting is an 
art and not a science; it cannot well be reduced to a 
set of rigid rules, but much must be left to the judg­
ment and professional skill of the accountant. None 
of this, of course, implies any disregard of moral prin­
ciple; it merely says that in many cases no moral prin­
ciple is involved, but only a question of the most 
useful procedure to be followed,
Utilitarian Character of Accounting
What has been said above about accounting “prin­
ciples” being more in the nature of practical work­
ing rules than of immutable natural or moral laws 
leads to another basic concept, namely, that account­
ing is an art of practical utility, designed to serve cer­
tain purposes connected with the management of bus­
iness enterprises, and accounting for their results. For 
many years this idea was regarded by practicing ac­
countants as so obvious that nobody bothered to state 
it in so many words, but more recently it has received 
more explicit attention.
In the first of the Accounting Research Bulletins 
issued by the committee on accounting procedure of 
the American Institute of Accountants, the following 
declaration was made by the committee with respect 
to its view of the nature of accounting:
“The committee regards corporation accounting as 
one phase of the working of the corporate organiza­
tion of business, which in turn it views as a machin­
ery created by the people in the belief that, broadly 
speaking, it will serve a useful social purpose. The 
test of the corporate system and of the special phase 
of it represented by corporate accounting ultimately 
lies in the results which are produced. These results 
must be judged from the standpoint of society as a 
whole—not from that of any one group of interested 
parties.”2
In his recent book, George O. May devotes his first 
chapter to “The Nature of Financial Accounting,” 
and in the course of it says:
“It became clear to me that general acceptance of 
the fact that accounting was utilitarian and based on 
conventions (some of which were necessarily of doubt­
ful correspondence with fact) was an indispensable 
preliminary to real progress.”3
The foreword of the same book contains the state­
ment, “The rules of accounting, even more than those 
of law, are the product of experience rather than of 
logic.”4 The reader may ask what other basis than that 
of utility anyone would wish to use, on which to build 
the principles of accounting. The answer is that some 
have followed the alternative mentioned by Mr. May, 
and have tried to make a formal logic the basis for 
accounting rules. For example, the well-known “cost 
or market” rule for stating inventories has been criti­
cized on the grounds that it is not logical to take into 
account unrealized inventory losses and not to take un­
realized inventory gains. It might perhaps be granted 
that strict logical symmetry might require the rule 
to be stated in that form, though question might be 
raised in turn as to whether that is the best concep­
tion of logic. But there can be very little question 
that experience teaches a large measure of caution 
in financial matters, and the wisdom of taking ac­
count of inventory losses indicated by price declines, 
while not taking account of inventory gains of the 
same kind, has been shown a thousand times. It is 
doubtful if a logic which thus disregards the teach­
ings of experience will make serious headway, yet. 
many instances occur in which this and other account­
ing rules are criticized as being illogical.
Another conception which has militated against 
the utilitarian view of accounting arises from the use 
of the word “principle.” It has already been indicated 
that objection has been raised to this word on account 
of the tendency to regard a rule so described as of 
universal authority and even sanctity. This matter is 
discussed in the seventh Accounting Research Bulle­
tin, in which the Institute’s committee on terminology 
discusses the phrase “accounting principles.”5 The 
bulletin shows that the dictionary definitions of the 
word “principle” range from “A fundamental truth 
. . .” to “A general law or rule adopted or professed 
as a guide to action . . .”6 and suggests that account­
ing principles are of the latter kind, and not of the 
former. It follows that accounting rules or practices 
will be accepted as long as they give generally satis­
factory results, but when it can be shown that a dif­
1American Institute of Accountants, Accounting Research Bul­
letin No. 7, November 1940, pp. 59-61.
2American Institute of Accountants, Accounting Research Bul­
letin No. 1, September 1939, p. 1.
3George O. May, Financial Accounting (New York: Macmillan 
Co., 1943), p. 2.
4ibid., p. vii.
5American Institute of Accountants, Accounting Research Bul­
letin No. 7, November 1940, pp. 59-61.
6ibid., p. 60.
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ferent practice would yield better results, there is 
nothing in the nature of accounting to prevent the 
adoption of the superior rule.
In urging a utilitarian view of accounting it is im­
portant to note the words of the first bulletin quoted 
above, that the controlling point of view is that of 
society as a whole; usefulness means the advantage of 
the general interest. It is not, of course, intended that 
the concept shall be used as an excuse for furthering 
the selfish interests of individuals, and still less that 
it shall be a cloak for any form of sharp practice or 
deception. Its purpose is to secure the best prac­
ticable accounting treatment of all situations, however 
great the variations among them may be. More is 
said on this subject later under the heading of “Con­
sistency.”
Business Entity
During the last five years discussion has been active 
as to which unit or entity it is most useful to adopt 
as the basis for accounting, and examples have mul­
tiplied to furnish evidence that very different results 
may follow from the use of one business entity in 
preference to another. There is general agreement 
that accounting shall record the transactions and show 
the results of the particular business enterprise for 
which the accounts are being kept, but there then 
follows considerable variation as to which enterprise 
shall be selected for this purpose, when several are 
available. The problem can perhaps best be pre­
sented by discussing a number of alternatives which 
offer a possible choice of entity or unit.
The Enterprise or Its Owners
The first choice that has to be made is whether the 
accounts shall be kept for the business enterprise as 
such, or for its owners. This question is well dis­
cussed by Paton and Littleton,7 who declare that the 
enterprise, the business, must be the accounting unit, 
and not the owners of it. The significance of this is 
most clear in the case of the corporation. The ac­
counts are then required to reflect the transactions of 
the corporation, acting as a business unit, with peo­
ple outside the corporation. For this purpose the 
owners or stockholders are themselves outside people; 
the accounts of the corporation will therefore re­
flect, among other things, its transactions with stock­
holders such as dividend payments or new issues of 
stock. The corporation will also keep a record of 
changes in the number of shares held by individual 
stockholders. But the corporation accounts will not 
be required to show how much an individual stock­
holder paid to a previous stockholder for his shares, 
nor the price which he may realize when he in turn 
sells the shares. These matters are of interest to the 
individual stockholder and he must account for them; 
but they are not the responsibility of the corporation, 
and it does not account for them.
In this connection it does not seem necessary to 
draw a contrast between accounting for the assets of 
the corporation and accounting for the equities in it, 
as Paton and Littleton do. The corporation is re­
quired to account for changes in assets and changes 
in the equities in those assets, as they result from the 
corporate transactions. It is the function and charac­
ter of double-entry bookkeeping to show both of 
these aspects at the same time. The important thing 
is that the accounts of the corporation show these 
facts as they affect the corporation, and not as they 
affect individual stockholders.
A case was decided in the Appellate Division of 
the New York Supreme Court8 which, if the decision 
had stood, would have had a tendency to weaken the 
concept of the corporation as an entity separate from 
its stockholders. A corporation, by proper and lawful 
action of its stockholders, reduced its capital and 
created a paid-in surplus “which shall be used for all 
purposes for which a surplus may be used.” A stock­
holder brought suit to recover his share of this surplus 
as a return of capital in which he had a vested right. 
The court ruled that the reduction showed the capi­
tal to be unnecessary and therefore decided in favor 
of the stockholder. The Court of Appeals reversed9 
this decision, however, saying that the action of the 
stockholders in reducing capital stock and setting up 
the paid-in surplus duly authorized that procedure, 
and that a return of capital to stockholders was not 
required “except when pursuant to statute the stock­
holders so decreed.” Clearly it would have been a se­
rious blow to the corporate entity concept if it were 
held to be within the power of a single stockholder to 
require a distribution, contrary to the wishes of a 
majority of the stockholders.10
The Enterprise or the Legal Entity11
A second question for decision is whether the ac­
counts shall be kept for the enterprise or for the 
particular legal entity which carries on the enter­
prise. In many cases the two are the same thing and 
no problem arises. But suppose Corporation A car­
ried on the enterprise from 1910 to 1932 and then 
went bankrupt; whereupon Corporation B was 
formed to take over the properties and continue the 
business. Should the assets now be recorded at their 
cost to Corporation B or at their cost to* Corporation 
A? If the legal entity is regarded as the accounting 
unit, then the costs to Corporation B are the figures 
to be recorded in its accounts, and in practice this is
7W. A. Paton and A. C. Littleton, An Introduction to Cor­
porate Accounting Standards (Chicago: American Accounting 
Association, 1940), pp. 8-9.
8Jay Ronald Co. Inc. v. Marshall Mortgage Corporation et al, 
40 N.Y.S. 2nd 391.
952 N.E. 2nd 108.
10See review of the Appellate Division decision, The Journal
of Accountancy, June 1943, p. 568.
11George O. May, op. cit., p. 6.
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the common answer. But it is sometimes argued that 
the business is one and the same enterprise, before 
and after 1932, and that the costs of the assets in­
curred by the enterprise which was operated by Cor­
poration A should be continued on the books of Cor­
poration B, since it is operating the same enterprise. 
In general this idea is rejected and the new corpora­
tion is regarded not only as a new legal entity but also 
as a new enterprise for practical accounting purposes. 
Under these circumstances any earned surplus of the 
old entity would become capital surplus of the new 
entity. Under a strict enterprise concept the old 
earned surplus might continue as such on the books 
of the new company, but that would probably involve 
too many legal difficulties to be feasible.
One of the early research bulletins of the American 
Institute12 explored the possibilities of an accounting 
reorganization without going through all the proce­
dures of a legal reorganization. The term used for this 
is “quasi-reorganization,” and its accounting results 
are equivalent to those of an actual legal reorganiza­
tion. Ordinarily a quasi-reorganization is used to 
show major adjustments due to declines in value, 
destruction of property, and the like, such as have not 
been or could not be provided for in ordinary de­
preciation accounts. But it would seem that there is 
nothing in principle to prevent an increase in value 
being included in a quasi-reorganization,13 provided 
it is supported by convincing evidence, and provided 
the circumstances require it for substantial reasons.
After such a quasi-reorganization a business would 
be the same enterprise as before. It would also be the 
same legal entity; but it would be a new and different 
accounting and financial entity. It seems likely that 
the concept of a quasi-reorganization will be increas­
ingly useful in the future. Within the concept there 
might be included a substantial change in the char­
acter of a business, such as the abandonment of its 
major operations and the undertaking of other oper­
ations. A mining company might sell its mining prop­
erty and acquire a manufacturing property, without 
changing its capital stock account, but making the 
necessary adjustment through earned surplus or capi­
tal surplus. The company might then be regarded as 
a new enterprise, carried on by the old legal entity.
Original Legal Entity or Present Legal Entity
This case is a special form of the question discussed 
in the preceding paragraph. It has arisen in the public- 
utility regulatory field in connection with the rules 
prescribed by public-utility commissions for record­
ing the cost of properties. These prescribed systems 
now require that the main property accounts shall 
record the “original cost,” defined as the “actual 
money cost of . . . property at the time when it was 
first dedicated to the public use whether by the ac­
counting company or by a predecessor public 
utility.”14 The system goes on to prescribe other ac­
counts to record the difference between this “original 
cost” and the actual cost paid by the present company. 
As a result of these adjustment accounts it has some­
times been argued that the system makes adequate 
provision for recording the cost of property to the 
present company; but the descriptions of the several 
accounts, and still more the arguments of commission 
representatives in court and commission cases, make 
it clear that the commissions regard the original cost 
as the most important cost, and items in the adjust­
ment accounts as of secondary and doubtful signifi­
cance. In fact, the system includes provisions for 
writing off amounts recorded in adjustment accounts, 
and many cases have already occurred in which this 
has been done.
The records of this dispute are voluminous and 
complex. It seems clear, however, that the commis­
sions cannot properly claim the support of generally 
accepted accounting principles for their original cost 
concept. It is true that in unregulated business many 
transfers of property have been made from one com­
pany to another, in which the second company con­
tinued on its books the cost figures of the first com­
pany; these have mostly occurred in cases where no 
material change in price levels was present. Where 
cost to the new company was materially in excess of 
cost to the former company, the books of the new 
company have usually been made to reflect the new 
costs.15
The conclusion is that the present legal entity is the 
basis upon which the accounts should be constructed, 
and that this is and has long been the common prac­
tice. If it is desired to utilize the enterprise as the 
basis for accounting, then the reasonable way to do 
this would be to make the accounts reflect the cumu­
lative financial operations of the enterprise over its 
entire life, and not to restrict the accounting to the 
financial transactions of the first legal entity which 
operated the enterprise. The books of the present cor­
poration would then reflect the aggregate costs of 
property to the enterprise.
Consolidated Enterprise or Individual Legal Units
The question of the accounting unit arises in dif­
ferent form with respect to groups of related com­
panies operating under a single control. For these the 
device of consolidated statements has been extensively 
used for many years, and has been generally accepted 
in accounting and financial circles as a useful and 
reasonable concept. Consolidated statements are 
predicated upon the assumption that the entire group
12American Institute of Accountants, Accounting Research Bul­
letin No. 3, September 1939, pp. 25-28.
13See below, section on Cost and Value.
See also American Institute of Accountants, Accounting Re­
search Bulletin No. 5, April 1940, par. 9.
14Federal Communications Commission, Uniform System of 
Accounts for Telephone Companies (Washington, D. C., 1935), 
Instruction 3-S.1, p. 4.
15George O. May, op. cit., p. 111.
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of companies under a single management is one en­
terprise, and that for certain purposes at any rate the 
most useful accounts are those which portray the po­
sition and operating results of this combined enter­
prise. It will be understood that in these circum­
stances each separate legal corporation maintains its 
own books and prepares its own balance sheet and in­
come statement. The consolidated statements are the 
result of combining the statements of the separate 
legal corporations, thus forming a new business and 
accounting entity.
Basis of consolidation. In recent years the question 
of the criterion for determining which companies may 
be included within the consolidation has been actively 
re-examined. The general answer is that the accounts 
of companies which are effectively controlled by an­
other company may be consolidated with its accounts. 
For this purpose “effectively controlled” is usually 
regarded as being established by ownership of at least 
a majority of the subsidiary company’s stock. In some 
cases control is defined as requiring much more than 
a bare majority of stock ownership; proportions as 
high as 85 per cent or 90 per cent have been made a 
minimum requirement. Occasionally control has been 
recognized, and consolidation practiced, without any 
stock ownership but based upon the lease of one com­
pany’s entire property to another for a long period of 
years.16 The Securities and Exchange Commission has 
a broad rule17 which says that a company "shall 
follow in the consolidated statements principles of 
inclusion or exclusion which will clearly exhibit the 
financial condition and results of operations of the 
registrant and its subsidiaries.” In this case the regis­
trant and its consolidated subsidiaries form a busi­
ness entity for which accounts are prepared.
One of the statements on accounting principles 
issued by the British Institute of Chartered Account­
ants18 deals with this subject, and urges the impor­
tance of consolidated statements, especially of the 
consolidated income statement.19 In this country the 
subject was raised anew by war conditions, and one 
of the American Institute’s bulletins discussed the dif­
ficulties of consolidation of foreign subsidiaries whose 
property may be jeopardized by enemy action, or con­
trolled by enemy government,20 and sounded a note 
of caution.
Consolidated accounts and taxes. Another ques­
tion which has made an issue of consolidated state­
ments as a reflection of a business entity is taxation. 
It is not necessary here to enter into lengthy discus­
sion of the role of consolidated accounts as a basis for 
taxation; an excellent discussion of the questions in­
volved will be found in an article21 by Arthur A. 
Ballantine, who, after an historical survey, urges that 
consolidated returns be made mandatory, and that 
the extra tax upon their use be eliminated, because 
such use “rests upon sound theory of proceeding in 
accordance with essential facts.”
Consolidated accounts and dividends. A case in­
volving the significance of consolidated accounts as 
compared with separate corporate accounts, which, 
evoked much discussion during 1942 is Cintas v. 
American Car and Foundry Company.22 The specific 
issue of the case related to the legality of a dividend 
declared on the common stock of the company, but 
several questions of an accounting character arose in 
the course of the hearings. One of these involved the 
nature and validity of consolidated statements, on 
which subject one group of accountants testified that 
a consolidated balance sheet “is nothing more than 
an imaginative figment.” This expression drew forth 
vigorous protests from George O. May and Robert H. 
Montgomery,23 *both of whom reasserted the convic­
tions they had held for years, that consolidated state­
ments are very useful and necessary things, and that 
wholly owned subsidiaries are, for practical business 
purposes, the equivalent of departments of a single 
corporation, so that the entire group constitutes a 
business entity, the financial position of which can be 
truly shown only by a consolidated balance sheet. 
Montgomery asks: “Is the Profession Going Legalis­
tic?” and makes it clear that a legalistic interpretation 
of the status of each corporation in a combined group 
cannot destroy the essential unity and entity of the 
group. May holds the same view, and adds that the 
situation again illustrates the fact that general-pur­
pose statements which are commonly presented as 
annual reports cannot necessarily answer every spe­
cific question which may be raised with respect to a 
consolidated group, or any of its separate members. 
But this does not invalidate consolidated statements 
with respect to the purposes they are designed to 
serve; nor does it change the fact that the consoli­
dated group is a very real business entity, which calls 
for an accounting as such.
The courts held that the legality of the American 
Car and Foundry Company dividend should be de­
termined on the basis of income as shown by its 
accounts as a separate legal entity. The result was 
that the dividend in question was held illegal. The
16Bethlehem Steel Corporation, 1941 Report, p. 24. Cambria 
Iron Works was included in consolidation, though none of its 
stock was owned, because its property was leased to one of the 
consolidated companies for 999 years. In 1942 Cambria was 
merged with a Bethlehem subsidiary.
17Regulation S-X, Uniform Accounting Reequirements for 
Financial Statements, Regulations by the Securities and Ex­
change Commission, 1940. Rule 4.02, p. 9.
18The Accountant, February 12, 1944, pp. 74-75. (Memoranda 
on Accounting Principles, the Institute of Chartered Account­
ants in England and Wales, (7) Consolidated Accounts.)
19T. H. Sanders, “Accounting Principles—American and Brit­
ish,” The Journal of Accountancy, February 1945, pp. 116-117.
20American Institute of Accountants, Accounting Research 
Bulletin No. 4, December 1939, pp. 29-32.
21 Arthur A. Ballantine, “The Corporation and the Income 
Tax,” Harvard Business Review, Spring Number 1944, p. 277.
22The Journal of Accountancy, October 1942, pp. 293 and 380;
November 1942, p. 393; December 1942, pp. 517 and 523.
23The Journal of Accountancy, December 1942, pp. 517 and 523.
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accounts on a consolidated basis showed income 
which would have justified the dividend. The impor­
tant thing to note is that the decision is not regarded 
by leading accountants as impairing the value of con­
solidated accounts for the purpose for which they 
are commonly prepared.
Monograph on the consolidated entity. The con­
clusion stated in the last sentence above is developed 
at length in the latest monograph put out by the 
American Accounting Association.24 The author em­
phasizes the historical fact that the pattern of develop­
ment of business in this country has led to consolidated 
statements as a necessary and inevitable concomitant. 
He then goes on to the note of warning sounded by 
Mr. May: “They [consolidated statements] may not 
legitimately be offered as all-purpose reports capable 
of informing every group with an interest in some 
special phase of consolidated operations.”25 Seeking 
a definition of the area of usefulness for such state­
ments, he says: “They may be offered to and used by 
those groups with an interest in the whole area of 
combined activity.” He might well have added that 
these groups are likely to be far larger and more im­
portant than those interested in special phases; cer­
tainly they are more significant in the national 
economy.
Departments as Business Entities
Going in the reverse direction from consolidation 
of separate legal corporations, Paton and Littleton 
say: “In some instances a department or other section 
of the business may assume sufficient importance to jus­
tify treatment, for certain purposes, as a subordinate 
form of entity.”26 Here the word “subordinate” is 
to be emphasized; clearly management may divide 
the business into such segments as it may consider 
advantageous and may call for such information 
about these segments as it may find useful. Such in­
formation is a matter of internal administration, and 
forms an important feature of sales analysis budgetary 
control, cost accounting, and other similar activities.
During the war period many separate government 
contracts may be regarded as entities of this kind, 
since a strict separate accounting has been required 
for them. In renegotiation, separate accounting is re­
quired for the total of government work, and for the 
total of non-government work. In this connection, 
therefore, these two classes of business were treated as 
separate entities for accounting purposes. But these 
subdivisions of a business are of a different order of 
importance from the several entity concepts of the 
business as a whole.
Going Concern
This basic concept of accounting is discussed in 
Accounting Standards under the heading “Continuity 
of Activity,”27 which in some ways is a more definitive 
phrase. It refers to the fact that there must be, as a
basis for accounting statements, some assumption as 
to the life of the enterprise; not necessarily a specific 
estimate of its life-span, but at least an assumption that 
it will continue in active operation for the indefinite 
future. Without this assumption it would be quite 
impossible to prepare a balance sheet and an income 
statement in their common form and content.
Much has been written about the shortcomings of 
periodic statements, and the artificial results fre­
quently gained from thus cutting the life of the busi­
ness into arbitrary sections such as the fiscal year. Un­
less it can be assumed that these sections are joined 
up in a continuous flow of operations, in which under­
takings begun in one period will be successfully com­
pleted in the following period or periods, then there 
is no possibility of showing asset values in a balance 
sheet, or earnings in an income statement, on any­
thing like the same basis as is now general.28
The most striking development of the last five years 
in this particular area of accounting thought is the 
fact that the shock of war has caused something in 
the nature of a breach of continuity. This breach has 
not occurred in the legal life of the corporation, but 
it has occurred in the normal operations of the busi­
ness of every corporation which has had to convert 
from its normal peacetime operations to war produc­
tion, and will have to reconvert after the war. The 
event has brought many new accounting problems, or 
at least has given old accounting problems a new turn.
Prominent among these is the question which has 
come to be discussed as deferred maintenance. It has 
been widely held that many businesses have not been 
able, in the rush of war production, to give their plant 
and equipment the necessary care and upkeep, with 
the result that there are substantial arrears of main­
tenance work which will have to be done after the 
war is over. It is argued that this maintenance work 
is a result of war production, and that the cost of it 
should therefore be charged to the periods in which 
war production has taken place.
There is considerable difference of opinion as to the 
facts alleged in this area. Many deny that there is. 
much deferred maintenance of this sort; in any event 
it is difficult to locate and to measure.29 To the extent
24Maurice Moonitz, “The Entity Theory of Consolidated 
Statements” (Chicago: American Accounting Association, 1944,. 
102 pages).
25ibid., p. 93.
26W. A. Paton and A. C. Littleton, An Introduction to Cor­
porate Accounting Standards (Chicago: American Accounting 
Association, 1940), p. 9.
27W. A. Paton and A. C. Littleton, op. tit., p. 9.
28For a more recent analysis which stresses this viewpoint see: 
Edward G. Nelson, “The Relation between the Balance Sheet 
and the Profit-and-Loss Statement,” The Accounting Review,. 
April 1942, esp. pp. 132-133.
29See, for example, the annual report of the Missouri-Kansas- 
Texas Railroad Company for 1943. It contains charts showing, 
for fifteen years, the extent of the renewals, new rails laid, new 
ballast applied, and locomotives and freight cars in bad order. 
The charts show that, in respect of all these factors, the prop­
erties were in better condition in 1943 than at any time in the 
preceding fourteen years.
Progress in Development of Basic Concepts Ch. 1-p. 7
that it does actually exist, the conclusion with respect 
to accounting for it logically follows. If the plant was 
worn out while working on war production, its re­
pair and replacement should be charged to war pro­
duction. The fact that repairs and replacements have 
not actually been made means, to some extent, that 
war production periods have escaped these charges, 
which will fall upon future periods of normal peace­
time production. The same is true of other charges 
which may have been postponed for the same reasons, 
such as insufficient depreciation, development ex­
penses, and reconversion costs. Charges of this char­
acter have in fact been included in costs of the war 
years, probably in inadequate amounts. This is due 
to a variety of circumstances; tax considerations and 
other government controls of costs have played a large 
part, but the basic difficulty has arisen in the problem 
of trying to get reliable measurements of such costs. 
As a result there has been a considerable resort to 
the not wholly satisfactory expedient of providing 
reserves out of earnings reported as “net.” Large num­
bers of such reserves are to be found in the current 
balance sheets of industrial companies.30
The point of interest here is not to answer the ques­
tion how much deferred maintenance may exist nor 
whether all war costs have been properly accounted 
for, but rather the fact that the problem arises from 
a partial failure of the going-concern idea to function. 
It is the interruption of normal operations that has 
given rise to these problems; the failure to maintain 
full going-concern conditions has brought difficulties 
which have served to re-emphasize the extent to which 
going concern is one of the basic assumptions of 
accounting.
Paton and Littleton refer to the fact that the law 
often “appears to ignore” this concept of going-con­
cern, and then proceed to justify—or at least estimate 
—this position by saying that the law holds a differ­
ent point of view from that held by accountants, 
because it is concerned with different objectives. The 
matter is perhaps better explained by May, when he 
contrasts the conditions under which accountants and 
courts operate. The former, he points out, are re­
quired to prepare statements promptly as of the rele­
vent date, and must do the best they can to prepare 
general-purpose statements, without the benefit of 
hindsight as to conditions which may later develop, 
or special questions which may be raised with respect 
to particular points. On the other hand, he goes on, 
“The courts can, in effect, treat the accounts as held 
open indefinitely, and can deal with specific transac­
tions in relation to the purpose for which the account­
ing is required.”31
The argument points to a corollary of the going- 
concern assumptions. Since an accounting period is 
an arbitrary segment in the life of a business, and 
since the accounts for it must be prepared on certain 
assumptions with respect to the future course of
events, it necessarily follows that corrections in ac­
counts will be called for from time to time. But such 
corrections should not be held to invalidate the ac­
counts as a whole; still less should they be invalidated 
because they have failed to answer a specific question 
which was not raised at the time of their preparation, 
and ordinarily would not be raised.
Inventories and Going Concern
The influence of the going-concern concept upon 
the problems of inventory valuation has received new 
emphasis in recent years. It is evident that any carry­
forward of an inventory value from one period to 
the next involves some implication that the value is 
likely to be realized in the new period. Such implica­
tions are re-examined in an article by Edward A. 
Kracke,32 in which he reviews a tentative statement on 
inventories prepared by the Research Department of 
the American Institute of Accountants. In emphasiz­
ing that the “market” to which inventories have been 
written down under the “cost or market” rule was 
frequently the replacement market, Kracke says that 
such a write-down “merely permitted that business 
to enter upon its new year with an operating outlook 
at least as favorable as that enjoyed by, say, a new 
competitor just entering the lists at that time, and 
this again, I hold to be of the essence of the ‘going- 
concern’ concept.”33
It is unnecessary here to decide just what expecta­
tions of the future one is justified in adopting as a 
basis for inventory valuation. In recent years there 
has been a marked tendency toward the view that 
methods should be used by which rises and falls of 
inventory values will be eliminated from the periodic 
accounts, as with last-in, first-out, in order that a more 
strictly operating profit may be shown for each period. 
In this case the expectation is that future inventory 
losses and gains will offset each other over a number 
of periods. In the case of cost or market the expecta­
tions are first, that a price decline on an unsold in­
ventory is likely to be reflected in realization; and 
second, as Kracke says, that by taking the price de­
cline as a loss of the earlier period, there is reasonable 
assurance that the business is placed even with any 
competitor with respect to prospects for future profit. 
In both cases the reliance upon the going-concern 
idea is apparent.
Another example of the impact of war as an inter­
ruption of continuous operations is seen in the ques­
tion which has been raised with respect to the liquid­
30“Current Practice in Accounting for Special War Reserves,’* 
A Study by the Research Department of the American Institute 
of Accountants, The Journal of Accountancy, August 1942, p. 125.
31George O. May, “The American Car and Foundry Decision,’* 
The Journal of Accountancy, Dec. 1942, p. 518.
32Edward A. Kracke, “Inventories: from Fetish to Creed,” The 
Accounting Review, June 194J, pp. 175-182.
33ibid., p. 177.
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ity of inventories which are subject to various govern­
ment controls. A letter to The Journal of Account­
ancy34 questions whether an inventory of automobiles 
should be shown as a current asset, when their free 
sale is restricted. The issue was raised with respect 
to an article which sought a new definition of current 
assets and liabilities.35 This article pointed out the 
fact that, though one year is normally regarded as 
the limit for the realization of current assets, yet it is 
by no means rigidly followed. It proposes a working- 
capital concept as a basis for current assets, and ar­
rives at a definition which states that they are “inci­
dental to the operating cycle,’’ and that they “will 
, . . be converted into free cash without impairing 
continuity and safety of operations.” Such a defini­
tion relies heavily upon the going-concern concept. 
“The normal operation of the business” can scarcely 
be invoked as a basis for accounting in abnormal 
times like war years. At least we must seek a new 
definition of “normal,” and Herrick implies that “con­
tinuity and safety of operations” will go far to es­
tablish a new norm in wartime. The suggestion is in 
substance no more than a new application of the 
going-concern concept. It means that though normal 
peacetime operations may be interrupted or sus­
pended, yet the enterprise maintains its going-concern 
character if a new stream of wartime operations is sub­
stituted for them.
Accounting Periods
In the preceding section on Going Concern as a 
basic accounting concept, mention has been made of 
the difficulties introduced into accounting by the 
necessity for preparing reports for definite periods of 
time, when all these periods are interdependent in 
a considerable degree, rather than being sharply 
separable. That section emphasized particularly the 
extent to which the accounts of any one period must, 
under a general assumption of going concern, rely 
upon the orderly completion in future periods of items 
of business commenced in the current period. This 
section deals rather with the faults;—“limitations” is 
a better word—which are commonly found, and must 
he expected to be found, in the accounts of any one 
period, as a result of the short-time basis on which 
they rest. The two sections are closely related, but 
here it is proposed to deal with certain aspects of the 
matter which create special difficulties in the inter­
pretation of periodic accounts.
Character of Periodic Reports
After saying that the common practice is to prepare 
accounts for a year, though sometimes for shorter 
periods, Paton and Littleton refer to these periodic 
statements as “ ‘test reading’ of revenues,” and empha­
size their “tentative and conditional” character.36 
They add that the job or project is the chief alterna­
tive to the period as the basis on which to measure
income, and mention large construction jobs as ex­
amples where it may be desirable to wait Upon com­
pletion of the project in order to determine the in­
come results. During the war there has, of course, 
been an immense amount of work done on a job or 
project basis, but with most of them the practice of 
instalment accrual of income has been followed, with 
a view to stating income for the period as truly as 
possible, and thus avoid having to take up the entire 
income in the period during which completion of the 
project was reached. This sort of situation involves 
considerable difficulty, as is illustrated from the fol­
lowing two quotations from annual reports of New 
York Shipbuilding Corporation:
“Estimates of final profits or loss are subject to re­
vision as contracts progress toward completion, and 
any necessary revision in the December 31, 1939, es­
timates will affect the income accounts of future 
years.”37
“. . . in accordance with a policy of not taking into 
income any profit on contracts unless (a) progress 
thereon has reached a point of not less than 50 per 
cent of completion, and (b) experience is deemed 
sufficient to establish estimates as reasonably indica­
tive of final results, no recognition has been taken of 
possible profit on work, which though substantially 
advanced, had not reached such a stage of completion. 
At December 31, 1942, accumulated billings on con­
tracts, in respect of which no net profit has been taken 
up into income by reason of such policy, amounted 
to $53,250,523.23.”38
Consideration of such cases shows that the job or 
project and the period of time are not on all fours 
as alternative bases for reporting income. For many 
reasons the period is the almost universal practice, 
but projects of long duration like shipbuilding intro­
duce complications into the periodic reports such as 
those indicated in the above citations. The volume 
of this sort of work, and many other uncertainties 
brought about by war conditions have made the re­
sults shown by periodic statements to be more “tenta­
tive and conditional” than ever. This has not led to 
any demand for the abandonment of annual reports, 
but has called for still greater caution and insight in 
drawing conclusions from them.
The Natural Business Year
The movement for adoption of the natural business 
year as the period of account has been inspired largely 
by considerations of the convenience and economy in 
auditing which may be achieved when public account- * * 31
34“Current Assets and Rationing,” letter of Arno Herzberg,
The Journal of Accountancy, July 1944, p. 65.
“Anson Herrick, “Current Assets and Liabilities,” The Journal 
of Accountancy, Jan. 1944, pp. 48-55.
36W. A. Paton and A. C. Littleton, op. cit., p. 22.
37New York Shipbuilding Corporation, Annual Report, Dec.
31, 1939.
38ibid., Dec. 31, 1942.
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ants are able to distribute their work more evenly over 
the year, instead of having it all concentrated at the 
end of the calendar year. But an even more important 
result is the greater dependability of accounts pre­
pared on the basis of the natural business year. The 
year-end is then arranged at the date of lowest ac­
tivity, which means the date when the greatest pro­
portion of business operations has been completed, 
and the company is in a more liquid position than at 
other periods of the year. These considerations led 
the Securities and Exchange Commission to recom­
mend adoption of the natural business year in its 
report on the McKesson & Robbins case.39 The Com­
mission said that with the natural business year 
“greater confidence could be placed in the accuracy 
of the results than under present-day conditions.”
Since 1935 the American Institute of Accountants 
has carried on a campaign of advocacy for the natural 
business year. In 1940 it reported that up to that 
date approximately 14,000 companies had changed 
to a natural business year basis.40 In May, 1943, there 
was some evidence that the Bureau of Internal Reve­
nue was showing a disposition to oppose any changes 
in fiscal year dates. Investigation indicated that the 
Bureau’s opposition applied primarily to cases where 
changes in the fiscal year were proposed solely for 
purposes of effecting tax savings. The inference was 
that where it could be shown that the proposed change 
would result in more reliable accounts, such as might 
be expected with the natural business year, the Bureau 
would interpose no objection.41
One more incident in the development of the na­
tural business year was the action of the Institute “in 
bringing about the removal from a bill in Congress 
of a provision requiring new small corporations to 
keep their accounts on the calendar-year basis.42 Such 
a requirement would, of course, prevent the adoption 
of the natural business year by any corporation which 
came within the authority of the law, and would be 
a retrograde step in the development of accounting.
Special Reserves Arising Out of the War
The provision of reserves for costs and losses in­
curred during the war, or expected after the war, but 
not directly charged to war production, has been one 
of the most discussed accounting problems of the war 
years. The research department of the American 
Institute of Accountants has on two occasions made 
studies43 of actual practices with respect to this matter, 
as disclosed by published corporation reports. The 
second of these reports in particular discloses a large 
number of instances of such reserves, and the very 
great variety of them. It is clear that a sense of need 
for provisions of this nature is prominent in the minds 
of corporation officers and their accounting advisers. 
The great majority of these provisions have been 
made as appropriations from net income, rather than 
as operating costs. The practical reason for this has
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been the fact that such provisions have not been 
allowed as deductions for income-tax purposes, nor 
as costs of war contracts under government cost ac­
counting rules, and these circumstances have precipi­
tated one of the most active accounting controversies 
of the war period. An answer which would do justice 
in all cases of this kind is a most difficult thing to 
find, but a brief statement of the principal considera­
tions involved will here be attempted.
It is probable that everybody agrees in principle 
that all costs and losses incident to the war should be 
charged against war business; but immense difficulties 
arise in the practical application of this principle. In 
the first place, there is a very great variety of need for 
postwar reserves among different companies; some 
will require large amounts, while many others will 
be able to make the transition from war to peace with 
practically no special expenditures or losses. Those 
who will incur postwar expenditures find it almost 
impossible to make any reliable estimate of the 
amounts which will be required for this purpose. 
This latter circumstance has been one of the strong­
est reasons for the disallowance of postwar reserves 
for tax and war contract cost purposes. The Institute’s 
research bulletin on this subject44 urges very strongly 
that provision be made “for all foreseeable costs and 
losses applicable against current revenues, to the ex­
tent that they can be measured and allocated to fiscal 
periods with reasonable approximation.” It is this 
problem of measurement and allocation which has 
caused a great deal of difficulty, and has been one of 
the strongest reasons for the government’s disallow­
ance of reconversion charges as direct costs of the 
period.
The other main line of argument advanced by 
government departments in justification of the dis­
allowance of postwar reconversion costs is that they 
are otherwise provided for in substantial degree. As 
evidence they cite the fact that numerous corporation 
reports show large amounts of such reserves already 
set up, the argument being that profits have been 
allowed on government business at a level sufficiently 
generous to make such provisions possible, after the 
payment of taxes and dividends. The Journal of 
Accountancy articles referred to above45 furnish a 
good deal of support for this view, and no doubt the 
amounts of such reserves have very substantially in­
39Securities and Exchange Commission, in the Matter of Mc­
Kesson and Robbins, Inc. Report on Investigation, Dec. 1940, 
p. 437.
40The Journal of Accountancy, Jan. 1941, p. 3.
41The Journal of Accountancy, May 1943, p. 391.
42The Certified Public Accountant, bulletin of the American 
Institute of Accountants, Jan. 1945, p. 9.
43The Journal of Accountancy, August 1942, p. 125; Nov. 1943, 
p. 391.
44American Institute of Accountants, Accounting Research Bul­
letin No. 13, Jan. 1942, pp. 111-118.
45See Nov. 1943 issue, p. 391
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creased since 1942, the date of the figures there pre­
sented. To this fact is added a reference to various 
government provisions for postwar relief of business. 
One of these is the postwar refund of 10 per cent of 
the excess profits tax, which corporations receive in 
the form of bonds which will become available for 
general business purposes months after the termina­
tion of the war. Another is the carry-forward and 
carry-back provisions of the tax law, which will make 
it possible for a company which may sustain postwar 
losses not hitherto charged off for tax purposes to 
treat them as deductions for the year in which they 
are incurred, or to carry them back to earlier years if 
reason can be shown for doing so.
All these arguments, with substantiating evidence, 
are used in a paper presented by Randolph E. Paul 
to the House Ways and Means Committee,46 in sup­
port of the contention that allowance of postwar re­
serves as a deduction for tax purposes is unnecessary. 
It seems fair to say that these considerations, taken to­
gether, will mean that most American businesses will 
be in financial condition to meet any losses attribu­
table to war production which may be incurred at 
the end of the war. But the government should not 
be too readily satisfied with this point of view. If it 
should happen that reconversion or other war losses 
are larger than was foreseen, and larger than was 
taken into account in making settlements for war 
production, it will be only fair for the government 
then to make such provision as may seem necessary.
Tax Questions Involving Accounting Periods
In the section beginning on page 15, the problem 
of matching costs and revenues is discussed as a basic 
accounting concept. That idea is closely related to 
the concept of accounting periods now under consid­
eration, and a number of tax cases have brought both 
concepts into sharp focus. One of these47 involved 
the question of determining income when coupon 
books were sold during one period, which created a 
liability to deliver services in exchange for the cou­
pons, largely in a later period. The taxpayer “re­
ported as gross income from the sales of the coupon 
books . . . only that part of the proceeds therefrom 
which was represented by the actual performance... 
of the services specified. . . .” This was disallowed by 
the Tax Court, which required the taxpayer to report 
the gross proceeds from the sale of coupon books in 
the period of sale, although the costs of rendering 
the services called for would not be paid or incurred 
until a later period. This is an obvious breach of the 
principle of matching costs against revenue, and it 
makes the accounting period a more arbitrary and 
unreasonable concept than it need be. Robert H. 
Montgomery points out48 that Sec. 41 of the In­
ternal Revenue Code was designed to avoid this sort 
of thing by making “the taxpayer’s annual accounting 
period’’ as followed in “the books of such taxpayer”
the criterion for computing net income, unless the 
method followed “does not clearly reflect the income.” 
The ruling of the Tax Court reduces this section al­
most to nullity. Montgomery justly ridicules it not 
only as a point of principle, but also because, in the 
particular instance, the Tax Court insisted on in­
cluding in a low tax year income which should prop­
erly have been deferred to a higher tax year.
The shortcomings of annual reports as statements 
of income are recognized in a substantial way by the 
carry-forward and carry-back provisions with respect 
to the taxation of income. Such provisions have 
brought forth the remark that “the theory of annual 
income has been gradually discarded.”49 It would per­
haps be more appropriate to say that the limitations 
which many accountants have seen in annual state­
ments since the modem industrial age began are now 
coming to be more fully recognized. The several plans 
which have been proposed for postwar revision of the 
tax structure have devoted consideration to this mat­
ter, resulting in various suggestions with respect to 
modifying the periods and methods of carrying losses 
back or forward.50
Contributed and Earned Capital
The statement of accounting principles issued by 
the American Accounting Association included this 
passage: “Corporate capital, the equity of stockholders 
of all classes in the enterprise, consists of two major 
divisions—capital paid in by present and past stock­
holders, and earned surplus—which must be segre­
gated and clearly differentiated on the balance 
sheet.”51
In an article52 arguing for the abandonment of the 
term “capital surplus,” Robert H. Montgomery hu­
morously bewails the confusion which has arisen as 
a result of the use of the term. He recommends that 
the term “surplus” be restricted to earnings or un­
divided profits, and that items which have been called 
“capital surplus” be given other and more definitive 
names and included in the capital section of the bal­
ance sheet. George O. May recognizes the same diffi­
culty; with the use of the term “ ‘capital surplus’ 
a high degree of uncertainty of significance is at­
tained.” But he goes on to say that the expression * 4
46Hearings Before the Committee on Ways and Means, House 
of Representatives, Seventy-Seventh Congress, Second Session, on 
Revenue Revision of 1942. Revised March, April, 1942. Vol­
ume 2. Statement of Randolph E. Paul, pp. 1611-1656.
47South Tacoma Motor Co. v. Commissioner, 3 TC No. 51.
48“Administrative Tax Accounting Fallacies in Section 41,”
The Journal of Accountancy, July 1944, p. 14.
49J. K. Lasser in “The Tax Clinic,” The Journal of Account­
ancy, April 1944, p. 318.
50Rebecca Newman Golub, “The Postwar Tax Structure,” The
Journal of Accountancy, Oct. 1944, p. 296.
51“ Accounting Principles Underlying Corporate Financial
Statements,” The Accounting Review, June 1941, p. 137.
52Robert H. Montgomery, “Capital Surplus—Help Wanted,”
The Journal of Accountancy, Oct. 1944, p. 285.
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is now so well established that it is “easier to clarify 
than to change usage.”53 On the other hand, he ex­
presses the view that the term “surplus” itself, even 
without the qualifying “capital,” involves many diffi­
culties, and in Research Bulletin No. 12 he joins with 
the American Institute of Accountants committee on 
terminology to suggest that the discontinuance of its 
use should be considered.
These quotations reflect some of the different view­
points which have arisen with respect to the account­
ing .treatment of the capital section of the balance 
sheet. Initially it is a relatively simple matter to dis­
tinguish between amounts contributed by stockholders 
and amounts earned by the business through its opera­
tions. The distinction relates to the origin of the 
funds; that which comes from stockholders is con­
tributed capital; that which comes from operating 
profits is earnings. The difficulty arises after that 
point. When earnings have once been reported for 
the respective periods they become merged with the 
general assets of the business and from there on are 
capital. Speaking of surplus, Montgomery says: “It 
is as much a part of capital as is capital stock.”54 
Clearly this refers to a different aspect of surplus from 
that indicated when he says, “There is no such thing 
as capital surplus.”55 On the assets side of the balance 
sheet, where the real capital of the company is dis­
played, it is not possible to separate contributed capi­
tal and earned capital, and this is the basic reason for 
controversy. So long as a company’s capital is being 
increased, little difficulty arises; but when decreases 
occur from losses, especially unusual types of loss, dis­
pute is apt to arise as to which capital has been lost.
The question derives its importance from the legal 
aspects of accounting. “Which capital has been lost” 
very quickly become a question of “Whose capital has 
been lost,” which means conflict between the owners 
of different classes of equities. Even if there is no ques­
tion of changing the amounts of capital accounts 
proper, any change in one class of surplus rather than 
another may affect dividend policies, and disturb the 
relative rights of preferred and common stockholders. 
For such reasons it is incumbent upon accountants to 
maintain the distinction between contributed capital 
and earned capital as clearly as possible. In fact 
accountants are being called upon to make changes 
and reforms which will, it is supposed, offset the 
deficiences and conflicts of different legal provisions.56
In recent years there has been a growing tendency, 
especially among regulatory commissions, to simplify 
the problem by adopting a preferred order of charges 
for losses or write-offs. According to this notion the 
necessary debits should be made first to earned sur­
plus; if that is inadequate, to capital surplus; if that 
is exhausted, the remaining debits would be made to 
capital stock accounts. The latter step would, of 
course, involve something in the nature of reorganiza­
tion. Most of our leading accountants are opposed to 
any such arbitrary approach; they feel that it is im­
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portant to consider the facts of each case, the (nature 
of the particular charges, and to make an accounting 
decision which is compatible therewith.
The simplified view, of charging earned surplus 
with all losses, rests on the theory that there are no 
such things as capital losses; all of them are assumed 
to be incurred within the scope of operations of the 
business, and therefore to be treated as operating 
losses. Perhaps the best example to illustrate the 
fallacy of this view is premium paid on redemption of 
preferred stock. If stock with a par value of $1,000,000 
were issued at 105, there would be a credit of $1,000,000 
to capital stock preferred, and a credit of $50,000 
to premium on capital stock preferred. The two 
accounts together reflect the contributed capital of 
$1,050,000; and cash or other assets appear as the real 
capital on the assets side. If later this capital is re­
tired at 105, the logical accounting is to reverse the 
original entries, by debiting $1,000,000 to capital stock 
preferred and $50,000 to premium on capital stock 
preferred. The retirement is as clearly a capital trans­
action as was the original issue, and the debits must 
be to accounts recording contributed capital. If this 
reasoning be accepted, then the principle is established 
that premiums paid on retirement of preferred stock 
should be debited to the same accounts in which the 
premiums were recorded when received, and the argu­
ment that all such debits must be made to earned 
surplus falls to the ground.
The other kind of situation which has given rise to 
capital surplus has been the recording of increased 
values of capital assets. This question will be taken 
up in the section on Cost and Value; here it is sufficient 
to say that, insofar as it may be considered legitimate 
to credit capital surplus for increases in value, it is 
reasonable to make debits to the same capital surplus 
for decreases in value of the same character. The dif­
ficulty here is with the words “of the same character.” 
Decreases in property values are mostly of the char­
acter that should be recorded in depreciation account 
and charged against income. There is evident danger 
in opening the door for charges against revaluation 
capital surplus, and this danger was in mind in adopt­
ing one of the earlier rules sponsored by the American 
Institute of Accountants: “Unrealized profit should 
not be credited to income account of the corporation 
either directly or indirectly, through the medium of 
charging against such unrealized profits amounts 
which would ordinarily fall to be charged against in­
come account.”57 The latter part of this rule pro­
53George O. May, Financial Accounting (New York: Macmil­
lan Co., 1943), p. 203.
“Robert H. Montgomery, Auditing Theory and Practice, 6th 
ed. (New York: Ronald Press Co., 1940), p. 359.
55Robert H. Montgomery, “Capital Surplus—Help Wanted,”
The Journal of Accountancy, Oct. 1944, p. 286.
56George O. May, op. cit., pp. 203-214.
57American Institute of Accountants, Accounting Research Bul­
letin No. 1, Sept. 1939, p. 6.
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hibits charging against a revaluation surplus amounts 
which should be charged as depreciation against in­
come. There should be no difference of opinion as to 
the desirability of such a rule; but it is not necessary 
to go to the other extreme and say there can never be 
any transactions of a reverse character from those 
which gave rise to the original credits to capital 
surplus.
An instance of the latter view being taken is fur­
nished, however, by an opinion of the Federal Power 
Commission.58 The utility company had acquired 
properties from its parent company at an amount 
substantially in excess of cost to the latter; the excess 
Was held to he a write-up. The Commission ordered 
the write-up to be reversed; but instead of requiring 
the charge to be made against capital stock, which 
had been credited upon acquisition of the property, 
it required a charge against earned surplus. Clearly 
there was in this no thought of maintaining a dis­
tinction between contributed capital and. earned 
capital.
The problem here discussed arises once more from 
a conflict of two principles or ideas. One idea which 
has been strongly urged is that all changes in net 
worth, other than new issues or retirements of capital 
stock, shall go through the long-time earnings record 
of the company. The second rule is the one discussed 
in this section, that a clear distinction shall be drawn 
between contributed capital and earned capital. It is 
pot possible to adhere fully to both these rules at the 
same time. Examples have been given of transactions 
which seem to call for charges against capital surplus, 
without going through the record of earnings. It does 
not seem satisfactory to maintain a distinction between 
capital increases and earnings increases, arid give up 
the attempt to observe the same distinction between 
correspondirig decreases. The question must be listed 
among those upon which agreement has not yet been 
reached.
Capital and Income
The preceding section discussed the problem of 
distinguishing between contributed capital and earned 
capital. It therefore dealt mainly with the balance 
sheet equity accounts—capital stock, capital surplus, 
and earned surplus. In this section the related ques­
tion of capital and income will be examined. Here 
the emphasis will be upon the periodic measurement 
of the flow of income, while still maintaining the in­
tegrity of the quantity of capital with which the period 
started. Any impairment of capital sustained in the 
process of earning the income must be charged against 
the income before any result can be shown which may 
be described as net. “Capital” in this section includes 
both the contributed and the earned capital of the 
last section, up to the beginning of the period for 
which income is being ascertained. Thus this section
is also related to that dealing with accounting 
periods.59 *
The maintenance of the distinction between capital 
and income is of obvious practical and legal signifi­
cance. Any businessman who disregards it is in dan­
ger of having his capital consumed in operations and 
imperiling the successful continuity of his business. 
He is also likely to run afoul of such laws as those 
relating to dividends,80 which for the most part re­
quire that such distributions shall be out of income.
The rule for maintaining the integrity of capital 
before arriving at a figure for income cannot claim 
universal acceptance. Especially is this true of income 
available for dividends. “It is clear that an English 
company may, if its memorandum of association so 
provides, distribute profits without making any allow­
ance for wastage of capital assets, however readily 
determinable that wastage may be.”61 The examples 
furnished are those of a mine,62 and a fixed-term 
lease or annuity. The same rule has been held to 
apply to securities held as permanent capital.63 Of 
such decisions it has been said that they “are more 
concerned in what may legally be paid out as divi­
dends than with the essential nature of what took 
place.”64
This sounds the note of recent discussions, and “the 
essential nature of what took place” is, in the United 
States at any rate, for the most part held to require 
that capital gains and losses be clearly accounted for. 
But this does not necessarily require going to the 
other extreme and insisting that such gains and losses 
be shown as an integral part of income determina­
tion. Certainly there should be some differentiation.
The concept of “capital” here in mind is that of 
the assets which constitute the real capital of the busi­
ness, rather than of the accounts which record the 
equities in those assets. Of course, the two are related, 
and it is artificial to separate too sharply the account­
ing for the one from the accounting for the other. 
Nevertheless some problems impinge upon one aspect 
more than upon the other, and here it is more useful 
to think primarily of the actual net capital assets as 
being the quantum which must be maintained intact 
as a condition to the proper determination of income. 
This section therefore deals largely in terms of the 
asset accounts and the revenue accounts used in the
58Federal Power Commission: Opinion No. 89, Minnesota 
Power & Light Company. Reviewed by James L. Dohr in The 
Journal of Accountancy, May 1943, p. 466.
“See page 8.
60Sanders, Hatfield and Moore, A Statement of Accounting 
Principles (New York: American Institute of Accountants, 1938), 
pp. 45-52.
61George O. May, Financial Accounting (New York: Macmil­
lan Co., 1943), p. 90.
62The example commonly cited is Lee v. Neuchatel Asphalte 
Company (L. R. 41 Ch. Div. 1).
63Verner v. The General and Commercial Investment Trust, 
Limited ([1894] 2 Ch. 239).
64Henry Rand Hatfield, Surplus and Dividends (Cambridge: 
Harvard University Press, 1943), p. 40.
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determination of annual results; whereas the pre­
ceding section was concerned rather with the equity 
accounts for contributed capital and earned capital, 
respectively.
The consumption of capital assets in operations 
involves costs, and it is this phase which Paton and 
Littleton emphasize.65 * *With a good deal of reason 
they prefer to make the matching of costs and reve­
nues68 the central concept of their exposition. In the 
broadest sense the term “costs” includes unconsumed 
costs, which are assets or capital, and consumed costs, 
which are charges against current revenues. It is there­
fore clear that the two concepts “matching costs and 
revenues” and “capital and income” are complemen­
tary. The first matches consumed costs against the 
revenues which have been produced by their consump­
tion; the second reviews unconsumed costs to see that 
they represent capital maintained intact before stating 
an income figure. Of the two “capital and income” 
is the older concept; but “matching costs and reve­
nues” may perhaps become the more fruitful. Both 
will undoubtedly continue to be used as basic account­
ing concepts.
One phase of the distinction between capital and 
revenue is presented by the terms “capital expendi­
ture” and “revenue expenditure.”67 The former re­
lates to an expenditure for property of a life dura­
tion extending over several accounting periods, the 
latter to an expenditure for property which will be 
consumed within one accounting period. This par­
ticular distinction is perhaps not especially signifi­
cant;68 it refers to the first classification of expenditures 
between those expected to be charged against revenue, 
and those expected to be charged to an asset account 
and thus carried forward into succeeding periods. 
The really important distinction between capital and 
revenue charges is that which is effectuated at the end 
of the accounting period, when all the accounts are 
reviewed for the purpose of separating consumed costs 
from unconsumed costs.
The administration of the income tax is one of the 
most fruitful sources of dispute in this area. Since an 
income tax is supposed to be a tax on income, any 
deviation in the determination of income for tax pur­
poses has the effect of increasing or decreasing the rate 
of tax upon the true income. Many such deviations 
are in the nature of disallowances of costs which the 
taxpayer has actually incurred and regards as proper 
charges against revenues and the general effect is to 
increase the actual rate of tax above the official rate.69 
That this is a chronic problem is indicated by the 
fact that the British taxing authorities encounter the 
same difficulties.70 An alternative method of saying 
the same thing is that the tax at the official rate is 
being applied to part of the capital as well as to the 
reported net income.
Capital gains furnish an especially difficult prob­
lem. The term is as much a hybrid as is capital sur­
Ch. 1-p. 13
plus; both of them straddle the concepts of con­
tributed capital and earned capital. There is small 
wonder therefore, that both cause a great deal of 
confusion and controversy.
Discussions of the nature and treatment of capital 
gains come to one focus in connection with taxes. 
Under the British income tax code, capital gains are 
not income and are not taxable as such;71 in this coun­
try they are taxed as income. Recently there has been 
much argument in favor of either abolishing the 
American tax on capital gains, or at least of substan­
tially reducing it.72 The British point of view relies 
largely on the assumption that there is no increase 
in real, existing capital, but only an increase in the 
money value at which the capital is stated. The Amer­
ican view emphasizes the fact that this increase in the 
money value of the capital, when reflected in an actual 
transaction, has resulted in a realized gain to an in­
dividual, who should therefore be taxed for it.
Probably the most useful line of thought on this 
question is that items of capital gains should be traced 
to their several causes, as proposed by George O. 
May.73 This would show whether or not the so-called 
capital gain in a particular case did have its origin 
in income, in which case it would reflect an increase 
in real capital at some point, perhaps in the hands of 
a subsidiary. Mr. May adds: “My own preference 
would be, as the foregoing discussion has indicated, 
for a rule which would exclude gains and losses from 
income accounts except where they could be shown or 
fairly be presumed to result from causes the effects of 
which it is generally regarded as desirable to reflect in 
concepts of income.74
Cost and Value
“ ‘Costs’ are the fundamental data of accounting.”75
“The principal concern of accounting is the peri­
odic matching of costs and revenues.”76
“. . . primarily the accounting for fixed assets should 
be based on cost, but that perhaps the strongest argu­
ment in favor of this procedure is the difficulty and 
uncertainty that are encountered in determining 
value.”77
65W. A. Paton and A. C. Littleton, An Introduction to Cor­
porate Accounting Standards (Chicago: American Accounting
Association, 1940).
66See page 15.
67Harold G. Avery, “Capital and Revenue Expenditures,” The 
Accounting Review, Sept. 1941, pp. 274-281.
68George O. May, op. cit., p. 45.
69“The Tax Clinic,” J. K. Lasser’s regular section in The
Journal of Accountancy, offers many examples.
70The Journal of Accountancy, September 1944, pp. 214, 243.
71Roswell Magill, L. H. Parker and Eldon P. King: A Sum­
mary of the British Tax System (Washington, D. C., Government
Printing Office, 1935), p. 21.
72The Journal of Accountancy, Oct. 1944, p. 299; Nov. 1944, p. 
364; Dec, 1944, p. 456.
73George O. May, op. cit., p. 224.
74ibid,, p. 224.
75W. A. Paton and A. C. Littleton, op. cit., p. 25.
76ibid., p. 7.
77George O. May, op. cit., pp. 101-102.
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“Factors of production and other resources of an 
enterprise are measured at the date of acquisition by 
costs incurred or amounts invested.”78
“Values other than costs applicable to future pe­
riods should be treated in balance sheets as supple­
mentary data. . . ,”79
By these and many similar expressions, leading ac­
counting writers have in the last few years reiterated 
the view that the accounting record of expenditure 
transactions results in a statement of costs incurred, 
and that these costs are the necessary and fundamen­
tal record of the properties or services acquired. But 
beyond this agreement as to the desirability—indeed 
inevitability—of costs as the initial record, there is 
further agreement between the first two authorities 
cited that a total and unqualified adherence to cost 
is a practical impossibility as a long-run policy. Paton 
and Littleton contemplate any abandonment of costs 
with reluctance, so great is their appreciation of the 
importance of the cost basis. But their argument 
“merely rejects the proposition that periodic revalua­
tion has a settled place within the regular accounting 
framework.”80 “It does not deny the propriety of 
financial reorganization and attendant realignment of 
assets and equities when this becomes clearly neces­
sary or desirable and is accomplished in a controlled 
manner.” Further experience with an extreme em­
phasis on cost, in the form of “original cost,” led Pro­
fessor Paton later to a still more emphatic insistence 
upon recognition of value in property accounts, where 
necessary to reflect the true equities of the situation.81
May’s Financial Accounting opens up the subject 
with a chapter entitled “Cost and Value” which 
plunges immediately into the difficulties, in a world 
of changing values, of electing either cost or value as 
the exclusive basis for accounts. Only after an ade­
quate presentation of the shortcomings of the cost 
basis does he recognize that “Today, it is a fairly gen­
erally accepted rule of accounting that unrealized 
appreciation should not be recorded on books of 
account.” But further discussion leads him to the ob­
servation quoted at the opening of this section, that 
the difficulty of finding value is perhaps the greatest 
argument for cost. For him cost is far from being a 
panacea, and in many circumstances involves grave 
disadvantages.
The third authority quoted above, the committee 
of the American Accounting Association, adopts a 
more inflexible attitude when it regards costs not only 
as the desirable basis for the initial records, but as 
the basis to be adhered to subsequently without 
change. The “supplementary data” by which values 
other than costs are to be shown must be so presented 
as “to avoid obscuring the basic cost figures.” This im­
plies that such values have no place in the accounts 
proper. It still leaves open the question whether trans­
actions involving transfers to new owners may be 
regarded as establishing a new cost; the discussion
presumably refers to “costs incurred or amounts in­
vested” by the accounting unit.
This problem has received a new setting and a new 
emphasis from the efforts of utility regulatory com­
missions to establish “original cost” as the main basis 
for property accounts. This requires that property 
be stated primarily at the cost to the owner who first 
devoted it to public utility purposes. When a subse­
quent owner has acquired the properties at a different 
cost, the differences are to be recorded in certain sup­
plementary or adjustment accounts. The regulations 
which accompany these accounting systems have the 
effect of questioning the validity of these supplemen­
tary accounts, and of making the original costs re­
corded in the primary accounts to be of controlling 
significance. So much is this the case that the tendency 
has grown up among regulatory bodies at least, to 
regard “original costs” alone as being entitled to be 
called “costs,” and to speak of other costs recorded 
for a new owner as “value accounting.”82
All this means that a new system of “accounting 
principles” has been devised for the purpose of imple­
menting the regulatory theories of the commissions. 
It is not true that property accounting has always 
been on a cost basis, nor that leading accountants have 
always frowned upon the recognition of value in ac­
counts. It is more true to say that accountants have 
always recognized the shortcomings of accounts which 
took no cognizance of values which had departed 
widely from costs. “Cost” has typically meant cost to 
the present owner, the accounting unit, and not cost 
to a former owner. It is essential to remember that 
the general preference for the cost basis for property 
accounting has been exercised by free choice in an un­
regulated economy, and especially that the basis of 
stating a company’s property had no relationship to 
the prices at which it sold its products or services. 
To say that this constitutes justification for a com­
pulsory requirement of original cost, under conditions 
which suggest that the company’s rates are to be re­
lated to such cost, is a form of reasoning without 
precedent in accounting literature.
But while on the one hand accountants will prob­
ably continue to express disapproval of original cost 
as a general accounting principle, this need not lead 
to the opposite extreme of an undue emphasis upon 
reflecting values in accounts. The rejection of “peri­
odic revaluation” by Paton and Littleton will con­ * 8
78“ Accounting Principles Underlying Corporate Financial 
Statements,” The Accounting Review, June 1941, p. 134.
79ibid., p. 135.
80W. A. Paton and A. C. Littleton, op. cit., p. 126.
81W. A. Paton, “Accounting Policies of the Federal Power
Commission—A Critique,” The Journal of Accountancy, June 
1944, p. 432.
82See, for example, Federal Power Commission Opinion No. 
120, Docket IT—5825, in the matter of Montana Power Com­
pany, dated February 13, 1945. But see also opinion of Montana 
Public Service Commission, discussed in The Journal of Ac­
countancy, March 1945, p. 180.
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tinue to represent the general view. But there will 
doubtless be more explicit insistence on the costs of 
the accounting company, including the recording of 
any well-authenticated enhancement in value which 
may have been validated by legal transfer. And in­
quiry will continue for a proper basis for reflecting 
such enhancement in the accounts, even without legal 
transfer, when a statement prepared on a cost basis 
may be “misleading and even prejudicial to the proper 
interests of present owners.”83 It may be that quasi­
reorganization may furnish a basis for effectuating 
that purpose.
There are certain corollaries to any recording of 
enhanced values in property accounts. Perhaps the 
most important of these is that depreciation should 
thereafter be charged against revenues in amounts 
computed from the increased basis.84 Another is that 
the tendency to state excessive values, which has been 
too conspicuous in the past, has still to be guarded 
against, though it need not be used to discredit bona 
fide values.
It is worth pointing out that the cost-or-market 
rule for inventories is a form of value accounting, or 
at least a concession to value concepts, which has ac­
quired general support by reason of its proven ad­
vantages. Another example of the same nature is the 
SEC requirement for the showing of investments in 
the balance sheets of investment companies: “Invest­
ments . . . shall be shown in the balance sheet either 
at value, showing cost parenthetically, or at cost, show­
ing value parenthetically.” Many, if not most of such 
companies show them at current market value. Ex­
amples of this nature are sufficient to dispel any 
notion that cost is a universal basis.
A great deal of accounting writing has been de­
voted to the defense of the cost basis of accounts, as 
against those who have asked that values be shown.85 
It is a curious reversal when the accountant is called 
upon to defend figures which involve a correction of 
values, and which he has adopted on the basis of what 
he regards as conclusive evidence of the facts and 
equities, as against those who would like to make an 
inflexible rule in favor of cost.
Matching Costs and Revenues
In the section on Capital and Income above, refer­
ence has been made to the fact that “matching costs 
and revenues” has by some been preferred as a more 
fundamental concept of accounting. The phrase re­
curs many times in Paton and Littleton; 86 one of the 
most notable reads: “the principal concern of account­
ing is the periodic matching of costs and revenues 
. . .”87 In his own book,88 Paton says, “The revenues 
of a particular period should be charged with the costs 
which are embodied in or associated with the product 
represented by such revenues.” The primary purport 
of such phrases is clear on their face: their effectuation 
in practice is, as usual, attended by many difficulties.
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They connote that there must be a determination of 
the revenues properly allocable to a period,1 and that 
having done so, there must be a corresponding allo­
cation to the same period of all costs which properly 
attach to the earning of the revenues with which the 
period has been credited. Neither the revenue side 
nor the cost side is always easy of measurement; but 
it is asserted, as an important rule, that both sides 
must be governed by the same conditions and measure­
ments.
These measurements of costs and revenues are in 
effect measurements of efforts and accomplishments 
of the management. This is what gives them signifi­
cance, as much as—or more than—the ultimate figure 
of profit or loss. A too exclusive preoccupation with 
the latter is one of the most common causes of mis­
understanding of accounting data.
Paton and Littleton lay stress upon the importance 
of “verifiable, objective evidence”89 as the basis for 
measurement of both costs and revenues. With re­
spect to the latter they discuss the significance of the 
various stages of earnings—contracts, sale, billings, 
transfer of title, cash collection. Certainly it is de­
sirable that the “meter” by which revenues are to be 
measured shall be one which gives clear readings, and 
one which cannot be tampered with. The same is 
true of the allocation of costs through their successive 
stages, and of their ultimate application to revenues.
In other words, there can be little dispute about 
accepting these ideas as desirable basic concepts. But 
after this is done difficult problems arise in their exe­
cution. In the first place, the only yardstick for reve­
nues which is ultimately verifiable and objective is 
cash realization and collection; but it is generally 
agreed that, subject to certain provisions, the account­
ing process need not wait for that. Short of cash 
realization, many bench marks are presented by the 
variety of business conditions, so that frequently a 
choice must be exercised between alternative bases of 
measurement which are equally verifiable, or equally 
unverifiable. The problem might be more simple if 
it were a matter of measuring revenues alone, or costs 
alone; measuring them in relation to each other adds 
to the complications.
An example is furnished by the quotations from the
83A. Lowes Dickinson, Accounting Practice and Procedure 
(New York: Ronald Press Company, 1913), p. 80. (Quoted by 
George O. May in Financial Accounting, p. 91.)
84American Institute of Accountants, Accounting Research Bul­
letin No. 5, April 1940, p. 38.
85“The Cost Convention in Balance Sheets,” The Accountant, 
Nov. 29, 1941, p. 306.
86W. A. Paton and A. C. Littleton, An Introduction to Cor­
porate Accounting Standards (Chicago: American Accounting 
Association, 1940).
87ibid., p. 7.
88W. A. Paton, Advanced Accounting (New York: Macmillan 
Co., 1941), p. 458.
89W. A. Paton and A. C. Littleton, op. cit., p. 18.
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report of the New York Shipbuilding Company al­
ready given.90 On account of the long duration of 
the production process there arises in this case a 
presumption in favor of taking up costs and revenues 
on a basis of percentage of completion, for purposes 
of periodic measurement and reporting. Such a prac­
tice is approved by Paton and Littleton,91 who add:
“ ‘Percentage of completion’ here means the relation 
between cost incurred to date of computation and 
total estimated cost of the job as completed and ap­
proved by the customer, rather than a percentage 
based on time or physical amount as gauges of finan­
cial progress.” But this statement faces many difficul­
ties in practice. When a ship has reached the stage 
where half the estimated costs have been incurred, it 
may not be possible to arrive at a reliable “estimated 
cost of the job as completed and approved by the cus­
tomer.” Then again “time or physical amount” can­
not be ignored as measures of completion. It is 
common practice in shipbuilding to secure separate 
and independent reports of costs incurred to date on 
one hand, and of percentage of physical completion 
on the other, for purposes of testing whether or not 
the physical progress of the work is keeping pace with 
costs incurred. But experience shows that these are 
very difficult things to measure; this is especially true 
of “percentage of physical completion.” It is clear 
that, in cases of this kind, “matching costs and reve­
nues” requires some objective measurement of reve­
nues, and percentage of physical completion is about 
the only measurement of earnings that is independent 
of costs incurred. It is circumstances of this sort that 
lead to the adoption of such rules as that followed by 
the New York Shipbuilding Company. In the midst 
of uncertainty they are forced to adopt a working 
rule which experience and good judgment indicate 
to be safe and satisfactory in its results. In other 
Words, “verifiable, objective evidence” is not always 
available to an extent sufficient to obviate the neces­
sity for the exercise of experienced judgment.
Last-in, First-out Inventory Method
It is of interest to note that one of the advantages 
claimed for the last-in, first-out inventory method is 
that it results in charging current costs against current 
revenues. This, if true, would result in a better 
matching of costs and revenues. The claim has been 
carried further, when it is asserted of last-in, first-out, 
that “by requiring the matching of the sales price 
against the most recent purchase it should result in 
increased profits over a complete cycle.92 Whether or 
not this would be true in practice would depend upon 
a number of things, such as the pricing policy of the 
business, its volume of sales, purchasing policy, and 
operating costs. It is sufficient here to note that the 
method is advocated, among other reasons, as improv­
ing the relationship between costs and revenues.
Disallowance of Expense for Tax Purposes
One of the common types of case in which the prin­
ciple of matching costs and revenues is more honored 
in the breach than in the observance is that in which 
expenses incurred in earning income are disallowed 
in the taxing of that income. Such a case was Inter­
state Transit, in which an “undeniably legitimate ex­
pense,’* “which naturally arose in the conduct of its 
business,”93 was disallowed as a tax deduction for some 
technical reason which need not be discussed here. 
The point is that all such cases have the effect of 
defeating the matching of costs and revenues, and 
therefore cannot be regarded as resting upon sound 
accounting, whatever advantages they may possess 
from a tax administration point of view.
The “Single-step” Form of Income Statement
This is another concept which seems to be some­
what at odds with that of matching costs and revenues, 
but one for which the responsibility cannot be placed 
outside of accounting circles. Some accountants have 
advocated a form of income statement in which “all 
items of revenue are grouped together and totaled, 
and all items of expense and loss are grouped to­
gether, totaled, and deducted from the total revenue 
to show a single balance of net income for the 
period.”94 Without discussing at length the merits of 
this form of statement, it may be pointed out that it 
emphasizes allocation of costs to the period, and neg­
lects the allocation or imputation of costs to activities 
and products, which is a necessary step in a proper 
matching of costs and revenues.
It will probably be said by the proponents of the 
“single-step” form,95 that all these difficulties can be 
met within the scope of the compilation processes 
from which the final figures are derived. There is 
no doubt some truth in this, but it also remains true 
that the form carries certain emphases contrary to 
those of a close matching of costs and revenues. This 
and other examples which have been discussed there­
fore point to the difficulties of carrying out the concept 
of matching costs and revenues, desirable as it is 
in principle.
Cash or Accrual Basis
In the determination of both costs and revenues 
there arises the necessity for making a choice be­
90See the section on Character of Periodic Reports.
91W. A. Paton and A. C. Littleton, op. cit., p. 50.
92“The Last-in, First-out Inventory Basis,” Report by American 
Institute of Accountants Committee on Cooperation with Con­
trollers’ Congress of the National Retail Dry Goods Association, 
The Journal of Accountancy, Feb. 1942, p. 146.
93Professor Erwin N. Griswold in 56 Harvard Law Review 
1142. Quoted in The Journal of Accountancy, Dec. 1943, p. 499.
94“The ‘Single Step’ Form of Income Statement,” an editorial 
in The Journal of Accountancy, Aug. 1944, p. 89.
95See Warren W. Nissley, “The Form and Content of Corporate 
Income Statements,” The Journal of Accountancy, March 1945, 
p. 192.
tween various bases of measurement; in fact several 
such choices confront the accountant, one of them 
being that which is indicated by the title of this sec­
tion. The cash basis, in its most simple form, means 
that income and costs are assumed to be measured by 
cash receipts and expenditures; under this concept 
an income statement is nothing more than a state­
ment of cash receipts and expenditures. A moment’s 
reflection suffices to indicate that the cash basis in this 
extreme form cannot be accepted as even an approxi­
mately reliable measurement of effort and accomplish­
ment. It ignores entirely the practice of allocation 
of costs and income to periods and products, in such 
a way that a close correlation between the two will 
be achieved. The cash basis in this sense has almost 
no practical application outside of governmental ac­
counting, in which the system of appropriations and 
expenditures against them leads in most cases to an 
accounting system which is almost wholly on a cash 
receipts and cash payments basis. In federal income 
tax returns the option of a cash or accrual basis is 
offered, and the great majority of returns by individ­
uals are made on a cash basis. However, “If you keep 
accounts on the accrual basis, your return must be 
made accordingly.”96 and this applies to most cor­
porations. The difficulties of making a clear distinc­
tion between the cash and accrual basis are well re­
flected in the regulations dealing with the subject,97 
in which occurs the same reference to reliance on the 
taxpayer’s accounting system. For example, the so- 
called cash basis is broadly interpreted to include 
such items as income constructively received and de­
preciation, which are essentially accrual items. Any 
change from one basis to the other must be submitted 
for the scrutiny and approval of the Bureau.
The nearest thing to a cash basis which plays any 
important part in business accounting is that in 
which income is determined on a cash receipts basis, 
and then costs are so allocated that the cost of the 
goods for which income was taken up, or the proper 
proportion thereof, is charged against the income so 
determined. According to this basis, “Placing rev­
enue on a cash basis does not imply that expense 
should be measured by expenditure. Revenue is the 
controlling classification, and expense is simply the 
cost of the amount of revenue acknowledged.98 * In 
this Case clearly a large measure of “matching costs 
and revenues” is achieved; the great question is, 
whether it is the best basis for determining the 
amount of revenues to be attributed to the period. It 
has special advantages in the case of instalment sales, 
particularly when the instalments extend over a num­
ber of years. In such circumstances, to report the full 
amount of sales in the year in which they occur is 
open to serious disadvantages; no business would wish 
to pay tax on the income so determined, and such 
income could not be held out as available for distri­
bution. The procedure means that revenues are mea-
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sured on a cash receipts basis, while costs are accrued
accordingly. For income tax purposes, however, there 
are special regulations which differentiate the instal­
ment basis from the simple cash basis.99
“The accrual method of income reporting, broadly 
interpreted, is usually identified with the sales basis 
of measuring revenue.”100 It is the most general ac­
counting practice, and the most satisfactory for nearly 
all types of business. Under it the sale, with accom­
panying transfer of title, is the criterion of revenues 
earned; it is then the business of cost accounting to 
develop such cost allocations to be charged against 
these revenues (sales) as will be fair and reasonable.
It is not necessary here to deal with all the com­
plications which arise in making a distinction be­
tween the cash and the accrual basis. It is neces­
sary only to make clear the two different basic con­
cepts upon which they rest. One concept is that in­
come actually is earned gradually; it accrues day 
by day, even hour by hour; every act of the business 
contributes to augment it. But here the second 
concept comes to view, namely, the need for “veri­
fiable, objective evidence” 101 to support any process 
of measurement of income. The task of measuring in­
come strictly according to the gradual growth con­
cept is an impossible one. For purposes of measure­
ment, income must, so to speak, disclose itself in some 
specific overt transaction. Of all such transactions the 
receipt of cash is the most conclusive, and many his­
torical, governmental and practical influences have 
combined to give to cash receipts a status, as a mea­
surement of income, to which they are not entitled on 
any basis of sound theory; Accordingly the search 
has been for some basis which better reflected the 
emergence, the accrual of income, and, generally 
speaking, sales have come to be regarded as the best 
practical measurement of the accrual of income, and 
therefore the best reflection of the gradual growth 
theory of income. It is a necessary corollary that all 
costs which pertain to the goods or services sold will 
be charged against sales revenues, in the process of 
arriving at a net income figure.
Quantitative Measurement of Activities
In the preceding section reference has been made 
to the need for a scale of measurement which could be 
supported by “verifiable, objective evidence.” The
96United States Individual Income Tax Return, Instructions 
for Form 1040, 1944.
97U. S. Treasury Department, Bureau of Internal Revenue, 
Regulations 111, Sec. 29.41-2.
98W. A. Paton, Advanced Accounting (New York: Macmillan 
Co., 1941), p. 446.
99I. R. C. Sec. 44.
100W. A. Paton, op. cit., p. 446.
101W. A. Paton and A. C. Littleton, An Introduction to Cor­
porate Accounting Standards (Chicago: American Accounting 
Association, 1940), p. 18.
Ch. l-p. 18 Contemporary Accounting
present section is in some respects a continuation of 
of that idea.
In most businesses the total revenue from sales is 
an aggregate of many different products sold in vary­
ing quantities and at different prices. The corre­
sponding costs of these several products likewise rep­
resent a summation of various cost items for various 
amounts attaching to the several products. It is an 
essential concept of accounting that it is possible to 
add these variables together in two main series, one 
for revenues and another for costs. Both series con­
tain items which in many respects are heterogeneous, 
but for the present purpose it is sufficient that all of 
them are expressed in terms of the dollar as a com­
mon denominator. This it is which makes it possible 
to add all revenues into one total of revenue, and all 
costs into one total of costs. Some criticism has been 
leveled at this sort of accounting combination, which 
has been described as “adding apples and horses.” The 
answer to comment of this nature is that accounting 
is not concerned with apples and horses as such, but 
with their financial aspects. In particular, account­
ing is concerned with the ultimate outcome of busi­
ness operations in terms of its dollar amount. For this 
purpose it is logical and satisfactory to add and sub­
tract the dollar equivalents of the real articles which 
they represent, and thus to compute a final net result 
in terms of dollars. Not only is it possible in this way 
to combine different kinds of costs and revenue; it is 
possible also to combine many transactions—perhaps 
at different prices—involving any one kind of cost or 
revenue. This concept is emphasized by Paton and 
Littleton by their use of the term “price-aggregates” 
to express such combinations.102
This financial aspect of the matter is well illustrated 
in the definition of “Accounting” by the American 
Institute’s committee on terminology (the italics have 
been added here to aid the present exposition):
“Accounting is the art of recording, classifying and 
summarizing in a significant manner and in terms of 
money, transactions and events which are, in part at 
least, of a financial character, and interpreting the 
results thereof.”103
This emphasis of accounting upon the financial 
aspects of business transactions, which makes it pos­
sible to combine dollar amounts though they repre­
sent otherwise unlike quantities, is the concept which 
enables accounting to furnish a quantitative measure­
ment of activities and results. The total costs thus 
found are a measure of the total effort of the enter­
prise; the total revenues are a measure of its total ac­
complishment; the net income derived from offsetting 
costs and revenues is a measure of its net accomplish­
ment.
The quantitative measurement of activities thus 
achieved is not the only such measurement available 
to those interested in business. Many corporations, in 
their annual reports, supplement these monetary data
with other figures, not financial, but expressive of 
various physical quantities which, in one way or an 
other, serve as measures of performance. Thus a rail­
road reports such statistical matters as train, locomo­
tive, and car mileage statistics, passenger and freight 
traffic statistics.104 A steel company presents, along 
with figures of revenues and costs, statistics of tons 
of ingots produced, tons of finished steel shipped, and 
average number of employees on the payroll.105 A 
mining company furnishes figures of its annual output 
of products in ounces, pounds, or tons.106 Figures of 
this character serve an obvious purpose in helping a 
reader to form an impression of physical or quantita­
tive accomplishment. But it is equally obvious that 
these figures do not tell the final story; they do not 
furnish the important measurement of the ultimate 
results of matching aggregate costs against aggregate 
revenues, of services rendered against the costs of ren­
dering them. In a free economy this is a vital measure­
ment. In a government-operated economy its effects 
will ultimately assert themselves, though they may for 
a time be postponed or concealed.
Objective Facts and Opinion
Reference has several times been made to the de­
sirability—the necessity, so far as it is attainable—of 
making accounting records rest upon objective facts. 
This is particularly true of the accounting processes 
by which income is measured. Here the temptations 
are strong to allow the accounting records to be 
colored by the interest of one party or another who 
may be in a position to influence the accounts. Busi­
ness history is strewn with enough examples of this 
sort of thing to justify the strongest possible repre­
sentations in favor of objective and unbiased accounts. 
Such representations are made by Paton and Little­
ton, who vigorously emphasize the desirability of an 
objective treatment of accounting problems.107 But 
they also recognize difficulties and limitations. “Ac­
counting, however, can never become completely sci­
entific, because its factual materials can never be 
determined with complete and conclusive objec­
tivity.”108
The nature of this problem may be illustrated from 
the work and functions of the public accountant. The 
Securities and Exchange Commission has continued to
102W. A. Paton and A. C. Littleton, op: cit., p. 12.
103American Institute of Accountants, Accounting Research 
Bulletin No. 9 (Special), May 1941, p. 67.
104Pennsylvania Railroad Company, 1943 Annual Report, p. 
35 ff. Chesapeake and Ohio Railway Company, 1943 Annual 
Report, p. 54 ff.
105United States Steel Corporation, 1943 Annual Report, p. 26.
106Anaconda Copper Mining Company, 1943 Annual Report, 
pp. 6-7.
107W. A. Paton and A. C. Littleton, op. cit., pp. 18-21. 
108ibid., p. 19.
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insist upon his independence109—his freedom from any 
personal interest in the subject matter of the accounts 
which he is called upon to review. Only in this way, 
says the Commission, can he be expected to review 
the accounts with completely disinterested and objec­
tive eyes. But the customary words of the accountant’s 
report immediately point to the limitations upon ob­
jective facts, or verifiable facts. In this report the 
accountant does not commit himself to an unquali­
fied statement that the accounts do, as a matter of fact, 
set forth the position and earnings of the business. 
Instead of this, he expresses his opinion that the ac­
counts properly set forth the facts. The use of this 
“opinion” looks two ways. It takes cognizance of the 
fact that ordinarily the accountant has not made a 
complete and detailed audit; he has done only a sam­
ple checking, guided by his professional skill. But 
more important is the fact that, to a very considerable 
degree, accounting statements are in the nature of 
things tentative, and based on opinion. Examples of 
this have been given at several points in this chapter. 
In other words, the value of the public accountant’s 
services rests in his independent position and objec­
tive viewpoint; yet he does not, and cannot, hold him­
self out to be offering indisputable objective and veri­
fied facts; he states that he is expressing his opinion 
that the statements properly present the facts, and 
what is essential is that he shall form his opinion in 
an objective spirit.
Another  example is suggested by the discussion by 
Paton and Littleton. They begin by referring to “the 
emphasis placed [in Great Britain] upon objective 
evidence to support recorded transactions.”110 The 
propriety and desirability of this are undeniable; they 
appear for example whenever accounting records are 
entered as evidence in legal proceedings. But “ob­
jective evidence to support recorded transactions” is 
the easier part of the problem, and it is not enough. 
The more difficult and more important problem arises 
with the allocations of cost and income at the time of 
the periodic review of the accounts. Then it is that 
the record, however objective and complete it may 
be with respect to the nature of the original transac­
tion, must be subjected to scrutiny, and a determina­
tion made with respect to a division of charges and 
credits between the current period and the succeeding 
period. It is here that the greatest need for the ob­
jective exercise of the accountant’s judgment is called 
for; and here he faces his greatest difficulties, because 
his judgment must rest in considerable degree upon 
the unknown future.
But even this circumstance does not remove the 
opportunity and the duty of employing objective cri­
teria in the exercise of judgment. Certainly it remains 
wholly true that his judgment should not be warped 
by self-interest or any other bias. It does mean, how­
ever, that all the facts are not known to the account­
ant; that in some cases the facts will be clearer than
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in others; and the experience and professional skill 
of different accountants will vary, though they be 
equal in the objectivity of their minds.
The difficulties of objective determination are well 
illustrated by the accounting treatment of intangibles 
such as goodwill by different agencies of the govern­
ment. The Bureau of Internal Revenue allows no 
amortization of an investment in goodwill,111 thus 
implying that such an investment is perpetual. The 
Federal Power Commission,112 on the other hand, has 
manifested a tendency to require that all such invest­
ments be regarded as temporary, and subject to amor­
tization or write-off. The Securities and Exchange 
Commission has shown the same tendency as the Fed­
eral Power Commission, especially in cases coming 
under the Holding Company Act.113 In this connec­
tion, it may be pointed out that considerations which 
may be relevant to the intangibles of a public utility 
are not necessarily applicable to an ordinary indus­
trial or commercial company. Such conflicts in ac­
counting policy among government agencies point to 
grave difficulties in the way of objective determina­
tion. They even suggest that such agencies themselves 
may be influenced in their thinking by differing pre­
conceived concepts of the public interest and the so­
cial good. In that case all recommendations of ob­
jectivity should be addressed to them as well as to 
company and public accountants.
Consistency
Paton and Littleton do not specifically list con­
sistency among their basic concepts, but it is implied 
in much of their argument on continuity, matching 
costs and revenues, and objective treatment of ac­
counts. Conformity with all the precepts which they 
lay down under these headings would certainly mean 
that the rules are continuously observed and that 
would give consistency.
What makes the word “consistency” or “consistent” 
significant is illustrated by its use in the customary 
form of auditor’s report, which says that the financial 
statements fairly present the facts “in conformity with
109The Journal of Accountancy, April 1941, p. 383, SEC Opin­
ion; July 1943, p. 84, SEC Rules; March 1944, p. 258, SEC 
Release; p. 179, editorial on SEC Release; January 1942, p. 54, 
article by Frederick H. Hurdman.
In the 1943 report of the United States Steel Corporation the 
auditors’ report begins: “As independent auditors . . . we have 
examined ...”
110Paton and Littleton, op. cit., p. 18.
111U. S. Treasury Department, Bureau of Internal Revenue, 
Regulations 111, Sec. 29.23 (1)3.
112Federal Power Commission, Opinion No. 120 Docket IT- 
5825, February 13, 1945. In the Matter of the Montana Power 
Company, p. 73.
See also George O. May, Financial Accounting (New York: 
Macmillan Co., 1943), pp. 155-157.
113See Chapter 38, “Requirements of the Securities and Exchange 
Commission,” by William W. Werntz and Edmund B. Rickard. 
See also Accounting Series Release No. 51, January 26, 1945, 
reproduced in The Journal of Accountancy, March 1945, p. 262.
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generally accepted accounting principles applied on a 
basis consistent with that of the preceding year.” It 
has frequently been said, in accounting discussions, 
that the choice of one practice rather than another is 
in many cases less important than that the practice 
chosen shall be consistently followed from period to 
period. The converse of this is that many of the 
most objectionable accounting practices arise from 
varying a rule from year to year, in such a way as to 
make the best (or sometimes the worst) showing in 
each year. Such practices disregard the principle of 
continuity of accounts, and result in one year’s ac­
counts repudiating the representations made in the 
preceding year.
Consistency, it will be observed, refers especially to 
uniformity of practice in two succeeding years, so 
that the results shown are truly comparable. But 
basically the rule contemplates uniformity of practice 
over long periods of time and this result will be at­
tained if each year’s accounts are made consistent with 
those of the preceding year.
One of the most emphatic assertions of the prin­
ciple of consistency is that contained in the Income 
Tax Regulations.114 There it is required that a tax­
payer who desires to make a change in the basis of 
preparing his accounts shall make formal application 
to the Income Tax Division for permission to make 
the change. The application must be accompanied 
by a statement showing all the items that would be 
affected by the change, and the manner in which they 
would affect the statement of income. The regula­
tions imply, and experience shows, that changes of 
accounting practice will in general be discouraged.
Related to this is a recent recommendation of the 
American Institute’s committee on federal taxation, 
which reads as follows:
“The taxpayer should be permitted to employ any 
method of accounting provided he is consistent in its 
use and it is in accordance with generally accepted 
accounting principles.”115
This recommendation is in line with the view of 
many accountants that a considerable range of choice 
of practice may be allowed, provided it is understood 
that the method chosen will then be consistently 
followed.
A few examples of occasions on which the rule of 
consistency has been asserted in recent years will 
Serve to indicate the scope and variety of its applica­
tion.
In an article on the nature of accounting state­
ments116 it is asserted that consistent treatment of 
items would conduce to a better appreciation of the 
significance of accounts.
In discussions between a subcommittee of the com­
mittee on auditing procedure of the American Insti­
tute of Accountants and William W. Werntz, chief 
accountant of the Securities and Exchange Commis­
sion, concerning the wording of the auditor’s report,
Mr. Werntz desired particularly that the report make 
clear whether any qualifying remarks that might be 
included had the effect of qualifying the statement as 
to consistent practice by the company.117
A release of the Securities and Exchange Commis­
sion dealt with a point involved in the preparation 
of consolidated accounts. The release stated that if a 
subsidiary were to be excluded from consolidation, 
after having been included in previous years, this 
would amount to a departure from consistency and 
should be mentioned.118
In an article dealing with the cost accounting prob­
lem of overhead allocation, with special reference to 
costing of government contracts, much emphasis was 
laid on the principle that, when once the overhead 
basis was decided upon, it should be consistently fol­
lowed. The writer added: “Sometimes a contractor 
attempts to exploit the advantageous features of two 
methods and thus penalizes the government costs.”119
This sentence well expresses the fundamental rea­
son for the importance of consistency.
Full Disclosure
Full disclosure is not quite on the same plane 
with the concepts that have so far been discussed; 
yet it is an idea to which great importance has been, 
and still is, attached. As regards the books of account 
themselves, full disclosure will be achieved if the 
accounting rules designed to serve such concepts as 
generally accepted accounting principles, the quanti­
tative measurement of activities, matching costs and 
revenues, capital and income, and objective facts and 
opinion are fully observed. This will mean that com­
plete and reliable information is contained in the 
records. But the term “full disclosure” is commonly 
used with respect to people such as stockholders who, 
while having an interest in the business, do not have 
direct access to the books, and perhaps could not get 
much out of them if they did have access to them. 
Under these circumstances there is an obligation upon 
those who prepare from the books the accounting 
statements which are the sole source of information 
to others, to make these statements as reliable and 
informative as they can be made. This is where full 
disclosure is essential. At one time it was sought to 
discharge this obligation by the phrase “in accord­
ance with the books,” but it is now clearly recognized 
that this is not enough, since it means that any de­
ficiencies in the books are reflected in the statements.
114Sec. 29.41.2.
115“Revisions of the Internal Revenue Code,” The Journal 
of Accountancy, December 1944, p. 461.
116Howard C. Greer, “Structural Fundamentals of Accounting 
Statements,” The Accounting Review, July 1943, p. 193.
117“Accountant’s Report and Opinion,” The Journal of Ac­
countancy, March 1944, p. 229.
118The Journal of Accountancy, April 1942, p. 383.
119Clark L. Simpson, “Overhead Prorations and Complica­
tions,” The Journal of Accountancy, July 1944, p. 18.
Progress in Development of Basic Concepts
Full disclosure now means, therefore, that both the 
books of account and the statements drawn from them 
must satisfy the rules of good accounting practice.
The American Institute of Accountants has always 
emphasized the importance of full disclosure. In a 
letter addressed to the committee on stock list of the 
New York Stock Exchange dated September 22, 1932, 
the Institute’s committee on cooperation with stock 
exchanges said:
“The more practicable alternative would be to leave 
every corporation free to choose its own methods of 
accounting within the very broad limits to which ref­
erence has been made, but require disclosure of the 
methods employed and consistency in their applica­
tion from year to year.”120
The series of accounting research bulletins which 
began to appear in 1940 has included constant re­
iteration of the concepts of full disclosure, as applied 
to a wide variety of items and circumstances.121
When the Securities and Exchange Commission 
was set up in 1934 there was a good deal of discussion 
of “full disclosure,” and particularly as to how far it 
was efficacious in securing good accounting and fur­
nishing proper information to investors. The view 
was urged that the fact of a company having to make 
full disclosure of its accounting practices would in 
itself go far to secure the soundness and integrity of 
the accounts. The Commission has, however, pro­
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gressively rejected this concept, and has undertaken 
itself to prescribe the rules under which the state­
ments it requires shall be prepared. Notwithstanding 
this, it is in order to say that the publicity attendant 
upon full disclosure is still a very salutary influence. 
It is interesting to note that in England where 
amendments to the Companies Act are under discus­
sion, consideration is being given to the question “to 
what extent disclosure should be made compulsory 
by statute and what should be left to the good sense 
of the directors and to the application of the prin­
ciples laid down by the auditors.”122
During the war the question of possible divulgence 
of military information in the annual reports of com­
panies largely engaged in war work has come up for 
consideration. The Securities and Exchange Com­
mission has taken steps to avoid such a result, and has 
modified some of its requirements which were origi­
nally designed to secure full disclosure.123
120Published by the Institute in 1933 as a pamphlet, “Cor­
porate Accounts and Reports.”
121American Institute of Accountants, Accounting Research 
Bulletins; No. 4, p. 32; No. 10, p. 92; No. 15, p. 127; No. 21, pp. 
171, 174; No. 23, p. 192; No. 24, p. 196.
123Proposed Amendments to the English Companies Act,” The 
Journal of Accountancy, September, 1944, p. 255, par. 6430.
123Securities and Exchange Commission: Securities Act of 1933 
—Release No. 864, June 26, 1936, and Release No. 2781, February 
19, 1942.
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CHAPTER 2
BALANCE SHEET
By William A. Paton
Present-Day Status of Balance Sheet
In the last few years there has been a justified turn­
ing of attention to the process of measuring business 
income and the resulting income statement. This does 
not mean that the balance sheet has lost any of its 
technical and practical importance. The balance sheet 
remains the basic statement in the sense of constitut­
ing the master account, the summarized final result of 
the technical process of recording under double-entry 
procedure. Moreover, the balance sheet remains a 
statement of first-rate practical importance from the 
standpoint of current creditors, long-term creditors, 
stockholders, regulatory agencies, and other interested 
parties. The income statement alone, without the 
company of the balance sheet, would have a very lim­
ited significance. When in comparative form, for five 
years or more, the balance sheet and related analyses 
of working capital also show the course of the enter­
prise, the trends of the essential financial elements.
There is no prospect whatever that the balance 
sheet will be relegated to an inferior position in pub­
lished statements as a result of the recent growth of 
interest in the problems of income determination. 
When Chester Martin asks the question: “Do We 
Need a Balance Sheet?”1 he is really concerned with 
forms and arrangement, not with any proposal to dis­
card the data the balance sheet seeks to disclose.
Basis of Balance-Sheet Values
The basis of the balance sheet is the same as that 
of the accounts themselves. Following is an outline of 
the underlying standards and rules which control the 
general process of accounting for costs and values 
which form the framework for the compilation of the 
asset side of the balance sheet. This outline is in part 
adapted from James L. Dohr’s paper, “Cost and 
Value.”2
1. The basis on which tangible and intangible as­
sets, and all classes of services, should be transferred is 
fair market value at the date of transfer. This stand­
ard holds for transactions between associated or affili­
ated parties as well as for transactions between en­
tirely independent persons.
2. Normally the negotiated price or cost agreed 
upon by the contracting parties may be accepted for 
accounting purposes as a reasonable reflection of fair 
market value at date of transfer. The real price or 
cost is measured by the amount of cash or equivalent 
paid by the party acquiring the asset.
3. Accounting procedure is based on cost initially 
in the sense that normally the party acquiring assets 
(including services) by purchase records the amount
of his total cost, measured by cash expenditure or 
equivalent, as the original accounting measure of the 
resource acquired; accounting is based on value ini­
tially in the sense that cost generally represents the 
most reliable evidence available of fair market value 
at date of acquisition.
4. Subsequent accounting treatment of recorded 
costs varies with the kind of resources involved and 
the conditions which are associated with owning and 
using such resources. In general it is the object of 
accounting to provide a treatment which shall be rea­
sonably in accord with objective circumstances re­
flected in the history of the enterprise owning and 
using the resources, with due regard for the needs of 
the various parties at interest.
5. In the case of short-lived resources (commodities 
and services whose costs are chargeable to revenue in 
full in the period of acquisition or shortly thereafter) 
it is generally reasonable to maintain cost figures in 
the accounts, without revision, throughout the eco­
nomic life of the particular factor within the particu­
lar concern. This rule, however, is subject to the 
qualifications stated in 7 and 8.
6. In the case of long-lived assets subject to depreci­
ation, amortization, or depletion the standard ac­
counting procedure requires systematic absorption of 
cost over estimated service life through depreciation, 
amortization, or depletion charges. In the case of long- 
lived assets not subject to depreciation, amortization, 
or depletion it is standard procedure to retain cost in 
the accounts, without modification, indefinitely. These 
rules, however, are subject to the qualifications stated 
in 7 and 8.
7. Whenever present value is greatly below cost (or 
cost less depreciation, amortization, or depletion) and 
the evidence indicates clearly and convincingly that 
this condition is likely to prevail for a considerable 
time, or that there is no reasonable expectation that 
cost can be recovered in the ordinary course of busi­
ness, appropriate recognition may be given to fairly 
determined present value. In special cases the adjust­
ment of recorded cost may be interpreted as a correc­
tion of inadequate depreciation, amortization, or de­
pletion accruals to date.
8. Whenever present value is greatly in excess of 
cost (or cost less depreciation, amortization, or deple­
tion) and the evidence indicates clearly and convinc­
ingly that this condition is likely to prevail for a 
considerable time, appropriate recognition may be 
given to fairly determined present value. In special 
cases the adjustment may be interpreted as a reinstate 
ment or restoration of costs written off prematurely 
or through error.
9. When recognition is given to present value, un­
der the conditions indicated in 7 and 8, there must be
1The Journal of Accountancy, April 1943, pp. 343-347.
2The Journal of Accountancy, March 1944, pp. 193-196.
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full and complete disclosure, and in cases of compre­
hensive revaluation, particularly those involving long- 
lived assets, the method of the accounting reorganiza­
tion (the “quasi-reorganization”) should presumably 
be employed.
10. In the case of current resources, the application 
of the rules stated under 7 and 8 is largely a matter of 
inventory valuation, and the accounting treatment 
should be in accord with this fact. In the case of fixed 
assets the charges resulting from major adjustments 
downward should be viewed as special losses, and 
should be diposed of accordingly. Credits resulting 
from recognition of value in excess of cost (or cost less 
amortization) should not be accounted for as realized 
income or earned surplus.3 Where the modification 
of cost figures—assets—takes the form of an accounting 
reorganization the accounting treatment should be 
appropriate to this condition.4
As indicated above, the proper measure of cost is 
the total amount of cash paid by the party acquiring 
the asset. If the medium used is property other than 
cash the fair market value of the property transferred 
expresses the cost of the property acquired. If the 
medium is in the form of securities having an estab­
lished market value, not dependent in any substantial 
degree upon the transaction in question, the estab­
lished market value of the securities issued or paid 
may be used as a measure of cost. If the securities 
issued have no established market value, and their 
market value depends primarily upon the value of the 
property received in exchange for the securities, the 
fair market value of the property acquired is generally 
the most significant measure of its recognizable cost.
The quasi-reorganization, corporate readjustment, 
or accounting reorganization as it is variously called, 
is a formal, controlled means by which recorded data 
may be restated when major changes have occurred 
which render the figures resulting from the ordinary 
processes of accounting inadequate and misleading 
from the standpoint of the purposes accounting is 
supposed to serve. During the depression years this 
mechanism was resorted to in a good many instances 
to permit a major downward revision of recorded 
cost, primarily with respect to investments, land, plant 
assets, and intangibles, designed to bring the data of 
the accounts into line with the actual economic con­
ditions. In the event of a long period of advancing 
prices in the postwar period the mechanism of ac­
counting reorganization might again be called upon 
to afford a basis for a “fresh start,” with significant 
figures. It should be borne in mind that this process 
is to be resorted to only in unusual circumstances; 
it is not intended to open the door to frequent adjust­
ments, outside the ordinary procedures of accounting.
In “Accounting Principles Underlying Corporate 
Financial Statements,” prepared by the executive 
committee of the American Accounting Association 
and issued in June 1941, the following appears:5
“Values other than costs applicable to future pe­
riods should be treated in balance sheets as supple­
mentary data, and then only when supported by sub­
stantial evidence. Such data should be adequately 
described and shown parenthetically, by footnote, or 
in separate schedules, to avoid obscuring the basic 
cost figures.”
The statement issued by the Association does not 
definitely recognize the concept of quasi-reorganiza­
tion, but it should not be assumed that the committee 
intended to rule out the possibility of a “fresh start” 
under controlled conditions when revision of re­
corded cost data are necessary to make it possible for 
the accounts and resulting statements to fulfill their 
function of furnishing the most significant informa­
tion possible to the various interested parties. In fact, 
the committee sets up as the first sentence of its “basic 
assumption” the following:
“The purpose of periodic financial statements of 
a corporation is to furnish information that is neces­
sary for the formulation of dependable judgments.”
For a more complete discussion of the problem of 
“cost and value” in accounting, see Chapter 5 of 
Financial Accounting, by George O. May.6
Limitations of Balance Sheet
The balance sheet is often referred to as the “state­
ment of financial position.” In the system of accounts 
prescribed for electric utilities by the Federal Power 
Commission, for example, the following appears on 
page 12:
“The balance sheet accounts are intended to dis­
close the financial condition of the utility as of a given 
date by showing its assets and other debits, and lia­
bilities, capital stock, surplus (or deficit) and other 
credits.” [Italics added.]
There is no objection to this interpretation of the bal­
ance sheet provided the limitations of the statement 
as a presentation of the immediate value of the going 
concern are recognized. With respect to plant assets 
in particular the balances shown (usually based on 
cost less accrued depreciation to date) often will not 
even approximate either immediate realizable values 
or current values in use. Specialized plant assets are 
more or less irrevocably committed to operation in a 
particular setting and hence may have a relatively 
small independent liquidation value as compared 
with cost less depreciation. Moreover, as a result of 
changing prices and other changes in economic con­
ditions the recorded values of such assets may come 
to be decidedly out of line with market value assum­
ing continuing activity. Then there is the question 
of intangibles. Many factors bearing upon both imme-
3See Accounting Research Bulletin No. 5, American Institute 
of Accountants.
4See Accounting Research Bulletin No. 3, American Institute
of Accountants.
5See The Accounting Review, June 1941, p. 135.
6 (New York: Macmillan Co., 1943.)
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diate and long-run financial standing are not ordi­
narily reflected in the balance sheet. The general 
character of management, the loyalty and efficiency 
of the labor force, the credit standing of the organi­
zation, the reputation of the concern with consumers 
—these and similar factors may have a decided bearing
* on the financial status and worth of the enterprise 
and yet may be reflected imperfectly if at all in the 
accounts and statements. As a rule intangible assets 
are given accounting recognition only in cases in 
which such properties have been acquired by purchase 
in their entirety, or as a result of piecemeal expendi­
ture, and even where intangibles do appear the actual 
value at the date of the balance sheet may be more or 
less than the recorded amount.
Under wartime conditions financial statements have 
become subject to additional limitations. As pointed 
out by Percival F. Brundage,7 the difficulties and un­
certainties involved in the computation of profits on 
contracts in process, the estimating of the effect of 
possible renegotiation, the determination of tax lia­
bility, the measurement of the effect of possible termi­
nation of contracts, etc., create a situation in which 
financial statements are bound to be “only approxi­
mate or provisional. Some years hence it will be 
possible to issue statements covering a five- or ten-year 
period including these war years which will be reason­
ably informative and accurate, but not at the present 
moment.”
Main Divisions of Balance Sheet
The balance sheet, or statement of financial posi­
tion, includes three main classes of data:
1. Assets.
2. Liabilities.
3. Equity of stockholders.
Each of these categories is subject, of course, to more 
or less subdivision, depending upon the nature of the 
enterprise and the needs of the parties for whom the 
statement is intended.
It has sometimes been suggested that this classifica­
tion is not adequate to cover all of the account bal­
ances which may properly find expression in the bal­
ance sheet, particularly with respect to certain debit 
balances. Thus Robert H. Montgomery has proposed,8 
perhaps not too seriously, that the left-hand side of 
the balance sheet be labeled “assets, etc.” Likewise in 
the form of balance sheet prescribed for electric utili­
ties by the Federal Power Commission the asset side 
is headed “assets and other debits.” Notwithstanding 
these suggestions the position taken here is that if all 
contra and other modifying accounts are properly in­
terpreted and located the balance sheet will consist of 
a clear-cut array of the three divisions of data stated 
above.
General Definitions of Assets and Liabilities
A phase of the active study of accounting principles
and procedures which has been under way the, last 
few years is the effort to examine and define basic 
terms. In a report of the committee on terminology 
of the American Institute of Accountants (issued as 
Accounting Research Bulletin No. 9) the balance 
sheet is defined as follows:
“A tabular statement or summary of balances
(debit and credit) carried forward after an actual or 
constructive closing of books of account kept by 
double-entry methods, according to the rules or prin­
ciples of accounting. The items reflected on the two 
sides of the balance sheet are commonly called assets 
and liabilities, respectively.”
The committee similarly defines an asset as:
“A thing represented by a debit balance (other 
than a deficit) that is or would be properly carried 
forward upon a closing of books of account kept by 
double-entry methods, according to the rules or prin­
ciples of accounting.”
The committee’s definition of a liability, in relation 
to a balance sheet, is:
“A thing represented by a credit balance that is or 
would be properly carried forward upon a closing of 
books of account kept by double-entry methods, ac­
cording to the rules or principles of accounting, pro­
vided such credit balance is not in effect a negative 
balance applicable to an asset. Thus the word is used 
broadly to comprise not only items which constitute 
liabilities in the popular sense of debts or obligations 
(including provision for those that are unascer­
tained) , but also credit balances to be accounted for 
which do not involve the debtor and creditor rela­
tion. For example, capital stock, deferred credits to 
income, and surplus are balance-sheet liabilities in 
that they represent balances to be accounted for by 
the company; though these are not liabilities in the 
ordinary sense of debts owed to legal creditors.”
In “Terminology of the Balance Sheet”9 Arthur
C. Kelley criticizes these definitions as being unduly 
related to the formal process of bookkeeping and as 
lacking in substance and proposes the following sub­
stitutes:
“A balance-sheet is the technical term used by 
accountants to describe a statement showing the 
nature and amounts of the assets, liabilities, and capi­
tal of a business enterprise at a particular point of 
time. The common phrase used for this is a ‘state­
ment of assets and liabilities.’ ”
“An asset is a storage of service, or anything that 
renders or is capable of rendering a service to the 
enterprise.”
7“Questions of Presentation of Financial Statements Having 
Their Origin in War Conditions," Accounting Problems in War 
Contract Termination, Taxes, and Postwar Planning (Papers 
presented at the 56th annual meeting of the American Institute 
of Accountants), 1943, pp. 43-50.
8“The Curse of Balancing, or Theory v. Practice,” The Journal 
of Accountancy, April 1937, pp. 279-280.
9The Journal of Accountancy, December 1941, pp. 510-513.
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“A liability is an obligation to pay money to a 
creditor in the future.”
“For the purpose of a balance-sheet, the word ‘cap­
ital’ is used to describe the claim or equity of the 
owner or proprietors in the assets of the enterprise. 
In the case of a corporation, this equity or claim of 
the stockholders is represented by the capital stock, 
surplus and surplus reserves. Other terms often used 
with the same meaning are ‘proprietorship’ and ‘net 
worth.’ ”
As Kelley points out, a sharp distinction should be 
drawn between a true liability and the proprietary 
equity. He prefers “capital” to “proprietorship” or 
“net worth” (with its unfortunate connotation of 
“present value”) but finds none of the three wholly 
satisfactory.
Another critic of the committee’s definitions is Wil­
liam H. Whitney.10 This writer emphases the point 
that the asset side of the balance sheet includes two 
classes of items, (1) “funds” and (2) “unabsorbed ex­
penditures,” and urges that “liabilities, invested capi­
tal, and undistributed profits” is preferable to “lia­
bilities” as a caption for the credit side of the balance 
sheet.
Main Classes of Assets
For accounting purposes the generally accepted 
starting point in asset classification is the current-fixed 
basis of division. This line of separation has financial 
and administrative significance, and accountants con­
sider it more useful than such alternatives as the 
personalty-realty and tangible-intangible groupings. 
As the term implies, the “current” assets are the rela­
tively liquid, short-lived resources. The expression 
“fixed” is less appropriate, but is the traditional gen­
eral designation for the relatively non-liquid, long­
term property elements. The current classification in­
cludes all resources which can reasonably be viewed 
as representing working capital—the relatively active 
and rapidly revolving fund; the fixed classification in­
cludes all resources which can reasonably be viewed 
as representing the fixed capital—the relatively inac­
tive and slowly moving investment.
In recent years there has been considerable discus­
sion of the general distinction between current and 
fixed assets, with particular reference to the limita­
tions of such classification as ordinarily applied and 
the possibilities of amending the conventional defi­
nitions. In a paper presented at the 1933 meeting of 
the American Accounting Association11 the writer 
suggested that the underlying line of cleavage is be­
tween money resources or purchasing power on the 
one hand and costs incurred applicable, to future oper­
ations on the other. Although this suggestion has 
merit it fails to recognize adequately the important 
practical differences, for most cases, between current 
costs incurred and long-term cost commitments. The 
following statement, taken from a later paper,12 bears 
on this point:
“Possibly it would help to recognize three main 
groups of assets in the case of the typical industrial 
concern, as follows:
“1. ‘Actual cash’ on hand and in bank, ‘cash in 
process’ (ordinary receivables), and the backlog of 
working capital in the form of ‘invested cash’ ’’—gov­
ernment bonds and other marketable securities.
“2. Costs incurred in the form of materials and sup­
plies, work in process, and finished goods, and cur­
rent prepayments for services.
“3. Costs incurred in the form of productive agents 
or facilities, including long-term cost commitments 
and prepayments for various forms of services.
“In addition to these three major groups it would 
of course be necessary to recognize two other types 
of assets wherever such occur: (1) long-term fund 
accumulations and investments, such as stock of an 
affiliated company; (2) intangibles of various kinds.”
At the 1943 meeting of the American Accounting 
Association, Stephen Gilman pointed out some of the 
faults of the current classification and suggested a 
three-fold division of assets as follows:13
1. Cash.
2. Deferred charges to cash.
3. Deferred charges to revenue.
By “deferred charges to cash” Gilman means ordi­
nary receivables and other items readily collectible or 
convertible into cash. In this classification inventories 
are definitely grouped with long-term cost factors such 
as buildings and equipment.
Groups of Current Assets
If the conventional basis of classification is adopted 
five groups of current assets are recognizable:
1. Cash in its various forms.
2. Marketable securities (not pledged or oth­
erwise restricted).
3. Short-term receivables.
4. Inventories (with the possible exception 
of very slow-moving stocks).
5. Short-term prepayments.
Balance-sheet practice generally conforms to this 
classification except in the case of current prepay­
ments. Prepayments of rent, insurance, etc., are often 
improperly grouped with long-term “deferred 
charges.” Actually such assets are just as current as 
most elements of inventory and have about the same 
financial significance. The current character of pre­
paid insurance, indeed, is especially fortified by the 
possibility of prompt redemption in cash (at the re­
10“Interpreting the Results Thereof,” The Journal of Account­
ancy, November 1941, pp. 426-436.
11The Accounting Review, June 1934, p. 122-
12“Classification and Sequences in Financial Statements,” in 
Accounting Problems in War Contract Termination, Taxes, and 
Postwar Planning (Papers presented at the 56th annual meeting 
of the American Institute of Accountants), 1943, p. 57.
13“Accounting Principles and the Current Classification,” The 
Accounting Review, April 1944, pp. 109-116.
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demption rate) if the policy is canceled. On the other 
hand it may be argued that in the case of long-term 
insurance contracts the existence of a possible re­
demption or surrender value does not warrant inclu­
sion in working capital from the point of view of the 
going concern.
A second bit of questionable classification, often 
encountered, is the inclusion of ordinary supplies on 
hand in a catchall of “deferred charges” rather than 
in current inventories. Office supplies, factory supplies, 
and selling and shipping supplies are generally cur­
rent rather than long-term factors. A doubtful case is 
found in construction supplies. In the case of a public 
utility, for example, a major portion of the item of 
“material and supplies” may represent supplies which 
will be used to replace or extend plant facilities.
The foregoing comments should serve to indi­
cate that judgment must be exercised in many cases in 
determining what resources shall be included in the 
current division. No rigid rule can be followed; there 
will always be doubtful cases. Even cash may not be 
included in current assets (at least without explana­
tion) in some cases. For example, the cash received 
from the issue of securities (or other sources) which 
is in the bank awaiting use to acquire fixed assets can 
hardly be viewed as a part of working capital. In one 
case where this point was neglected the current ratio 
varied from 2:1 to 25:1 over a period of years.
In a recent article 14 Anson Herrick emphasizes the 
importance of considering function or purpose in de­
ciding what to include under current assets. This 
writer defines current assets as “those assets which are 
necessary or incidental to the operating cycle—exclu­
sive of land and facilities—together with those assets 
which may be regarded as temporary investments of 
working capital and automatically will, or promptly 
can, be converted into free cash without impairing 
continuity and safety of operations.” Herrick treats 
“prepayments for services to be received, such as insur­
ance, rent, and the like” as current assets, but points 
out that “payments for services already received but 
which prospectively will have a future benefit (such 
as advertising) will be includible in current assets only 
in special circumstances.” The basic test, according to 
Herrick, is not an artificial rule but rather the ques­
tion: Is the particular item reasonably a part of the 
working capital picture?
Groups of Fixed Assets
There are at least five main groups of fixed or 
long-term assets, as follows:
1. Long-term funds and investments (invest­
ments not to be included in working 
capital).
2. Land used as sites for business operations.
3. Natural resources subject to depletion.
4. Structures and equipment subject to de­
preciation.
5. Intangibles (including those subject to 
amortization).
Agricultural land may be viewed either as covered by 
class 3 or as a special case. Animals used for draft, 
dairy, breeding, racing, etc., are really a special case 
of depreciable assets. In some cases man-made instal­
lations and structures are of such a permanent charac­
ter as to have an indefinite life, at least from a physi­
cal standpoint; such improvements are sometimes 
classed as land cost. Long-term prepayments may be 
shown as a form of investment, or in relation to the 
type of facilities utilized, or as a distinct group. There 
are other complications and difficulties which might 
be mentioned and which cannot be entirely obviated 
by any scheme of classification.
For balance-sheet purposes it is generally undesir­
able to present all of the five groups listed above 
under a single general heading. Class 1 should ordi­
narily be shown as a separate group, immediately fol­
lowing the current assets. Classes 2, 3, and 4 may well 
be listed under some such heading as “plant assets” or 
“physical properties.” Class 5, the intangibles, should 
be presented as a distinct group, usually the last on 
the asset side. See “Presentation of Fixed Assets,” in 
this chapter, for further discussion of this subject. 
Distinguishing between Current and Fixed Assets
In the foregoing discussion the problem of asset 
classification has been dealt with from the point of 
view of the balance sheet, with special attention to re­
cent thinking on the subject. It may be worth while at 
this point to consider somewhat further the practical 
problem of distinguishing between current and fixed 
assets. The discussion below is adapted from the 
writer’s Advanced Accounting.15
The principal tests or methods which may be ap­
plied in distinguishing fixed and current assets are: 
(1) degree of liquidity; (2) normal term or length of 
life; (3) rate of transfer to expense or loss; (4) tech­
nical character or method of use; (5) nature of busi­
ness and intent of management. These are not entirely 
independent criteria, but each has some significance 
in itself. By liquidity is meant ease or speed of con­
version into money or purchasing power without se­
rious impairment of value. Thus a bank account is 
extremely liquid, virtually cash, whereas a building 
or a unit of equipment is commonly a highly non­
liquid asset. The second test refers to length of life, 
regardless of other conditions. A thirty-day account 
receivable is a current asset; a real-estate mortgage 
owned, due in ten years, is a fixed asset. (If the mort­
gage were highly marketable it might be rated a 
current asset on that account.) There is some doubt as 
to where the line should be drawn on a time basis, 
but it is generally agreed that to be treated as current 
an item should expire or mature in less than two
14“Current Assets and Liabilities,” The Journal of Account­
ancy, January 1944, pp. 48-55.
15W. A. Paton, Advanced Accounting (New York: Macmillan 
Co., 1941).
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years, as the outside limit. The third and fourth cri­
teria are closely related and apply only to assets con­
sumed in production. Thus a building passes slowly 
into operating expense whereas a particular stock of 
supplies or merchandise usually is held for a compara­
tively short period. Further, a building or piece of 
equipment is never consumed physically as are raw 
materials and supplies. A building is used in its en­
tirety to give off a series of similar services through­
out its effective life; a pile of coal, on the other hand, 
is consumed in definite physical instalments. The 
nature of the business and the purpose of the manage­
ment may also have a bearing. Land in the hands of a 
real-estate firm, for example, may be in effect mer­
chandise and hence a current asset, whereas land 
used as a site for a building is clearly a fixed asset. 
Likewise a marketable security held in a sinking fund, 
under restrictions, may be a fixed asset, while the same 
security held as reserve working capital may be viewed 
as a current asset. It should be added that it is not 
always easy to label the particular asset as either fixed 
or current; in the nature of the situation there are 
bound to be many doubtful and debatable cases.
Relation of Inventories to Fixed Assets
Attention was called above to the point that inven­
tories and plant facilities are alike in that both 
represent unabsorbed costs—costs applicable to future 
operations. The fact remains, however, that ordinary 
inventory items are a part of working capital in that 
they represent current, rapidly revolving funds. In 
this connection mention may be made of a question­
able view sometimes urged by advocates of LIFO and 
related inventory procedures, namely, that the invest­
ment in the amount of inventory which must be car­
ried if the concern is to continue in operation is just 
as fixed and permanent an element as the investment 
in plant resources. It may be admitted that a con­
tinuing flow of inventory ties up capital funds just as 
completely and permanently as a continuing plant, 
but this is beside the point, as it may be said of all 
assets, not excluding a normal bank balance. The 
distinction between current cost factors and fixed 
assets is not a question of duration of investment, 
but a practical line of cleavage between relatively 
liquid, rapidly turning resources and facilities repre­
senting production factors relatively non-liquid and 
used throughout a considerable period of time. 
Treatment of “Basket Purchase”
A special problem of asset classification which has 
received considerable attention in recent years, espe­
cially in connection with prescribed utility account­
ing, is the treatment of the total cost of an aggregate 
of property such as is acquired when an entire busi­
ness is purchased as a going concern. Frequently in 
the past such lump-sum costs have been retained on 
the books of the purchaser for years—sometimes in 
accordance with the requirements of a prescribed
system of accounts. Such accounting, obviously, is 
seriously objectionable from the standpoint of present- 
day standards. It may foster poor administration of 
property; it tends to encourage unsatisfactory depre­
ciation accounting; it often results in an inaccurate 
recording of retirements. Fortunately there is now 
widespread recognition of the need for careful break­
down of total cost in such cases.
The proper general method of securing an appro­
priate classification of the basket purchase for account 
and statement purposes is to distribute the total cost 
(after deducting the amounts of any current assets 
acquired) in proportion to the estimated values of 
the component elements of the property acquired, 
defined in terms of the desired classification. To take 
a simple example, assume that an improved piece of 
real estate is purchased at a total cost of $100,000. 
For accounting purposes, under present-day stand­
ards, it is necessary as a minimum of classification 
that the cost of depreciable improvements be separated 
from the cost of the site. Accordingly, careful esti­
mates are made of the value of the site and of the 
value of the improvements and the cost of $100,000 
is divided in .proportion to the amounts of these esti­
mates. This is standard procedure, and is recognized 
—for example—in the system of accounts prescribed 
for electric utilities by the Federal Power Commis­
sion. “If at the time of acquisition of an interest in 
land such interest extends to buildings or other im­
provements . . . the land and improvements shall 
be separately appraised and the cost allocated to land 
and buildings or improvements on the basis of the 
appraisals.” (From 9H under “Instructions—Electric 
Plant Accounts,” Uniform System of Accounts pre­
scribed by Federal Power Commission.) The same pro­
cedure should be followed where there are numerous 
classes of property.
Where elements of so-called intangible property 
are involved, as is often the case in the acquisition 
of an entire enterprise as a going concern, the special 
difficulty arises of making separate and distinct esti­
mates of the various component elements which may 
be said to be embodied in the total cost of intan­
gibles—such as organization cost, financing, develop­
ment, etc. If significant separate estimates can be 
made of the fair values of such elements the ideal 
procedure is to distribute or classify the total cost 
of the entire enterprise in proportion to a list of esti­
mated fair values compiled for all the component 
elements, intangible as well as tangible. In most cases, 
however, the most sound and practicable method is 
to segregate the portion of the total cost of the enter­
prise assignable to intangibles by treating such prop­
erty as represented by the residuum of cost remaining 
after the total of the estimated fair values at date 
of acquisition of all tangible assets acquired has 
been deducted from the total cost of the entire busi­
ness.
Balance Sheet
Classification of Fixed Assets under New Utility 
Prescribed Systems of Accounts
The system of accounts prescribed by the Federal 
Power Commission, and substantially adopted by 
most state public service commissions, emphasizes an 
unusual form of classification of the cost of fixed prop­
erty acquired by a utility “as an operating unit or 
system.” In the case of such purchases the acquiring 
utility must separate the total cost of the property 
into two parts, (1) “the original cost, estimated if 
not known, of such property, less the amount or 
amounts which may be credited to the depreciation 
and amortization reserves of the accounting utility 
at the time of acquisition with respect to such prop­
erty” and (2) the difference, plus or minus, between 
“original cost” and the total cost of the property in 
question. “Original cost” is defined as cost to the 
person first devoting the property to public service. 
A similar feature is included in the system of accounts 
prescribed by the Federal Communications Commis­
sion.
In balance-sheet presentation the separation of 
total actual cost into an estimated cost to some prede­
cessor party—a party acquiring the property perhaps 
many years earlier—and a difference is confusing, to 
put it mildly. Apparently, however, the Securities 
and Exchange Commission considers such separation 
desirable in the case of a utility subject to a prescribed 
system of accounts which includes the “original cost” 
feature.
Effect of Transactions between Affiliates
Mention should also be made of the theory which 
seems to have been adopted by the Federal Power 
Commission to the effect that if a utility company 
acquires a property from a related company—even if 
such relationship is indirect and slight—any excess of 
the total price paid over cost to the vendor is not 
a valid cost of property and must be eliminated. 
This theory is directly in conflict ’ with the most 
solidly established of all accounting principles, namely 
that asset accounts should be charged with the total 
actual cost to the purchaser, assuming a transfer on 
a fair commercial basis. See the section on “Consoli­
dated Balance Sheet,” in this chapter.
General Form and Arrangement
A fairly standard form of presentation has been 
developed during the last twenty-five years, particu­
larly among the larger industrial companies. This 
form provides for the display of (1) assets or re­
sources and (2) the data of liabilities and stock equity 
on facing pages, with current assets and current lia­
bilities heading the array on the respective sides. 
Even utility companies, in their printed reports to 
stockholders, have shown some disposition to break 
away from the archaic arrangements characteristic
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of the regulated industries—where prescription has 
seemed to tend toward rigidity and stagnation—and 
to adopt the standard industrial form. This general 
arrangement is a satisfactory framework for most 
situations and most purposes. It is a distinct improve­
ment, certainly, over the older type of layout—still 
widely used in the utility field and occasionally else­
where—in which plant assets are given the most 
prominent position on the asset side and liabilities 
are sandwiched between capital stock and surplus on 
the equity side.
Recent Innovations in Form
In recent years a great deal of effort has been made 
by the accountants of many companies to make finan­
cial statements more clear and intelligible to inter­
ested parties and in this connection there has been 
increasing use of “humanized” and pictorial presen­
tation in which conventional headings are abandoned 
or modified and technical structure is not emphasized. 
Recent reports of the Borden Company may be men­
tioned as illustrating this tendency.
In an article in The Journal of Accountancy,16 Ches­
ter Martin proposes to substitute for the conventional 
balance sheet three statements, as follows:
1. Comparative statement of current accounts.
2. Comparative statement of deferred costs.
3. Statement of legal capital.
The first of these is essentially a statement of working 
capital, or current-account balance sheet, supple­
mented by a brief showing of how the change in net 
working capital came about. The second is a state­
ment of the costs of fixed assets, the amount of such 
costs already charged to operations, and the amount 
“yet to be charged to operations or liquidation,” 
with an accompanying brief analysis of the “net re­
duction.” The third, as the name indicates, shows 
the total capital and surplus, with the change for 
the period set forth, and the composition of the total 
“capital” in terms of the data of the other two state­
ments.
These recommendations of Mr. Martin are rather 
appealing. In the first place they sharply separate 
the showing of the current position from the unab­
sorbed costs of fixed assets (which may also be accom­
plished by the old device of dividing the conventional 
balance sheet into two horizontal sections, the current- 
account portion and the capital-account portion). 
They also serve to integrate the statement of funds, 
in its major aspects, with the various major phases of 
the balance sheet. They are especially noteworthy 
for the emphasis on the fact that both capital stock 
and surplus are elements of total “capital,” and as 
such are indistinguishably reflected in net working 
capital and “deferred costs to future operations.”
16"Do We Need a Balance Sheet?" The Journal of Accountancy, 
April 1943, pp. 343-347.
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A somewhat similar departure from the conven­
tional is found in the published report of the Cater­
pillar Tractor Co. for the year 1944. Following is 
a reproduction taken from page 23 of this report:
STATEMENT OF FINANCIAL POSITION, DECEMBER 31, 1944
Caterpillar Tractor Co. and its wholly owned subsidiary 
Caterpillar Military Engine Company
Cash ..................................................................................... ............................................. $ 5,796,268
Notes and accounts receivable, less estimated bad debts.......................................... 22,775,026
Inventories—on basis of cost or market, whichever lower........................................ 40,703,519
Current assets.......................................................................................................
Less:
Notes payable to banks...................................... ......................................................... $ 5,000,000
Accounts payable......................................................................................................... 17,827,675
Accrued wages and expenses..................................................................................... 3,533,651
Federal taxes .............. ........................................................................... $23,215,195
Less: United States Treasury Notes—Tax Series C...................... 23,000,000 215,195
$69,274,813
Current liabilities ...............................................................................................
Working capital ..........................;.....................................................................
Postwar refund of federal excess profits tax.............................................................
Patents, trade-marks and goodwill...............................................................................
Land, buildings, machinery and equipment—at cost................................................ $36,688,184
Less: Depreciation and amortization thereof allocated to operations to date... 22,291,523
Prepaid insurance, taxes, etc...........................................................................................
Working capital and other assets ...................................................................
Derived from:
Capital stock—common (Stated capital $9,411,200)................................................
Profit retained in the business since incorporation in 1925 ................................ ..
Capital Stock
Number of shares 
Authorized Issued
26,576,521
$42,698,292
1,679,173
1
14,396,661
141,674
$58,915,801
$23,144,777
35,771,024
$58,915,801
Preferred: five per cent cumulative-
par value $100 per share .......................................... 250,000 none
Common: without nominal or par value.................. 2,500,000 1,882,240
In explaining the innovations made in the 1944 report 
W. Blackie, vice-president, writes in part as follows:
“These have been made in a further attempt to serve 
better the interests of stockholders, employees and the 
public by making the financial statements as lucidly 
free from accounting technicalities as would seem to 
be compatible with the purposes for which they are 
issued.
“The major innovation lies in what used to be the 
‘balance sheet’ but which we have now entitled ‘state­
ment of financial position.’ By this simple step we 
hope to destroy some of the undue influence which 
double-entry bookkeeping has had on the presentation 
of information derived therefrom. Instead of having 
a double column statement in which the sum of the 
things on the left equals the sum of the things on the 
right, we have adopted a single column form in which 
liabilities are deducted from assets to arrive first, at the 
working capital and, second, at the total capital em­
ployed in the business.
“Thereafter, we have proceeded to show how this 
capital was obtained. In doing so, we have Side­
stepped the troublesome term ‘surplus’ which, in 
spite of its special accounting connotation, continues 
to convey to the average reader the idea of ‘too much’
or ‘more than necessary.’ The amount formerly 
identified as ‘capital surplus’ has been included in 
the amount of ‘capital stock—common,’ thus giving 
recognition to the fact that such a separate classifica­
tion of surplus was incompatible with a common 
stock without par value. (Subsequent to the close of 
the year, action was taken to declare ‘stated’ capital 
at the entire amount so established.) The amount for­
merly designated ‘earned surplus’ has been titled 
‘profits retained in the business.’ In this way, we can 
perhaps better convey the idea that profit is some­
thing with honor.
“It might also be noted that we have made the legal 
status of corporate capital a matter of information 
outside of the financial data.
“The single column form of ‘balance sheet’ seems to 
us to lend itself particularly well to comparisons such 
as those indicated in the fifteen-year statement appear­
ing at pages 24 and 25 of the report.’’
Presentation of Fixed Assets
In “Balance-Sheet Presentation of Fixed Assets”17 
Howard W. Finney reports the results of a survey of 
approximately 1000 balance sheets of manufacturing
17The Journal of Accountancy, November 1941, pp. 421-425.
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and trading companies. He found that in slightly 
more than half of the cases depreciable assets were not 
segregated from the non-depreciable elements and
that in less than 10 per cent of the cases was a form 
followed which he considered fully satisfactory. The 
recommended form is as follows:
Land .............................................................................
Buildings ......................................................................
Machinery and equipment........................................
Cost
$ 100,000 
400,000 
1,500,000
$2,000,000
Reserve for 
depreciation
$ 350,000 
650,000 
'$1,000,000
Net
investment
$100,000
50,000
850,000
$1,000,000
The author of this article concludes his findings with 
this statement:
“The presentation of fixed assets in the manner 
suggested does not enlarge materially the balance- 
sheet but does provide a base for the extension of 
analysis. These proposals form a medium between 
insufficient and too much detail. It is not necessary 
for a company to present supplementary schedules 
showing particulars of changes in the fixed-asset ac­
counts during a year, although this is not a recom­
mendation that any such practice be discontinued.
“Because of the large room for improvement, public 
accountants can perform an additional service by urg­
ing their clients to amplify the presentation of fixed 
assets in their balance-sheets.”
Where fixed assets are recorded on some other basis 
than cost there is something to be said for a presenta­
tion—either on the face of the balance sheet or in a 
supplementary schedule—of the amount of the adjust­
ment up or down and the effect thereof on the depre­
ciation accrual to date.
A commendable treatment of figures resulting from 
a revaluation is that followed by the Climax Molyb­
denum Co. This concern shows cost less depletion in 
the upper part of the balance sheet and reports the 
excess of “discovery value” over cost, and depletion 
applicable to this excess, as an addition to preliminary 
asset footings.
Cost of war facilities and amortization applicable 
thereto have been segregated in many balance sheets, 
and such segregation is desirable where the amounts 
are substantial. In “Presentation of Financial State­
ments under Wartime Conditions”18 George Wagner 
discusses briefly the principal problems which have 
arisen in accounting for emergency plant facilities. 
With respect to government-owned plants which are 
operated by a private corporation he points out that 
the cost of such plants would not appear in the fixed 
asset accounts but states that the financial statement 
“should contain some explanation by footnote or 
otherwise that government-owned facilities are oper­
ated by the company.”
Classification and Presentation of Liabilities
With respect to liabilities the usual method of clas­
sification stresses length of time preceding payment as 
a criterion. Other possible bases are: (1) purpose for 
which the funds or other assets acquired from credit­
ors are employed; (2) method of repayment; (3) legal 
ranking. As a general approach there is no serious 
objection to the conventional division between short­
term and long-term items. However, blind adherence 
to some fixed rule regarding term should be avoided. 
Particularly questionable is the rule which requires 
bonds and other elements of fixed capital, in the broad 
sense, which are due within one year to be included in 
current liabilities. Ridiculous interpretations of work­
ing-capital position may result from application of 
this rule where payment is made through refunding 
or other fixed-capital transactions.
Ordinarily great detail is not necessary in the pres­
entation of either current or long-term liabilities. 
Accounts and notes payable are often separated but 
may be combined in the condensed statement; accrued 
payrolls, commissions, etc., are usually combined, but 
the tax liability—if important—should generally be 
shown separately. Customers’ deposits or advances 
should be distinguished; dividends payable should 
not be combined with other liabilities. In the case 
of long-term liabilities use of a separate schedule is 
preferable to cluttering the face of the balance sheet 
with a long list of different bond issues.
The writer takes this opportunity to renew his 
perennial plea for a clear-cut showing of the total of 
all liabilities, as opposed to the stock equity. At pres­
ent this feature is found in only a minority of pub­
lished statements. A few companies (for example, 
Hudson Motor Car Co.) have adopted the commend­
able practice of showing the right-hand side of the 
balance sheet under two main coordinate heads, (1) 
“Liabilities” and (2) “Capital.”
Classification and Presentation of. Stock Equity
Assuming one type of stock the principal classes of 
data under this head are: (1) amount paid in by stock­
holders; (2) accumulated earned surplus or deficit. If 
this classification is accepted for balance-sheet pur­
poses this means that par or stated value and premium 
or so-called capital surplus should be juxtaposed and 
subtotaled, and that surplus reserves and unappropri­
ated earned surplus should be associated and sub­
totaled. However, this principle is more honored in
18Accounting Problems in War Contract Termination, Taxes, 
and Postwar Planning (Papers presented at the 56th annual 
meeting of the American Institute of Accountants), 1943, 
pp. 52-55.
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the breach than in the observance in published bal­
ance sheets. Stock discount, if any, should of course 
be reported as a contra to par value. In practice the 
accounting for discount in cases where the stockhold­
ers paid in property other than cash has often been 
obscured by the fact that no explicit discount was 
acknowledged although there was some reason for be­
lieving that the value of the property received was 
less than the par of the stock issued. In other words, 
discount has been present only in the form of a more 
or less uncertain amount of excess of par value over 
the fair commercial value of the property paid in. In 
general, in fact, accountants have not taken a very 
strong position in such cases, but have accepted the 
nominal values set by the corporate management with­
out question for statement purposes. Under present- 
day standards it may be urged that the public account­
ant has an obligation to report—at least by footnote or 
comment—the amount of initial overstatement which 
is indicated by the circumstances. In some cases the 
amount of overvaluation may be estimated by refer­
ence to transactions in which substantial blocks of 
shares are issued for cash at the same—or approxi­
mately the same—time that shares are issued for other 
property. That is, it may be urged in such situations 
that the parallel issue of shares for cash in effect puts 
a cash value on the non-cash property paid in. If it is 
not possible to estimate the amount of overstatement, 
but there is nevertheless some evidence of substantial 
overstatement, this fact should be noted by the certify­
ing accountant. In the absence of conditions strongly 
indicating overstatement, on the other hand, the ac­
countant is not called upon to question the valuation 
placed upon the property received, nor should he as­
sume that overstatement is present merely because 
such value coincides with the par of the stock issued. 
It is quite possible for the stockholder to pay in prop­
erty equal to the par of the shares issued even if the 
property is not in cash form.
It is sometimes recommended that cost of treas­
ury shares be deducted from the total equity as other­
wise determined, but although this treatment may be 
tolerated as a temporary procedure, a better practice 
is the closing out of the cost of such shares with 
appropriate application to Capital stock and surplus 
accounts. In other words, in the balance sheet 
treasury shares are preferably treated essentially as 
unissued shares. See “Treasury Stock,” in this 
chapter.
An adjustment of the equity resulting from recog­
nition of unrealized appreciation in any form may 
well be shown under a separate heading and be added 
to the total of the equity as otherwise determined. 
However, there are wide differences of opinion on this 
point, and no one view seems to have all the merits. 
The committee on accounting procedure19 of the 
American Institute of Accountants has this to say on 
the question:
“Treatment of Revaluation Credit Account
“. . . some accountants favor regular periodic trans­
fers from the appraisal credit to earned surplus, of 
amounts equal to depreciation on the appreciation re­
corded. Others argue that the appraisal credit should 
remain until disposed of by special action. Examples 
of such action would be: (1) transfer to capital stock 
by means of a stock dividend; (2) transfer to earned 
surplus, when appraised units are retired, of the 
amount of appraisal credit which has been realized 
with respect to such retired units; (3) lump-sum trans­
fers to earned surplus, in amounts not exceeding the 
appraisal credit actually realized. Amounts trans­
ferred under (2) and (3) might perhaps be separately 
stated as a subdivision of earned surplus, appropri­
ately described t*o indicate their source and nature.
“When plant is stated at an increased value on the 
assets side of the balance sheet, should that increased 
amount of assets be regarded as implying an equiva­
lent increase in ‘capital’ as used in a restricted sense on 
the liabilities side of the balance sheet? Obviously it 
does not necessarily signify an increase in the legal 
stated capital; but some contend that it implies an in­
crease in the unstated capital, in capital surplus in 
other words. To this it is sometimes added that capital 
surplus is just as much ‘capital’ as capital stock—a 
proposition which is economically sound, but is sub­
ject to legal limitations which, since a corporation is 
the creation of law, the accountant cannot ignore.
“Those who take this view say that the write-up has 
the effect of a quasi-reorganization—that it is an up­
ward restatement of capital on the liabilities side, as 
well as of plant on the assets side. Accepting that 
view would mean that the credit item would be re­
garded as part of the capital structure, and not as 
available for transfer to earned surplus. Some go fur­
ther and assert that an upward restatement of assets 
should not be entered in the books unless the manage­
ment regards the situation in this light and is pre­
pared to accept the consequences as stated. These 
consequences include, according to this view, not only 
the charging of income with depreciation on the larger 
amount—a point on which, as stated, there is general 
agreement—but also the ‘freezing’ of the resultant 
credit item until it is disposed of, if at all, into capital 
stock by means of a stock dividend.
“Those who do not share the foregoing views find 
their point of departure in the nature of the repre­
sentations made when the appraisal value is entered. 
They hold that the representation is merely of the 
present value of the plant, and not of the nature of 
the resulting credit item, at any rate not to the extent 
of classifying it definitely as capital. They regard the 
credit as a sort of suspense item, the true nature of 
which is to be determined by the future course of 
events, and to be assigned to earned surplus, or by 
stock dividend converted to capital stock, as circum­
stances may require. Others deny that the credit is a 
capital increase, and assert that it is merely an unusual 
profit, to be distinguished from ordinary operating 
profits.”
19Accounting Research Bulletin No. 5, April 1940, pp. 41-42.
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Subdivision of earned surplus in terms of sources 
is artificial and undesirable. Once net income has 
been recognized as realized and is closed to earned 
surplus, the identity of the particular year’s net is 
lost—at least as far as accounting is concerned. Ac­
cordingly, any attempt to report earned surplus in 
sections in terms—for example—of ordinary gains 
versus extraordinary gains, or dividends received 
from subsidiaries as opposed to other income, is en­
tirely fruitless. Some of the rules of the Securities and 
Exchange Commission are open to question in this 
connection.
Inventories
There seems to be an increasing tendency to report 
inventories in the balance sheet proper in very con­
densed fashion, with more or less detail appearing in 
a supplementary schedule. See, for example, the 1944 
report of the United States Steel Corporation. On the 
other hand many companies show inventories under 
three or more headings on the face of the balance 
sheet. Following are excerpts from the current-asset 
sections of balance sheets of Libby-Owens-Ford Glass 
Co. and Mathieson Alkali Works (Inc.) on December 
31, 1944, respectively:
Inventories—at lower of cost or market:
Raw materials, in process and finished 
products ...............................................$7,419,193.33
Manufacturing and shipping supplies. 3,811,117.48
Materials and supplies in transit.................................  383,274.34
* $11,613,585.15
Inventories at cost or market, whichever
is lower:
Finished products and work in
process ................................................$ 694,572.77
Raw materials and production
supplies .............................................. 720,105.00
General stores and supplies................ 910,498.93
$2,325,176.70
These excerpts, incidentally, show the commendable 
practice of treating current supplies as inventories, 
under current assets.
To the writer financial reporting continues to be 
weak in its failure to show clearly the basis of pricing 
inventories. The phrase “at lower of cost or market” 
tells nothing. It doesn’t explain what is meant by 
“cost” or what is meant by “market”; it doesn’t indi­
cate whether a portion of cost—and, if so, what amount 
—has been absorbed. It should be standard practice, 
in the narrative portion of the report or in a supple­
mentary note, to state clearly what basis of valuation 
has been used for each major section of the inventory.
In recent years the rule of “cost or market, which­
ever is lower,” has been critically examined by a num­
ber of writers, and the objections to indiscriminate 
use of this approach have been made clear. The gen­
eral principle has emerged that cost of inventory ele­
ments should be absorbed prior to disposition only 
where changes in physical condition or in the financial 
situation are such as to justify the conclusion that a 
portion or all of the costs of certain elements are 
unrecoverable.
In “Accounting Principles and the Current Classifi­
cation”20 Stephen Gilman stresses the resemblances be­
tween inventories and fixed assets and argues that both 
types of cost should be absorbed in charges to revenue 
by basically similar procedures. To quote:
“We do not, or should not, overdepreciate fixed as­
sets in one year merely because we think that the suc­
ceeding year may show a loss. By the same token it is 
difficult to understand why we should justify, as an 
accounting principle, the absorption of part of the 
cost of an inventory prior to its sale, because of a 
similar anticipation of future loss ... we do so .. . 
because of an overemphasis upon conservatism in re­
lation to inventories that arises merely from the fact 
that inventories are in the current classification. Such 
overemphasis leads to the absurd result that a dollar 
of cost representing a fixed asset and a dollar of cost 
representing merchandise are applied against revenue 
according to radically different theories.”
With respect to the well-publicized LIFO approach 
to inventory pricing Percival F. Brundage writes as 
follows:21
“The excitement regarding the adoption of the lifo 
method of inventory pricing when it was first allowed 
for tax purposes has largely passed. Some companies 
that adopted it have turned back to fifo, and many of 
the companies who have stayed on the first-in first- 
out basis have been building up inventory reserves to 
reduce current prices to some estimated normal cost 
either in the immediate prewar months or over a 
longer prewar period. Such reserves seem to have 
been adopted by more companies and are explained 
in greater detail than similar reserves provided during 
World War I.”
Discussing inventories in “Presentation of Financial 
Statements under Wartime Conditions,” George Wag­
ner writes:22
“With attention devoted largely to problems of war 
production, I fear there has been too little discussion 
of the matter of frozen inventories. But the problem 
is inherent in present conditions and in some compa­
nies fairly sizable items are involved. With respect to 
these, there are two important questions—valuation 
and position in the balance-sheet. Condition and usa­
bility of such inventories, which today consist largely 
of parts and semifinished articles, must be carefully 
considered in arriving at the values to be reported in
20The Accounting Review, April 1944, pp. 114-115.
21“Questions of Presentation of Financial Statements Having 
Their Origin in War Conditions,” Accounting Problems in War 
Contract Termination, Taxes, and Postwar Planning (Papers 
presented at the 56th annual meeting of the American Institute 
of Accountants), 1943, p. 49.
22Accounting Problems in War Contract Termination, Taxes, 
and Postwar Planning (Papers presented at the 56th annual 
meeting of the American Institute of Accountants), 1943, p. 55.
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the financial statements. In this connection, too, the 
fact that many such inventories have been frozen for 
a considerable time requires that recognition be given 
to costs, in addition to those which would normally be 
incurred to complete, to introduce them into the pro­
duction processes. In other words, costs at the time 
of freezing may not represent a fair basis for carrying 
them at the present time. As to the question of 
whether frozen inventories should be included or ex­
cluded from current assets, much depends on the 
character of the merchandise, the governing regula­
tions, and the manufacturing operations necessary to 
place them in salable condition.”
Investments
Securities held represent a major element in a great 
many corporate balance sheets at the present time. A 
large part of such securities are in the form of short­
term bonds, certificates, and notes issued by the United 
States and are treated as current assets. The possibility 
of offsetting tax notes and tax liability is discussed 
elsewhere in this chapter.
There has been considerable discussion of the basis 
on which securities, either in the form of current as­
sets or long-term investments, should be valued for 
statement purposes. A common view is that in the case 
of highly marketable securities the market value, 
based on current quotations, should be shown in 
parenthesis with cost extended as the figure to be in­
cluded in the asset total.
Accounting opinion seems to be divided on the 
question of whether a subtantial shrinkage in the 
value of securities held as investments by an industrial 
corporation should be definitely reflected by a write­
down. There is perhaps some drift toward the opin­
ion that if the shrinkage appears to be permanent 
sound accounting should require an appropriate ad­
justment of cost, either directly or through a reserve.
Another topic which has been receiving consider­
able attention is that of the amortization of premiums 
on securities purchased. Ray B. Westerfield in a 
recent article23 * surveys the requirements of the comp­
troller of the currency, state banking authorities, Fed­
eral Home Loan Bank authorities, and other regu­
latory agencies, with respect to premium on mortgage 
loans. He found a great diversity of rules and only 
one case in which the procedure of amortization over 
the remaining life of the loan is endorsed. He also 
found through a questionnaire submitted to a consid­
erable number of accountants that accounting opinion 
seems to be substantially unanimous to the effect that 
premium on mortgages presents substantially the same 
accounting problem as premium on bonds purchased 
and that orderly amortization of premium over the 
remaining life of the contract is in order, with absorp­
tion of the balance at date of disposition if the invest­
ment is sold prior to maturity date.
Intangibles
Accounting Research Bulletin No. 24 issued by the
committee on accounting procedure of the American 
Institute of Accountants deals with “Accounting for 
Intangible Assets.” In this bulletin the committee 
points out that intangibles, like other assets, should 
be recorded initially at cost. The committee also 
points out that cost of limited-term intangibles should 
be absorbed through an amortization procedure but 
that the cost of those “having no such limited term 
of existence . . . may be carried continuously unless 
and until it becomes reasonably evident that the term 
of existence of such intangibles has become limited, 
or that they have become worthless.”
In industrial accounting practice the treatment of 
intangibles of indefinite life has continued to be 
varied. In some cases intangibles have been com­
pletely absorbed, even though there was no evidence 
of loss in value, in some cases such intangibles are 
carried at $1 or other nominal figure, and in some 
cases the asset is carried without adjustment. With 
respect to limited-life intangibles such as patents 
regular amortization is standard practice. In some 
cases such intangibles are shown in the balance 
sheet at the net figure; in others the cost or other 
gross book value is reported with the amount of the 
reserve deducted. The latter practice is preferable. 
For illustrations see page 845 of Accountants' Hand­
book.24
Deferred Charges
The expressions “deferred charges” and “prepaid 
expenses” are not satisfactory balance-sheet headings 
but they are still used. “Prepaid expenses” generally 
suggest short-term, regularly recurring items such as 
rent advances, unexpired insurance, and the like 
while “deferred charges” are likely to refer to such 
factors as advances on a long-term lease or develop­
mental cost in mining operations. In a paper pre­
sented at the 1938 meeting of the Institute25 the 
writer complained of the practice of using “deferred 
charges” as a catchall heading under which contra 
liability terms, current prepayments, organization* 
costs, etc., are amalgamated. This practice, it may 
be noted, still persists.
In a broad sense a “deferred charge” is any cost 
properly applicable to future revenues, and from this 
standpoint inventories and plant assets are largely 
deferred charges. This does not mean, however, that 
it would be desirable to group all costs of future 
revenues under a single balance-sheet caption.
The opinion is continually being indicated, and by 
accountants who should know better, that deferred
23“Amortization of Mortgage Premiums,” Journal of Land and 
Public Utility Economics, November 1944, pp. 316-329.
243rd ed., edited by W. A. Paton (New York: Ronald Press 
Co., 1943).
25“Principles Related to Deferred Charges and Prepaid Ex­
penses,” Accounting Principles and Procedure (Papers pre­
sented at the 51st annual meeting of the American Institute of
Accountants), 1938, pp. 26-30.
Balance Sheet
charges are not a true asset. This opinion is entirely 
unjustified, if applied to items representing valid costs 
of future revenue. The cost of taking off top dirt 
in a mining enterprise, for example, represents an 
asset just as truly as the cost of a breaker; each repre­
sents a necessary factor or facility essential to pro­
duction and chargeable to revenues over the period 
of utilization. To quote from the writer’s lectures 
on accounting theory:26
“Excluding money resources . . . the test for assets 
is not that of separate physical existence, or of imme­
diate realizability. The question is: Is there a reason­
able basis for applying the particular cost factor to 
prospective revenues? If an affirmative answer is justi­
fied, the charge under consideration is at the moment 
an element in the asset total. With the situation 
clarified along this line there is no longer any excuse 
for regarding . . . development charges, properly 
incurred, with suspicion, even if no basis for assign­
ing such charges to specific tangible properties is 
available.”
Organization and Financing Costs
The common practice of absorbing organization 
and financing costs through a reduction in paid-in 
surplus is objectionable. Such costs represent a part 
of the asset total and should be reported on the asset 
side of the balance sheet under a distinct heading. 
If stockholders, for example, pay $125,000 into the 
corporate treasury the amount of such investment is 
not diminished by the disbursing of funds in the 
amount of $5,000 for necessary services required to 
launch the enterprise; the total investment, and the 
total of the assets, still stands at $125,000. To issue 
a balance sheet at this point showing assets and 
equities of only $120,000 is a definite misstatement. 
It would be just as reasonable to cancel a part of the 
investment against costs of the services of carpenters 
and masons working on the construction of plant as 
to suppress the cost of the services of lawyers, account­
ants, underwriters, and others who worked on the 
process of organization and raising money. Moreover, 
costs of organizing the company and of raising per­
manent capital represent assets of indefinite life; they 
retain their potency as long as the enterprise main­
tains its vitality and scope of activity. This seems 
to be the position implicit in the established attitude 
of the Bureau of Internal Revenue to the effect that 
organization costs are not deductible for tax purposes 
either when incurred or through later amortization 
charges. For a more extended discussion, see the 
writer’s Advanced Accounting, pp. 412-414.
Cost of raising capital for a limited period—for 
example, bond issue cost—is of course amortizable 
over the duration of the contract.
Bond Discount
Beginning in 1920, with an article on “Some Cur­
rent Valuation Accounts”27 the present writer has
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taken many opportunities to point out the complete 
lack of justification for the practice of showing un­
accumulated discount on contractual debt either as 
“prepaid interest” (which is a phenomenon which 
literally does not exist) or a “deferred charge.” In 
taking this position the writer has followed as best, 
he could in the footsteps of Colonel Charles Ezra 
Sprague and other writers who knew their interest 
mathematics as well as their accounting. Numerous 
recent writers have made it unmistakably plain that 
prevailing practice at this point is absurd, and that 
there is no vestige of any so-called practical reason 
for continuing the error. For example, in “Bond Dis­
count and Debt Expense in Terms of Consistent 
Accounting”28 Warner H. Hord, discussing the issue 
of bonds at a discount, writes:
“Since the property is measured by the identified 
cash asset element, the accounting entry would be to 
debit the cash asset and credit the bond equity for 
the amount of cash received. If desired, the bond 
equity may be credited for the face amount of the 
bond, with an offsetting debit to bond discount for 
the difference between the face of the bond and the 
cash received. The bond discount, however, would be 
considered as a liability valuation account rather than 
as a deferred charge.”  
Lewis A. Carman, an able professional accountant and 
writer, has long supported the sound position and has 
expressed his views with great clarity.
In “Accounting Principles Underlying Corporate 
Financial Statements,”29 issued by the executive com­
mittee of the American Accounting Association, the 
following statements of principle are made in this 
connection:
“The excess of the face or maturity value of a lia­
bility over the cash or cash equivalent supplied by 
the creditor represents a form of interest payable at 
maturity; on a balance sheet the unaccrued portion 
of such interest should preferably appear as an offset 
to the maturity amount of the indebtedness. Con­
versely, the excess of the cash or cash equivalent sup­
plied by the creditor over the maturity amount repre­
sents a liability payable from period to period as a 
part of nominal interest payments; on a balance sheet 
any unpaid portion of such liability should appear 
as an addition to the maturity amount of the indebted­
ness.
“When a liability is retired, either at maturity or 
earlier, all related items should be eliminated from 
the balance sheet, including unpaid premium or un­
absorbed discount and expense. Expenses incurred in 
retiring the obligation and any redemption premium, 
not including the cost of issuing new securities, should 
be absorbed in the period of retirement.”
26Dickinson Lectures in Accounting (with George O. May and 
Sir Laurence Halsey) . (Cambridge: Harvard University Press, 
1943), pp. 102-103.
27The Journal of Accountancy, May 1920, pp. 335-350. 
28The Accounting Review, June 1940, p. 216.
29See The Accounting Review, June 1941, pp. 133-139.
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Perhaps the explanation of the obliviousness of 
accountants generally to the impropriety of prevail­
ing balance-sheet practice at this point is found in 
the fact that the erroneous practice does not in itself 
result in a misstatement of the stockholders’ equity or 
an error in the income statement. Or it may simply 
be another illustration of susceptibility to what A. S. 
Little referred to years ago as “The Tyranny of the 
Engraver.”30 One of the rather amazing aspects of 
the situation is the cheerfulness with which account­
ants refuse to look clearly at the situation in the case 
of the balance sheet of the issuing corporation, but 
are quite willing, and even insist, on a reasonable 
interpretation when they have to do with the balance 
sheet of the bondholder.
Thus far no one seems to have the hardihood to 
suggest in the case of a United States E bond, with 
a cost of $750 and a maturity value in ten years of 
$1,000, and in which all of the interest is in the form 
of so-called discount, that there is an immediate lia­
bility to the government of $1,000 or an immediate 
asset to the buyer of that amount.
An especially unfortunate aspect of prevailing prac­
tice is the confusing of bond issue cost, an actual ex­
penditure for services and an unquestioned asset 
element, with discount—the difference between the 
total actual investment of the bondholder and the 
maturity account.
See Accountants' Handbook, third edition, pages 
947-959, for a fuller discussion of the accounting 
treatment of bond discount, premium, and issue cost.
Balance-Sheet Treatment of “V” Loans
A statement of the research department of the In­
stitute31 reports the results of a poll of the members 
of the committee on accounting procedure as follows:
“ (1) The balance-sheet classification of V loans 
depends upon the circumstances in each case, so that 
no general rule can, or should, be established.
“ (2) In many cases the facts are such as to require 
the classification of such loans as current liabilities.
“ (3) There may be numerous cases in which the 
most informative presentation of such loans will be 
in an intermediate category between current and 
fixed liabilities, or in the current-liability section as 
a separate item, added to the total of all other cur­
rent liabilities.”
In the latest form of balance sheet prescribed by 
the Office of Price Administration and reproduced 
in Chapter 35, line 36, a part of the current liability 
section, reads: “Bank loans payable, including V 
type Ioans.”
Presentation of Tax Liability
It is pointed out elsewhere in this chapter that 
there is often a considerable uncertainty as to what 
is the amount of the accrued liability for taxes at 
balance-sheet date, particularly in the case of income
and profits taxes. A special complication arises where 
the tax return is on the so-called cash basis although 
the books are kept on the accrual plan, or there is 
some other striking difference (allowed by the statute, 
of course), between the method of preparing the re­
turn and the regular accounting procedure. Following 
is an illustration taken from the latest comparative 
balance sheet of Spear & Company, December 31,* 
1944:
Reserve for income taxes on accrual basis (Note 2) :
Balance, January 1...................... $620,000 $830,000
Provision for year........................ 130,000 140,000
Amount payable within one year
(deduction) ........ ................. (180,000) (350,000)
Balance, December 31................ $570,000 $620,000
2. In accordance with established practice, the 
statement of income is prepared on the accrual basis. 
Accordingly, provision is made for income taxes at 
current rates on income on the accrual basis for the 
year. For income tax purposes, income for the year 
is reported on a cash collection basis, and on that 
basis an amount of $315,192, representing income 
taxes payable in 1945, has been included in current 
liabilities. Under the present tax laws, the company 
has elected to file its federal excess profits tax return 
on the accrual basis, and on this basis no excess 
profits tax is payable for 1944.
In this case the “reserve for income taxes on ac­
crual basis” is excluded from current liabilities and 
only the item of $315,192 referred to in the note is 
shown as a definite current obligation.
A question relating to the presentation of tax lia­
bility is the possible effect of provisions for carrying 
back postwar losses. Some accountants recommend 
that reserves for expected losses be set up on a net 
basis, after taking into account the estimated effect 
of the tax adjustment should the anticipated losses 
materialize.
Postwar Tax Credit
In Accounting Research Bulletin No. 17, issued by 
the committee on accounting procedure of the Ameri­
can Institute of Accountants, the following position 
is taken regarding balance-sheet presentation of tax 
liability and the relation to postwar tax credit:
“The amount of excess-profits tax presently payable 
should be shown as a current liability in the balance 
sheet since it is an obligation requiring cash pay­
ments within a short period of time. In arriving at 
that amount the debt-retirement credit may be de­
ducted from the gross amount of the tax but no de­
duction is permissible for the postwar credit. The 
amount of the latter, representing government bonds 
at par, or the right to receive such bonds, should . . .
30The Journal of Accountancy, September 1915, pp. 186-202. 
“‘‘Balance Sheet Classification of ‘V’ Loans,” The Journal of
Accountancy, February 1943, p. 164.
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be shown as a non-current asset at least so long as the 
bonds remain non-negotiable.”
The committee calls attention to the view that since 
no funds will be or can in any way be made available 
until the postwar period, and since the time when 
the bonds will become negotiable or mature, is un­
certain, there is ground for holding that the amount 
of the credit should not be included in assets in the 
full amount if at all. However, the committee con­
cludes that the uncertainties are not such as to justify 
exclusion of the bonds or right to receive bonds from 
the assets, and that the proper procedure is to show 
the asset at the par of the bonds involved rather than 
at an estimated discounted value.
A more conservative treatment than that recom­
mended by the Institute committee would seem to be 
justified. Since the bonds covering the credit bear 
no interest, are not transferable or negotiable in any 
manner before the end of the war, and have no de­
terminable due date, they are obviously not worth 
par value, and are presumably worth substantially 
less than par. It would seem, therefore, that the post­
war credit might well be viewed as a contingent asset 
until conditions regarding their value and realizabil­
ity become more definite. Or, as an alternative to 
treating the potential refund as a pure contingent, 
the face amount might be recognized in the balance 
sheet, offset by a liberal reserve. This, in effect, is 
the procedure followed by a good many companies. In 
some cases the offsetting or matching reserve amounts 
to 100 per cent of the face amount of the postwar 
credit. For example, in the 1942 balance sheet of 
American Machine & Foundry Co. the “postwar re­
fund of excess profits tax” is shown as a separate item 
on the asset side in the amount of $233,189.49, and 
on the right-hand side appears a “reserve for postwar 
adjustments” of the same amount.
Offsetting Assets and Liabilities
The question of offsetting or canceling assets against 
related liabilities, or vice versa, deserves brief atten­
tion in view of present-day developments.
The established rule in accounting is that no liabil­
ity shall be treated as paid until it is definitely dis­
charged and that offsetting is accordingly not permis­
sible in financial statements. Thus total cost of real 
estate is shown on the asset side and the amount of 
a mortgage thereon as a liability on the right-hand 
side; cash in a sinking fund is treated as an asset 
rather than as a reduction of the liability for interest 
or principal, the purpose to which the money is dedi­
cated;82 amounts due from certain customers are not 
canceled against amounts advanced by other cus­
tomers; a payroll bank deposit—or even currency in 
hands of paymaster—is included in assets and the full 
amount due employees is reported as a liability; and 
so on. The only case under which the rule may be 
relaxed is that in which the same party is both debtor
and creditor to the particular entity. Thus if a cus­
tomer is also a supplier, a netting of receivable and 
payable for statement purposes is considered permis­
sible or even advisable. Even here offsetting is likely 
to be confusing and impracticable as far as internal 
bookkeeping and auditing are concerned. Sales in­
voices and purchase invoices originate at different 
times, involve different amounts and terms, and flow 
through separate channels. In view of these condi­
tions the most effective procedure as a rule is to carry 
out the requirements of each relationship, in the 
ordinary course of business, without any attempt to 
offset.
In recent years many concerns have had both re­
ceivables and payables, often closely related, arising 
in connection with war production contracts, and in 
this connection there has been some discussion of the 
possibility of applying offsetting procedure. In Ac­
counting Research Bulletin No. 19, issued by the 
committee on accounting procedure of the American 
Institute of Accountants, and dealing with cost-plus- 
fixed-fee contracts, the position taken by the commit­
tee is indicated by the following excerpt from the sum­
mary:
“Offsetting of government advances on CPFF con­
tracts against amounts due from the government oh 
such contracts is permissible only to the extent that 
such items may under the terms of the agreement be 
offset in settlement, but a more desirable procedure 
in most cases will be to offset the advance against the 
receivable only if that is the treatment anticipated 
in the normal course of business transactions under 
the contract. In case of offset, the amounts offset 
should be adequately disclosed.”  .
In Accounting Research Bulletin No. 25, dealing 
with accounting procedure for terminated contracts, 
the committee has this to say in the summary:
“Advance payments received on the contract before 
its termination may be displayed on the contractor’s 
financial statements subsequent to termination as a 
deduction, appropriately explained, from the amount 
of the claim receivable. Loans negotiated on the se­
curity of the termination claim, however, should be 
recorded as current liabilities.”
In discussing the treatment of claims of subcon­
tractors the committee points out that there is a dif­
ference of opinion as to the proper procedure:
“Some accountants believe that the nature of an 
obligation to a subcontractor is that of an ordinary 
liability even though it may arise through the termi­
nation of a war contract, and that the contractor’s 
termination claim receivable, although related to the 
subcontractor’s claim, is to be accounted for inde­
pendently as an asset . . . that all claims of subcon­
tractors, to the extent that they are reasonably as-
32See Accountants’ Handbook, 3rd ed., edited by W. A. Paton 
(New York: Ronald Press Co., 1943), pp. 502-503, for a discus­
sion of this point.
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certainable, should be recorded in the accounts and 
displayed on the contractor’s balance sheet as current 
liabilities and that the amount recoverable by the 
contractor should be included in his termination 
claim receivable.
. Other accountants believe that the effect of 
the termination articles coupled with the Contract 
Settlement Act is to establish a relationship between 
the claim of the subcontractor and the resulting right 
of the contractor under his own termination claim 
which is different from an ordinary commercial rela­
tionship and justifies their omission from the accounts. 
Recoverable subcontractors’ claims are thus said to be 
in the nature of contingent liabilities analogous to 
commitments . . . may be disclosed in the financial 
statements without recording them as assets and lia­
bilities. Even when contingent liabilities are recorded, 
it is customary accounting practice to display them 
on the balance sheet as deductions from the related 
contingent assets so that no effect upon financial 
ratios and relationships results.”
Tax Notes and Tax Liability
In a considerable number of recent balance sheets 
the amount of tax notes owned has been shown on 
the liability side either as a deduction from the total 
accrued tax liability, or parenthetically, with the ex­
cess of the liability over the amount of notes included 
in the liability total. (In some cases the tax notes are 
shown on the asset side, with a portion or all of the 
accrued liability deducted. See, for example, the 1944 
report of Libby-Owens-Ford Glass Co.) Moreover, the 
committee on accounting procedure of the American 
Institute of Accountants has given this practice ap­
proval in Accounting Research Bulletin No. 14. This 
development is somewhat alarming, not because it 
represents anything particularly harmful in itself but 
because it constitutes a violation, or near-violation, 
of a fundamental rule of reporting, and thus may be 
the entering wedge to more seriously objectionable 
practices.
The movement to deduct tax notes from liabilities 
seems to have originated in the desire in certain cases 
to maintain an apparent current ratio equal to the 
conventional minimum, or equal to some required 
minimum as expressed in a trust indenture or other 
underlying agreement. With tax liabilities at a phe­
nomenal level it has sometimes been difficult, even in 
the case of a strong company, to maintain a conven­
tional or specified relationship between the compo­
nent elements of working capital if the tax liability 
was included in the liability total in the full amount 
accrued. As a means of meeting this difficulty the 
proposal to improve the ratio artificially, by the sim­
ple expedient of offsetting, has emerged.
Under a strict interpretation of the basic rule stated 
in the preceding section deducting tax notes owned 
from an accrued liability is no more warranted than 
would be the practice of deducting other government 
securities or even cash from such liability. The excuse
for this departure from the rule, moreover, hardly 
seems adequate. Actual working capital position is, 
of course, not strengthened by the offsetting proce­
dure, and anyone familiar with the financial develop­
ments of recent years knows that current ratios have 
generally been reduced even where net working capi­
tal has been increased. On the whole adherence to 
the practice of showing all tax notes owned as assets, 
regardless of the fact that they will presumably be 
utilized in paying taxes, seems to be the preferable 
procedure. In support of this position attention may 
be called to the following special points:
1. Tax notes may be purchased by anyone as a back­
log of working capital just as U. S. Treasury notes 
and other similar securities may be purchased. In 
other words, acquisition of such notes need not be 
confined to persons who expect to use them to pay 
taxes.
2. The notes are redeemable otherwise than through 
payment of taxes and are interest bearing when so 
redeemed (at least in the case of recent issues).
3. Even where such notes are bought in anticipa­
tion of being used to pay taxes, heavy losses in the 
latter part of the year may eliminate the accruing tax 
liability. In this case, certainly, the notes cannot be 
deducted from a tax liability which does not exist. 
Nature and Treatment of Reserves
The term “reserve” is widely misunderstood and it 
is perhaps unfortunate that it has become so firmly 
established in business and accounting usage. The 
situation is made the more difficult by the somewhat 
indiscriminate application of the term to a number 
of different kinds of accounts. At the present time 
“reserves” are a favorite topic of discussion in con­
nection with the corporate financial problems and 
new kinds of reserve accounts are appearing in cor­
porate balance sheets. The interpretation and treat­
ment of reserves is accordingly an important phase of 
present-day reporting.
Many accountants still seem to accept the view that 
there are three main divisions on the right-hand side 
of the balance sheet—liabilities, reserves, and stock 
equity, and a considerable number of published state­
ments reflect this view. To the writer this general 
position appears to be subject to serious question; 
it seems to be based on an underlying misunderstand­
ing, or on failure to analyze adequately, or on need 
for accounts of such an involved character as to make 
clear-cut interpretation impossible. If the asset side 
of the balance sheet is properly set up it should follow 
that the so-called liability or equity side consists of 
an array of creditor-claims and stockholder-interests 
in the asset total. It is hard to see how a fraction of 
the total reported resources can be reasonably de­
scribed without inclusion in one of these two main 
categories.
In general it is not sufficient for the accountant in 
explaining the nature and use of a particular element
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of the balance sheet to say: “That’s a reserve account.” 
The question remains as to the practical significance 
of the account and its relation to the three basic 
factors, assets, liabilities, and stock equity.
Major Classes of Reserves
“Reserve” is a multiple-use word in accounting; 
there are at least three main cases. Reserve accounts 
in the balance sheet may represent any of the follow­
ing: (1) liabilities; (2) offsets to particular or group 
asset balances; (3) appropriated or segregated surplus 
(a portion of the stock equity). It is the business of 
the accountant, in compiling the balance sheet, to de­
termine the character of the reserve accounts which 
have been set up, and to deal with them in the state­
ment in accordance with such determination. Throw­
ing reserve balances into a catchall section in the 
middle of the right-hand side is simply not doing the 
job.
Liability Reserves
Use of the liability reserve should normally be re­
stricted to situations in which either one or both of 
the following conditions is present. (1) the amount 
must be estimated more or less roughly; (2) the spe­
cific party or parties to whom payment will be made 
cannot be designated at the balance-sheet date. Thus 
“reserve for federal taxes” rather than “taxes payable 
to U. S. Treasury Department” may be used in de­
scribing the liability accrued at balance-sheet date 
where the amount is uncertain because of pending 
legislation, difficulty of determining precise applica­
tion of existing statutes, or impossibility of guessing 
how government auditors or the ultimate authorities 
will interpret particular transactions and conditions. 
The “reserve” title for taxes payable is especially 
appropriate in interim statements for taxes calculated 
on the basis of annual data. The reserve to measure 
the estimated liability expected to emerge as a result 
of renegotiation procedure is another example, impor­
tant in wartime balance sheets. An example which 
illustrates both of the specified conditions is the re­
serve which indicates the probable cost to the business 
of performing some service for customers, or of mak­
ing refunds, on sales already made and included in 
revenue. Other related cases of liability reserves are 
estimates of costs of meeting injury and damage 
claims already accrued, and of the accrued portion 
of pension obligations.
An interesting example is found in the reserve set 
up in connection with the operation of leased prop­
erty to reflect the accrual from year to year of esti­
mated expenditures which must be made, under the 
terms of the contract, at the time of reversion. Not­
withstanding the contrary position generally taken by 
the Bureau of Internal Revenue, it is clear that an 
appropriate portion of the estimated lump-sum ex­
penditure at termination of the lease is a proper and
necessary charge against each year’s revenue. The 
credit balance in the reserve at any point is the total 
accrual to date of the estimated cost of fulfilling cer­
tain specified obligations to the lessor. In the case 
of a long-term contract, it may be noted, there would 
be some justification for taking the interest factor into 
account in setting up the amount of the estimated 
liability from period to period.
The point to be emphasized is that all kinds of 
liability reserves should be explicitly reported as lia­
bilities instead of being ambiguously presented in a 
vaguely outlined area between acknowledged liabili­
ties and the stock equity. Moreover, most liabilities 
reserves are of such a character as to justify inclusion 
in the current group, and omission of such balances 
from current liabilities results in an overstatement 
of working capital, an accounting error of the first 
magnitude.
Deferred Revenues
A type of current liability frequently misinter­
preted and improperly located in the balance sheet 
is the account representing so-called “unearned” or 
“deferred” revenue. When a customer makes a pay­
ment in advance of performance by vendor the full 
amount of such payment must be credited to the cus­
tomer, as in the case of the ordinary collection on 
account, and the liability is discharged by perform­
ance as agreed or by return of the amount advanced.. 
Partial performance, of course, justifies proportionate 
decrease of the recorded obligation. It is true that the 
cash or equivalent cost of performance may be less 
than the amount deposited, but this difference 
emerges only with performance; prior thereto the 
vendor is acting in a general fiduciary capacity as cus­
todian of funds deposited. To credit any part of the 
amount received to revenue prior to full or partial 
performance would result in a definite understate­
ment of liabilities and an overstatement of income.
One sometimes wonders how the loose thinking on 
this subject has arisen. Perhaps the use of the label 
“deferred revenues” is partly responsible; a much 
better general caption is “advances by customers” or 
some other similar heading indicating the actual na­
ture of the account. Certainly there is no reasonable 
justification for obscure or improper accounting in 
this connection. Credit relations with customers take 
on two main patterns: (1) product is sold and de­
livered to the customer on a credit basis—here the 
vendor is extending credit; (2) collection from the 
customer occurs in whole or in part prior to per­
formance by vendor—here the customer is extending 
the credit. In both cases the over-all accounting pro­
cedure is precisely the same: there is (1) a debit to 
the customer and a credit to revenue and (2) a debit 
to cash and a credit to the customer. However, the 
order of the entries varies with the pattern adopted 
for the transaction. In the second case the debit to
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cash and credit to customer antedate the second pair 
of entries indicated, and this results in the setting up 
of a liability instead of a receivable in the customer’s 
account. Under both patterns the conditions are 
clear-cut, and there is no more excuse for misinter­
pretation and bad accounting when credit is extended 
by the customer than when credit is granted to the 
customer.
In most cases of advances by customers there is no 
uncertainty whatever regarding the amount of the lia­
bility or the parties to whom the business is indebted. 
In the balance sheet the total amount should be 
shown under an appropriate title, in the current 
liability section, and this amount should be supported 
by a subsidiary ledger as in the case of accounts re­
ceivable. In some situations, however, the vendor 
may not find it necessary to maintain a breakdown 
of the liability in terms of specific parties. A dairy 
company, for example, which issues numbered tickets 
to cover advances by patrons need maintain no sub­
sidiary ledger supporting outstanding tickets. Out­
standing tokens, mileage, and tickets issued by trans­
portation companies similarly need not be accounted 
for in terms of particular customers. In such cases the 
term “reserve” is sometimes attached to the balance- 
sheet heading employed, but this practice is not to be 
recommended unless there is marked uncertainty with 
respect to the extent to which outstanding tickets or 
other evidences will be presented for redemption.
Although advances by customers are clearly a liabil­
ity the Tax Court in a number of cases has taken the 
absurd position that such receipts must be included 
in revenue for income-tax purposes, even when the 
taxpayer’s accounting is on a strict accrual basis. In 
South Tacoma Motor Company v. Commissioner (3 
tc 51), for example, the Court held that the entire 
amount received from the “sale” of service coupon 
books was income of the year in which received, with­
out regard to the amount of service rendered cus­
tomers or the obligation represented by outstanding 
coupons. In discussing this subject R. H. Montgom­
ery writes: “How can the Tax Court say that there 
were no restrictions on the funds collected?”33 In a 
thoroughgoing historical analysis, Sydney A. Gutkin 
and David Beck34 sharply criticize the policy of in­
cluding advance payments in income in the year 
in which received: “There is absolutely no justifica­
tion for the Commissioner’s action, either in the 
language of the statute, its history and development, 
the intent of Congress, the interpretation of account­
ing authorities, or any other source.”
Accountants are perhaps not entirely free from 
blame for the sorry situation in this connection that 
has developed in tax administration. If instead of 
using such ambiguous headings as “deferred income” 
or “reserve for unearned subscriptidns,” scattered here 
and there on the right-hand side of the balance sheet, 
it had been established practice to designate all
amounts received prior to performance as “advances 
by customers,” and to include such items in current 
liabilities where they belong,35 it is barely possible 
that even the Treasury Department and the Tax 
Court might be thinking more clearly.
Contra-Asset Reserves
General agreement has been reached among indus­
trial accountants as to the character and proper pres­
entation of the important contra-asset or “valuation” 
reserves. It has become standard practice to show 
reserves for accrued depreciation, depletion, and 
amortization as offsets to the related costs of the 
assets. Some companies still follow the old procedure 
of showing such balances on the liability side, but the 
number of concerns adhering to this policy has been 
diminishing in recent years.
In setting up contra-asset reserves on the asset side 
the deductions should be applied to the related assets. 
In this connection the common practice of combining 
land and other properties not subject to depreciation 
with the costs of depreciable assets, and deducting 
accrued depreciation from the total, is objectionable. 
On the other hand extensive classification of depre­
ciable costs and reserves for depreciation in the bal­
ance sheet is ordinarily unnecessary. Where costs of 
property have been revised either up or down and 
depreciation is based on the revised figures it is de­
sirable that this condition be clearly indicated. It is 
not advisable to show only net figures for depre­
ciable assets in the balance sheet; costs (or other basic 
values), accrued depreciation to date, and resulting 
net values should be clearly displayed. In the case of 
resources subject to depletion and amortization there 
is less objection to reporting on a net basis.
Reserves for accrued maintenance should generally 
be dealt with in the same manner as reserves for 
accrued depreciation.
Attention should be called to the fact that in the 
railway and public utility fields the standard prac­
tice is that of showing reserves for depletion and 
amortization on the liability side. This is the treat­
ment required in the forms of statements prescribed 
by the Interstate Commerce Commission, the Federal 
Power Commission, and regulatory bodies generally.
Reserves against receivables, designed to measure 
the uncollectible element, or to reflect discounts, 
probable returns, or other related factors, are clearly 
contra-asset reserves and should be handled is deduc­
tions on the asset side. However, there is one type of 
reserve in this connection which is somewhat more
33“Administrative Tax Accounting Fallacies in Section 41,” The 
Journal of Accountancy, July 1944, p. 17.
34“Tax Accounting versus Business Accounting,” The Journal 
of Accountancy, February 1945, p. 134.
“An example of clear-cut recognition of the fact that the de­
ferred revenue item is a genuine liability is found in Arthur C. 
Kelley’s article, “Terminology of the Balance Sheet,” The Journal 
of Accountancy, December 1941, pp. 510-513.
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difficult to interpret, the reserve for billing and col­
lection cost to be incurred with respect to accounts 
receivable already booked. There is no question as 
to the propriety of deducting from acknowledged 
revenues all costs and charges reasonably applicable 
thereto, but what is the significance of the corre­
sponding credit in cases in which the cost has not 
been incurred, in the usual meaning, prior to the 
date of revenue recognition, and in which there is no 
additional obligation to perform as far as the cus­
tomer is concerned? The most reasonable conclusion 
seems to be that the reserve for collection cost is an 
offset to accounts receivable not in the sense of dollars 
that will not be collected but rather in the sense 
of dollars still to be expended in completing the 
process of realization. In other words, such a reserve 
is a contra to receivables in the determination of the 
net realizable value of such assets.
Occasionally need for a reserve arises which may 
be interpreted as a contra to an aggregate of assets, 
but which is not assignable—at least for the time being 
—to particular classes of property. Suppose, for ex­
ample, that there is substantial evidence in the over­
all conditions that the nominal price at which an 
aggregate of assets is acquired exceeds the cash or 
equivalent cost. In such a situation the accountant 
may wish to set up a “reserve for overvaluation” in 
the amount of the apparent overstatement and treat 
such a reserve as an offset to the total nominal cost, 
pending an assignment of the overstatement.
Surplus Reserves
True surplus reserves are of two main kinds.36 First, 
is the type of account designed to reflect absorption or 
“investment” of profit funds in business activity— 
either in the area of working capital or in the area of 
long-term commitments. The “reserve for additions 
and betterments” of railway accounting is an example. 
Such subdivision of surplus constitutes an informal 
capitalization of profits, and is not objectionable if 
clearly reported. The second class of surplus reserve 
or appropriation is that which is set up as a buffer or 
first line of defense in the event that special losses 
appear. Such accounts range from those which are es­
tablished as a gesture of general conservatism, without 
reference to any particular cloud on the horizon, to 
those designed to measure possible or probable losses 
of the future due to unfortunate events which experi­
ence indicates may occur, although having no regular, 
predictable pattern. On the whole there is less reason 
for this form of surplus subdivision. Losses are in 
no sense prevented by subdivision of surplus and they 
are no less burdensome, when they occur, because of 
the presence of an elaborated surplus account. The 
entire stock equity might conceivably be labeled 
“reserve for possible future losses,” but this would be 
an unreasonable form of reporting for the typical 
going concern.
Ch. 2-p. 19
The point to be emphasized here is that all reserves 
of the second type, like those of the first, should be 
clearly exhibited in the balance sheet as appropriated 
earned surplus, and should be aggregated under the 
earned surplus section of total capital and Surplus. 
Such reserves are neither liabilities nor offsets to as­
sets; they are just as much a part of the stock equity 
as any other element thereof. Possible losses from 
casualties or other events which have not yet occurred, 
and which may never occur, cannot be viewed as al­
ready in effect. It is reasonable to say that deprecia­
tion accrues; it is not reasonable to insist that fire 
losses do. The fact that no buildings burned in a par­
ticular year, for example, does not increase the haz­
ards of the future, does not place existing assets in in­
creased jeopardy. And hence a reserve for possible fire 
loss at a particular point of time is nothing more nor 
less than an element of surplus account with a fancy 
name. Certainly no owner of existing assets' would 
take kindly to the suggestion of a prospective buyer 
that a deduction be made for casualties which have 
“accrued” as a result of the fact that several years have 
elapsed without casualty.37
Reserves for Reconversion to Peacetime Operation
There is no gainsaying the fact that reserve accounts 
are sometimes established that are not clearly assign­
able to one of the three compartments, liabilities, con­
tras to gross assets, or surplus. The major examples of 
reserves of this character in present-day balance sheets 
are the reserves designed to measure either general or 
specific costs of shifting from war production to a 
peacetime footing.38 Such a reserve can hardly be 
construed as a liability to any particular person or 
group; neither does it represent a clear-cut deduction 
from the cost or value of any asset or group of assets. 
The most plausible interpretation—at least at first 
sight—is that a reserve for reconversion is a segment of 
earned surplus under special title. But this tentative 
conclusion is not altogether satisfying. The decisive 
question is: Are the costs of reconversion—charges not 
yet incurred, and susceptible of only rough estimate- 
casts of wartime revenues or costs properly assignable 
to postwar production? If they are the latter, the cor­
responding reserve credits must indisputably be 
viewed as surplus; if they are the former it is equally 
clear that they cannot fairly be described as surplus 
although doubt will still remain as to the proper 
balance-sheet treatment.
If war production and peace production are viewed 
as alternating periods of activity, one just as normal
36A third case—relatively unimportant—may be mentioned, the 
segregation of surplus to match the extent to which funds have 
been accumulated to meet some long-term liability.
37For more extended comment on this point see Dickinson Lec­
tures in Accounting, by May, Halsey, and Paton (Cambridge: 
Harvard University Press, 1943), pp. 116-119.
38See Accounting Research Bulletin No. 13, American Institute 
of Accountants, for list of possible or probable costs associated 
with reconversion.
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and to-be-expected as the other, it would seem to fol­
low that each type of production and the related rev­
enues should be charged with only one batch of spe­
cial costs. That is, war revenues should bear the cost 
of converting to a war basis, and peacetime revenues 
should bear the cost of converting to a peace basis. A 
somewhat more appealing view—notwithstanding the 
experience of two world-wide wars in the past thirty 
years—considers war production a special excursion 
which business has been obliged to take, as a result of 
political developments, and from this standpoint the 
revenues realized during this special and enforced 
period should bear the round-trip costs.
If reserves covering estimated costs of reconversion 
to peacetime production should not be reported as a 
section of earned surplus how should they be classi­
fied? There is no entirely satisfactory answer. Here is 
a situation—if there ever was one—which may call for 
a special heading sandwiched between liabilities and 
stock equity. In certain cases it may be reasonable to 
treat a portion of such reserves as a liability—a rough 
estimate of money which must be paid to certain in­
terests in liquidating war production; the major exam­
ple is the estimated payment to employees as a sepa­
ration allowance or during a period of layoff. With 
respect to the major part of such reserves a possible 
interpretation is to consider them as the measure of a 
“lien” on or offset to total current assets—the extent to 
which such assets have been accumulated to defray 
costs chargeable to war revenues which will not be 
literally incurred till a later date. One thing seems 
clear: if such reserves are entirely excluded from the 
working-capital picture there is danger that the status 
of working capital will be interpreted too optimisti­
cally. As has been pointed out by various writers,39 
reserves are not going to mean very much in the imme­
diate postwar period unless accompanied by a growth 
of working capital in the form of increased current 
assets or reduced current debt.
The foregoing discussion assumes that there will 
actually be substantial reconversion costs, and that it 
is feasible to make at least rough estimates of such 
costs. If the reserve for reconversion is based on 
nothing more than a general impression that special 
costs or losses may emerge in the postwar period, al­
though there is no certainty or not even a strong prob­
ability that this will be the case, the reserve is merely 
an example of the reserve for general contingencies 
and must be viewed as a section of earned surplus.
The unwillingness of the Treasury Department to 
permit current deductions for tax purposes on account 
of estimated postwar conversion charges is understand­
able, but there is quite a bit to be said on the other 
side, from the standpoint of general financial policy 
in wartime as well as from the point of view of good 
accounting procedure.
A reserve for deferred maintenance which measures 
the deterioration and loss of effectiveness resulting
from undermaintenance should be treated as a contra 
to the property account.
Equalization Reserves
In Accounting Research Bulletin No. 13, issued by 
the committee on accounting procedure of the Ameri­
can Institute of Accountants, the following is included 
in the “summary statement”: “It is not permissible to 
create reserves for the purpose of equalizing reported 
income.” This means that in the opinion of the com­
mitee any procedure designed to reduce the fluctua­
tions in reported net income by artificially shifting 
the effect of losses or other charges from one year to 
another is not acceptable accounting. This pronounce­
ment should not be interpreted, however, as prohibit­
ing the use of technical reserve accounts in connec­
tion with monthly or quarterly computations by 
means of which the budgeted amount of a particular 
type of cost is spread in a reasonable manner over the 
year’s activity. Such equalization reserves are of course 
closed out at the end of the year and do not appear in 
the balance sheet prepared at the end of the year.
Deductibility of Depreciation Reserves
In the utility field the argument continues with re­
spect to the deductibility of accrued depreciation as 
booked in rate determinations. This question, how­
ever, should not be confused with the matter of good 
presentation in the balance sheet. In reporting the 
accrued depreciation to date as a contra to the cost or 
other base amount of the property the accountant is 
not setting a current value for rate-making or any 
other purpose. The balance-sheet data are simply 
what they purport to be—a showing of gross book 
value, usually cost, less the amount of such book value 
already charged to operations or other accounts.
For a discussion of the treatment of accrued depre­
ciation in relation to computations of rate of return 
in utility enterprises see the writer’s Advanced Ac­
counting, pages 309—318, and “Accounting Policies of 
the Federal Power Commission—A Critique.”40
Treatment of Surplus—Appreciation
Paid-in or capital surplus (including premium on 
stock) should be reported in the balance sheet, as 
pointed out earlier in this chapter, as a part of the 
total amount contributed by the stockholders. Credits 
resulting from acquisition of outstanding shares may 
be viewed as a special type of capital surplus or as 
unassigned adjustments of total asset value. This 
leaves earned surplus—reserved and unappropriated— 
and unrealized appreciation. As noted earlier, “sur­
plus” representing unrealized appreciation may well 
be presented as a special addition to a total of capital
39For example see W. Arnold Hosmer, “Funding Depreciation 
and Maintenance Reserves under War Conditions,” Harvard 
Business Review, Spring 1943, pp. 369-384.
40The Journal of Accountancy, June 1944, pp. 432-460.
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(including capital surplus) and earned surplus (includ­
ing surplus reserves).
A special point of considerable current interest is 
the question of the propriety of showing total unreal­
ized appreciation as an element of the total stock 
equity in view of the fact that if such appreciation were 
realized through disposition of the assets which have 
been appreciated there would be a substantial tax 
liability attaching to the transaction. There seems to 
be no way to deal with this problem beyond the foot­
note qualification. In view of the uncertainty in most 
cases as to when the appreciation will be realized, if 
ever, and hence the difficulty of estimating the appli­
cable tax, separation of the amount into liability on 
the one hand and increase in stock equity on the 
other is hardly practicable. Moreover, even if such 
separation were feasible it would not be good report­
ing to show a purely contingent liability as an actual, 
recognizable obligation. Accordingly, all that can be 
done is to call attention to the problem by balance- 
sheet note or comment.
Contingent Liabilities
A balance sheet does not purport to show, and 
should not show, estimates of liabilities related purely 
to transactions and operations of the future. It is gen­
erally agreed, however, that if some transaction has 
been already undertaken, or some condition has al­
ready developed, which will presumably result in a 
recognizable obligation, provided events take an un­
fortunate turn in the future, attention should be 
called to this fact in connection with the issue of a 
balance sheet.
For the obligation which is no more than con­
tingent, disclosure through footnote or supplementary 
comment remains the standard procedure. Loading 
both sides of the balance sheet proper with balancing 
figures for liabilities which have not yet developed 
but which may conceivably arise in future years is not 
recommended.
A distinction should be drawn between a pure con­
tingent and an estimate of losses which will pre­
sumably emerge in the future but which may reason­
ably be construed as applicable to past revenues. See 
“Reserves for Reconversion to Peacetime Operations.”
Treatment of Stock Subscriptions
It is conventional practice to report valid stock sub­
scriptions not yet collected as an asset in the balance 
sheet, although the accountant generally insists that 
the amount of such receivables be segregated under a 
special title. An alternative treatment which is some­
times recommended is that of showing the uncollected 
balance of the subscriptions as a contra to the total 
of capital stock subscribed.41 In a recent article* 42
Rufus Wixon discusses this question from legal and 
accounting standpoints and demonstrates the limita­
tions of the view that unpaid subscriptions are an asset.
Stock Warrants and Options  
Of late there has been a revival of interest in the 
accounting for stock warrants and options, engen­
dered partly by the frequent use of options in recent 
years as part compensation for administrative services.
On the books of the issuing company a warrant or 
option should be accounted for initially like any other 
security: the amount paid to the corporation for the 
option, in cash or cash equivalent, should be charged 
to the appropriate asset account and the same amount 
should be credited to a special liability or stock equity 
account (the credit item is probably more akin to 
the stock equity than to a liability in the narrow 
sense). When if ever the right is exercised cash is 
charged with the amount received, the warrant or 
option account is debited with the original amount 
credited thereto, and the total is credited to capital 
stock (perhaps divided between stated capital and 
capital surplus).
The minimum value of the warrant or option at 
date of issue is generally represented by the excess 
of the current fair value of the stock without warrant 
or option attached and the option or exercise price. 
Warrants or options, representing a position in a 
stock, may, however, have an appreciable value even 
where the market price of the stock at date warrant 
or option is issued is less than the option price. (Simi­
larly, the conversion privilege attaching to preferred 
shares may have a speculative value even if it would 
not pay to convert at the moment.) A recent example 
is found in the purchase by the underwriters of war­
rants to subscribe for 100,000 shares of The American 
Phenolic Corporation at $11.25 per share until De­
cember 31, 1949, at the same time that 345,000 shares 
were being offered at $10 per share. The underwriters 
paid five cents a warrant, or a total of $5,000 for this 
right. The proper accounting treatment on the books 
of the corporation in this case is to credit warrants 
outstanding with the amount of $5,000, and this item 
should be separately reported in the company’s bal­
ance sheet.
The recent (February 26, 1945) decision of the 
U. S. Supreme Court in Commissioner v. Smith does 
not appear to be on a solid accounting foundation. 
The only compensation to an employee represented 
by an option granted for services rendered or to be 
rendered, and the only cost to the corporation, is the 
fair market value of the option at the date it is granted 
or issued; if the option has no market value at that 
date it represents no compensation. Moreover, if the 
option has no value when granted the subsequent 
exercise of the option is purely a capital transaction to 
the corporation, and to the employee. Later, if the 
employee sells his stock, gain to him may be realized,
41Accountants’ Handbook, (3rd ed.; 1943), p. 991.
42“Legal Regulations and Accounting Standards," The Account­
ing Review, April 1945, pp. 139-147.
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but such gain will be an investment gain, not compen­
sation for personal services.
Treasury Stock
Almost no other controversial subject seems to hold 
as much charm for accountants (and for the federal 
income-tax administration) as that of the nature and 
treatment of treasury stock. Within the last ten 
years there has been a flood of articles and memo­
randa dealing with the problem of treasury shares 
and although some crystallization of opinion has re­
sulted there still remains a considerable diversity of 
views and a considerable evidence of confused think­
ing-
The discussion of treasury shares is a good ex­
ample of the way in which misuse of simple terms 
results in an illogical thinking process and erroneous 
conclusions. We speak of a corporation “buying” 
and “selling” its own shares. Actually no such trans­
action can take place, although a superficial view of 
the matter (including the fact that in most jurisdic­
tions a corporation can order shares purchased for its 
account through a broker, just as can any outsider) 
makes such an interpretation seem plausible. The 
sound position is that a corporation can do only two 
things with respect to its shares: (1) it can issue them 
to stockholders who have contributed funds in one 
form or another—made an investment in the corpora­
tion; (2) it can contract outstanding shares by dis­
bursing to a stockholder the call price (in the case 
of some preferred issues), an amount specifically ne­
gotiated, or an amount determined by the operations 
of a securities market or exchange. It follows that 
its own shares are never an asset—in any sense—to the 
issuing corporation. If this simple point—which the 
writer made emphatically in an article in The Jour­
nal of Accountancy as far back as 191943—could be 
definitely agreed upon and adhered to by all inter­
ested parties, a good share of the mist surrounding 
this subject would be permanently dispelled and we 
could turn our minds to some other topic. Failure to 
get this almost indisputable point clearly and firmly 
in mind is responsible for most of the controversy 
and confusion.
Another way of putting the matter is that there is 
no substantive distinction for accounting purposes 
between authorized shares that have never been issued 
and such shares which have been issued and subse­
quently reacquired. This angle should settle the 
matter, as no one any longer has the hardihood to 
propose that unissued shares are an asset, a recogniz­
able item of corporate property. The fact that so- 
called treasury shares have substantially the status of 
unissued shares from both legal and financial stand­
points is shown very convincingly by Calvin H. Ran­
kin44 in a paper presented at a meeting of the Ameri­
can Accounting Association. Rankin notes that 
treasury shares may differ from unissued shares with
respect to the minor question of right of preemption 
but he makes it unmistakably clear that there is no dif­
ference requiring substantive accounting recognition. 
Another excellent presentation of this matter was 
made by Albert J. Watson45 at an annual meeting of 
the Institute. Mr. Watson was the first outstanding 
professional accountant to the writer’s knowledge to 
express the position that treasury shares are never an 
asset without any qualification or hedging.
Many accountants will go along with Messrs. Ran­
kin and Watson (and others who share their views) 
most of the way but balk when faced with particular 
conditions. Especially where a corporation acquires 
shares on the market to fill employees’ subscriptions 
are some willing to defend the view that the acquired 
shares should be reported on the asset side. But there 
is no need of making an exception in this case; if there 
is an asset involved (prior to receipt of funds from 
subscribers) it is represented by the subscriptions re­
ceivable, not by the treasury shares which will eventu­
ally be issued to the subscribers.
There is, of course, a distinction between authorized 
shares and unauthorized or non-existent shares. But 
here again reacquired shares and never-issued shares 
are in the same boat. If steps are taken to cancel reac­
quired shares they are of course eliminated from the 
legally authorized capital, but exactly the same thing 
can be said of the cancellation of never-issued shares. 
And in neither case is any asset or property value con­
sumed or disbursed.
Treatment of “Cost” of Treasury Shares
Accountants are partly to blame for the weird 
theory that income—taxable income—can emerge in 
connection with a company’s transactions in its own 
shares. Had the position of accountants been clear- 
cut and well established on this point it is to be 
doubted if this theory would ever have been seriously 
entertained by any responsible person. Neither in­
come nor loss can result from bona-fide, fairly con­
ducted transactions involving acquisition and issue of 
shares. When shares are issued the entire amount paid 
in by the new stockholders is capital (including so- 
called capital “surplus”); it makes no difference if 
such shares were previously issued and later reac­
quired. When shares are acquired the amount dis­
bursed by the corporation represents the withdrawal 
by the retiring stockholder of his share of the corpora­
tion’s assets (determined, as indicated earlier by spe­
cific negotiation or through the operation of a securi­
ties market) ; it makes no difference whether the shares 
so acquired are canceled or not.
““Some Phases of Capital Stock,” The Journal of Accountancy, 
May 1919, pp. 321-335.
44"Treasury Stock: A Source of Profit or Loss?” The Accounting 
Review, March 1940, pp. 71-77.
45“Principles Related to Treasury Stock,” Accounting Prin­
ciples and Procedure (Papers presented at the 51st annual 
meeting of the American Institute of Accountants), 1938, 
pp. 31-35.
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The statement made by the executive committee of 
the American Accounting Association46 on this point 
in 1941 is aimed in the right direction, but doesn’t go 
far enough. To quote:
“The outlay for reacquired shares of capital stock, 
provided the shares are reissuable, should be shown 
on the balance sheet as an unallocated reduction of 
capital stock and surplus, and any consequent restric­
tion on surplus distributions should be disclosed. If 
the shares are not reissuable, or if they acquire the 
status of unissued or retired shares, such outlay should 
be charged to capital-stock account up to the amount 
by which capital stock has been formally reduced; the 
balance remaining should be charged to paid-in sur­
plus, if any, up to an amount not in excess of the 
prorata portion of the paid-in surplus applicable to 
that number of shares; any part of the outlay which 
cannot thus be absorbed should be charged to earned 
surplus as constituting a distribution thereof. In case 
shares are retired at a figure less than their par or 
stated values, the resulting balance should be regarded 
as paid-in surplus. The excess of the reissue price of 
reacquired shares over their cost is paid-in capital; an 
excess of cost over the reissue price is in effect a dis­
tribution to a retiring stockholder and is chargeable 
to earned surplus.”
The last sentence of this statement is definitely ob­
jectionable. True, it avoids the mistake of recogniz­
ing income or loss, but it is defective in that it mixes 
the accounting for the acquisition of the shares with 
the accounting for reissue. If reacquired shares are 
essentially the same as never-issued shares it follows 
that the total amount paid in by the party or parties 
to whom such reacquired shares are issued should be 
treated as capital (or stated capital plus capital sur­
plus) .
The suspense treatment of the cost of treasury 
shares recommended by the American Accounting 
Association committee is not objectionable provided 
it is viewed as a temporary treatment and does not 
lead later (upon cancellation or reissue) to failure to 
dispose of the total amount paid to the retiring stock­
holders when the shares were acquired.
How, then, should the amount disbursed when the 
shares are acquired (the so-called “cost”) be assigned 
to the balance-sheet elements? As a general practical 
rule the procedure recommended by the Association 
committee is acceptable. However, accountants should 
take note of an interpretation developed by Warner
H. Hord47 a few years ago which has not received the 
attention it deserves. Briefly, Hord’s suggestion is that 
when an amount is agreed upon as the extent to which 
corporate assets can be drawn upon by retiring stock­
holders this in effect involves a determination of the 
total market Value of the property, and hence of the 
stock equity, at that point. Accordingly, if total book 
equity is more or less than such determined value an 
accounting revaluation should first be made—at least 
to the extent of the fraction represented by the stock
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being acquired—to bring book value and actual value 
into harmony, and then the total amount paid to the 
retiring shareholders should be assigned to the book 
value which it matches. Assume, for example, that 
the book value of the stock equity of a corporation at 
a particular time is represented by capital stock 
$100,000 and earned surplus $50,000 and that at this 
point 10 per cent of the shares are acquired by dis­
bursing $12,500 of corporate assets. Assuming the 
amount paid to retiring shareholders is a fair deter­
mination this means that the total actual value of the 
stock equity prior to retirement of 10 per cent is 
$125,000 and that there is an unrecognized and unas­
signed (and perhaps unassignable) shrinkage in total 
recorded asset values from the point of view of the 
going concern. A preliminary adjustment might then 
be made to restate the fraction of the stock equity 
retired in conformity with market value; this might 
be done by debiting a special contra to the stock 
equity and crediting a reserve for overvaluation of 
assets in the amount of $2,500 ($15,000 less $12,500). 
Then when the shares are acquired the credit to cash 
or other property of $12,500 disbursed would be 
matched by debits to capital stock and surplus of 
$10,000 and $5,000, respectively, and a credit to the 
special contra to stock equity previously set up of 
$2,500.
The importance of this line of analysis lies in the 
fact that it brings out sharply the folly of assuming 
that any income can arise through the act of acquir­
ing shares at less than recorded book value at date of 
acquisition.
Assignment of Redemption Cost of Preferred Shares
There has been considerable discussion and contro­
versy in recent years regarding the treatment of the 
amount paid to call or otherwise acquire outstand­
ing preferred shares. The two principal procedures 
are discussed pro and con by Frank P. Smith in “Pre­
ferred Stock Redemption Premiums.”48 According to 
one view it is within the reasonable realm of cor­
porate policy, and the area of accepted accounting 
principles, to charge the excess of the redemption cost 
over the par or stated value of the stock being re­
deemed either in whole or in part to any form of paid- 
in surplus. At the other extreme is the position that 
the excess may be charged to capital surplus only to 
the extent that such “surplus” represents premium 
paid in on the shares being retired and that with this 
exception the entire excess must be charged to earned 
surplus. This is essentially the view adopted by the 
executive committee of the American Accounting As­
sociation in the statement referred to in the preceding
46“Accounting Principles Underlying Corporate Financial State­
ments,” American Accounting Association, The Accounting Re­
view, June 1941, p. 138.
47“The Flow of Property as a Basis of Internal Control,” The 
Accounting Review, September, 1939, pp. 272-285.
48The Journal of Accountancy, August 1941, pp. 133-142.
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section. There also appear to be a number of opin­
ions to the effect that the treatment to be accorded 
should depend on the particular circumstances and 
may range—with changing circumstances—almost any­
where between the two major interpretations. For 
example it has been suggested that where funds to 
retire outstanding preferred shares are secured 
through the issue of new preferred stock it is not un­
reasonable to charge the excess of the call price over 
the book value of the old preferred to the premium 
paid in by the new preferred shareholders.
In Accounting Series Release No. 45 of the Securities 
and Exchange Commission it is concluded in the par­
ticular circumstances covered by the release that “the 
amount paid preferred stockholders in excess of the 
amounts contributed by them should be charged to 
earned surplus.” The clear implication of the release 
is that this is considered to be the proper procedure 
under any ordinary circumstances of the redemption 
of all or a part of a preferred issue. The release calls 
attention to the possibility, in special utility situations, 
of approval of a procedure under which redemption 
premium is set up as a deferred charge to be absorbed 
against future earnings. This possible treatment, the 
writer believes, is not in harmony with sound prin­
ciples of accounting.
In some circumstances all or a part of the excess 
over book value paid to retire the preferred shares 
may be reasonably interpreted as akin to a special 
dividend distribution. This is clearly proper where a 
portion of an excess measures an “accrued” dividend 
to date of retirement and can also be defended where 
all or a portion of the excess is closely related to a 
total dividend arrearage. On the other hand in many 
cases redemption premium may have no recognizable 
similarity to a dividend appropriation. In “Premiums 
on Redemptions of Preferred Stock,”49 George O. May 
points out that “there are grave objections to the 
proposal to regard a premium as in effect a dividend.”
It seems to be generally agreed that where the 
amount disbursed to retire preferred shares is less 
than the book value of such shares the difference is a 
form of capital surplus and should never be credited 
to earned surplus. This agreement rests on the propo­
sition that while earned surplus may be diminished 
through a process of disbursing funds to stockholders, 
earned surplus—the result of successful operation—can­
not possibly be expanded by such process. To say, for 
example, that a company has made a profit of $70 
by retiring a share of preferred stock, with a par 
and book value of $100, by disbursing $30 is quite 
unreasonable, and to attempt to construe the dif­
ference of $70 as taxable income is fantastic. If 
a share of preferred stock is retired on such a 
basis it would generally be reasonable to assume 
that the company has suffered large, unrecorded 
losses in the sense that its total value as a going 
concern is much less than total book value, and there
is certainly no profit realized through retirement of 
preferred shares on the basis of realistic, existing 
values. See preceding discussion of treasury stock, 
particularly the comments on Mr. Hord’s interpreta­
tion. As Hord writes in the paper referred to earlier: 
“Just how it is possible for some stockholders to make 
themselves more and more wealthy by buying out the 
other stockholders at the open competitive market 
price is not entirely clear.”
There is reason for avoiding any treatment of re­
demption premium which tends to prevent a clear- 
cut reporting of the amount paid in by each class of 
stockholders. This point is especially important in 
the case of senior issues. Thus the recommendation 
that the call premium, or an excess arising through 
acquisition at market price, be charged to the pre­
mium paid in by a new class of shareholders seems 
questionable. A so-called refunding operation, more­
over, should generally be viewed as two distinct trans­
actions: (1) the settlement with one group of inves­
tors; and (2) the transaction with the new investors. 
This interpretation is desirable even if the two issues 
are very much alike and particular individuals are 
represented in both groups of stockholders.
Notwithstanding the merits of the procedure by 
which the excess of the price paid to retire preferred 
shares over total book value (including premium orig­
inally paid in on such shares) is charged to earned 
surplus it seems necessary to conclude that use of cap­
ital surplus representing a part of the equity of the 
common stock to absorb all or part of the excess can­
not be considered definitely improper in circum­
stances where there is no objection to this procedure 
from the legal point of view, and where the circum­
stances are not such as to require the conclusion that 
there has been in effect a distribution of earned 
surplus.
Assignment of Cost of Bonds Acquired
It has been a general rule of accounting that ac­
quisition of evidences of indebtedness at less than 
book value result in an income credit of the difference, 
and thus in an increase in earned surplus. Similarly 
if the amount paid is more than the book value of 
the liability thereby retired the difference is conven­
tionally viewed as a charge to income and thus, event­
ually, as bringing about a deduction from earned sur­
plus. In the last decade, however, in the face of the tre­
mendous fluctuation in the market prices of corporate 
bonds there has been some questioning of the tradi­
tional treatment and a limited modification of such 
treatment for tax purposes was introduced into the In­
ternal Revenue Code in 1939.
In a paper “Bond Discount and Debt Expense”50 
Warner H. Hord argues persuasively for the view 
that “no profit or loss can be realized by the issuing
49The Journal of Accountancy, August 1941, pp. 127-132.
50The Accounting Review, June 1940, pp. 211-218.
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corporation from a bond retirement transaction,” re­
gardless of the amount disbursed. He recommends, 
in effect, that the difference between bond retirement 
cost and the book value of the liability at the date of 
retirement be viewed as an adjustment of the book 
value of the assets. To quote:
“Thus, if a $100,000 bond issue which had been sold 
[issued] at par were retired for $70,000, the $30,000 
difference between par and the cash paid would be 
deducted from the assets, thereby equating the asset 
reduction with the equity reduction. Strangely enough 
this procedure is allowed for income-tax purposes 
under Section 22 (b) (9) of the 1939 Internal Revenue 
Code. Perhaps this is a case in which the govern­
ment . . . accidentally adopted good accounting prin­
ciples in granting tax relief.”
In “Losses as a Cause of Gain”51 George O. May 
discusses certain phases of this subject and concludes 
as follows: “It is unsound accounting to consider 
these transactions as producing gains which can prop­
erly be regarded as income while the decline in the 
value of the enterprise itself is, under accepted ac­
counting rules, rightly ignored.”
Comparative Statements
In Accounting Research Bulletin No. 6 the com­
mittee on accounting procedure of the Institute has 
recommended extension of the use of comparative 
statements. To quote:
“The increasing use of comparative statements in 
the annual reports of companies is a step in the right 
direction. The practice enhances the signficance of 
the reports, and brings out more clearly the nature 
and trends of current changes affecting the enterprise. 
The use of statements in comparative form serves to 
increase the reader’s grasp of the fact that the state­
ments for a series of periods are far more significant 
than those for a single period—that the statements for 
one year are but one instalment of what is essentially 
a continuous history.
“It is therefore recommended that the use of com­
parative statements be extended. In any one year it is 
ordinarily desirable that the balance sheet, the income 
statement and the surplus statement (the two latter 
being separate or combined) be given for the preced­
ing as well as for the current year. Footnotes, explana­
tions and accountants’ qualifications already made on 
the statements for the preceding year should be given, 
or at least referred to, in the comparative statements. 
If, because of reclassifications or for other reasons, 
changes have occurred in the basis for presenting cor­
responding items for the two periods, information 
should be furnished which will explain the change. 
This is in conformity with the well recognized rule 
that any change in practice which would affect com­
parability should be disclosed.”
Most comparative balance sheets are in two-year 
form but an increasing number of companies are re­
porting comparative data for longer periods, some­
times ten years or more. In this connection a possible
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future development lies in the use of index numbers 
to convert the data of long-range comparative balance 
sheets to common dollars, to take account of the effect 
of a change in the general price level, in much the 
same way that a statistician, for example, would ad­
just the data of imports and exports to a common 
price-level basis. H. W. Sweeney, in his interesting 
and valuable book Stabilized Accounting,52 goes much 
further than this, and there is room for argument as 
to the conditions which justify the revision of re­
corded cost data to take into account changes either 
in the general price level or in specific prices. It is 
clear, however, that the unadjusted data of the long- 
range comparative balance sheet may be misleading, 
and that it is not beyond the bounds of practical re­
porting for accountants to attempt to do something 
about this. For a brief discussion of the problem see 
Chapter 33, “Common-Dollar Reporting,” in the 
writer’s Advanced Accounting.
Analysis of Working Capital
A special kind of statement supplementing the bal­
ance sheet is the schedule of working capital. In its 
simplest form this consists essentially of a current- 
account balance sheet, often on a comparative basis. 
In its more elaborate form the statement becomes an 
analysis of the net change in working capital and may 
even be developed into a complete statement of funds, 
integrating the data of both balance sheet and income 
statement. The writer believes that this type of an­
alysis is a valuable adjunct of financial reporting, and 
should be further studied and developed. It is inter­
esting to note that one of our largest companies, 
United States Steel Corporation, has included an an­
alysis along this line in its reports for many years.
On page 26 is an example from the 1944 report of 
the Pittsburgh Coal Co.
Consolidated Balance Sheet
In law and accounting circles there has been con­
tinuing active discussion regarding the nature and sig­
nificance of consolidated statements. In the Ameri­
can Car and Foundry Co. case53 the court concluded:
“Corporate identity will be disregarded in equity 
only when it is necessary to do so in order to prevent 
fraud, deception, evasion or injustice . . . Defendant’s 
contention that separate corporate identities of wholly 
owned subsidiaries must always be regarded as mere 
departments or divisions of the parent company, is not 
supported by the cases.”
Two articles54 appeared simultaneously in the De-
51The Journal of Accountancy, September 1941, pp. 221-228.
52(New York: Harper & Bros., 1936). 203 pages.
53Cintas v. America# Car and Foundry Co., 131 N. J. Eq. 419;
25 A. 2d. 418 (1942).
54George O. May, “The American Car and Foundry Co. Deci­
sion,” pp. 517-522; Robert H. Montgomery, “Is the Profession 
Going Legalistic?” pp. 523-524.
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Consolidated Working Capital
Cash .........................................................................................
Marketable securities .............................................................
Accounts and notes receivable..............................................
Inventories ...............................................................................
Current Assets.........................................................
Accounts payable ...................................................................
Dividend payable ................................. ...............................
Accrued pay roll, taxes and interest (including taxes on 
income) ...........................................................................
Long term debt due in 1945.......... .......................................
Current Liabilities—Note A..................................
Working Capital ...................................................................
Balance at Balance at Increase
Dec. 31, 1944 Dec. 31, 1943 Decrease
$ 6,590,180.41 $ 5,851,194.04 $ 738,986.37
2,684,611.02 2,026,860.20 657,750.82
5,430,408.24 5,313,507.54 116,900.70
7,103,207.57 6,250,033.99 853,173.58
21,808,407.24 19,441,595.77 2,366,811.47
2,412,539.44 2,190,656.49 221,882.95
349,458.00 — 349,458.00
1,559,060.38 1,773,798.74 214,758.36
170,000.00 893,867.38 723,867.38
4,491,057.82 4,858,322.61 367,264.79
$17,317,349.42 $14,583,273.16 $2,734,076.26
Note A. Current liabilities at each of the above dates do not include the minimum bond retirement fund require­
ment of The Monongahela River Consolidated Goal & Coke Company First Mortgage Bonds of $150,000.00 
payable in the following year.
Detail of Changes in Working Capital
Additions to Working Capital:
Net profit before minority interests.........................................................................
Provisions for:
Depletion .................................................................................................................
Depreciation ......................................................................................... ............... .
Amortization of patents .........................................................................................
Amortization of premium on bonds owned.........................................................
Profit on disposal of properties and miscellaneous securities (applied to 
respective classifications) ................ ............................................................... .
Net additions to reserves:
Tax contingency .....................................................................................................
Compensation and property insurance .............................................................
Post-war inventory adjustment ..................................................................... ..
Maintenance and operating reserves.................................... ..........................
Premium on company bonds purchased for retirement (applied to long term 
debt) .,................ ................................... .................................................................
Net additions from income and expense.................................................................
Net proceeds from disposals of coal and surface lands............................................
Total additions to working capital........ ....................................................
Payments Made or Provided for:
Bonds and stocks of other companies—net...............................................................
Additions to plant and equipment—net. . ................................................................
Additions to patents and patent development................... .....................................
Net change in deferred charges and miscellaneous non-current receivables and 
payables ........................................................... .......................................................
Transfers to funded reserves:
Maintenance and operating, post-war inventory, and excess casualty funds. . 
Workmen’s compensation guaranty fund.............................................................
Long term debt retired or becoming due within one year......................................
Net decrease in deposits with trustees for debt retirement....................................
Dividends paid on preferred stock................................................................... .
Dividends paid to minority stockholders of a subsidiary company.......................
Total deductions from working capital.................... ................................
Net Increase During Year..............................................................................................
$1,702,997.21
2,165,186.41
16,557.92
11,290.82
43,851.32
2,501.41
130,864.09
94,960.44
1,679,924.44
1,422.90
90,226.84
816.77
1,120,780.19
169,408.65
$3,309,235.29
3,896,032.36
275,232.17
272,177.26
116,780.19
7,318,992.93
333,552.07
7,652,545.00
946.34
1,681,347.34
795,846.91
91,043.61
951,371.54
1,397,832.00
81.00
  4,918,468.74 
$2,734,076.26
Note.—Italics indicate red.
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cember 1942 issue of The Journal of Accountancy 
discussing this case. Both writers emphasized the ac­
counting importance of the consolidated statement 
but recognized the need for drawing a distinction 
between the consolidated report and the statements 
of the component companies. As Montgomery put it: 
“This in no way minimizes the necessity to prepare 
separate balance sheets.”
In the field of public utility accounting and regula­
tion there has recently appeared the doctrine that be­
cause intercompany transactions are treated in con­
solidated statements as departmental transfers the 
actual accounts of the affiliated companies should be 
kept on this basis. This is of course an en­
tirely novel and unjustified application of consolidat­
ing technique. The fact that intercompany transac­
tions are treated as departmental transfers in consoli­
dation furnishes no warrant whatever for the view 
either that the transactions should take place on this 
basis or that they should be recorded on this basis. 
Transactions between related or affiliated corpora­
tions should—like transactions between entirely unre­
lated parties—be conducted on a fair commercial 
basis; only in this way can the rights of the various 
parties at interest, including minority stockholders 
and creditors, be preserved. Moreover, such transac­
tions should of course be recorded on this basis. The 
theory referred to is the more unjustified in that in 
some quarters the attempt is made to apply this view 
not merely to wholly owned subsidiaries in their rela­
tion to a parent company but to all subordinate cor­
porations without regard to the character or extent of 
the relationship. That is, an effort is being made to 
adopt the consolidating point of view for the account­
ing of individual companies in cases where no public 
accountant would consider it proper even to prepare 
consolidated statements.
As was pointed out long ago by Sir Gilbert Francis 
Garnsey,55 *and has been emphasized by virtually all 
writers dealing with the subject since, the consoli­
dated balance sheet is a supplement to, not a substi­
tute for, the balance sheets of the separate companies. 
It is prepared to serve the special needs of a controlling 
;group or body of investors and has no legal force or 
significance beyond these special needs. The consoli­
dated statement must always be interpreted with care, 
if misleading conclusions are to be avoided. Consoli­
dated ratios, for example, may be definitely unsound 
as measures of the position of particular groups of 
creditors or other interests.
The practice of issuing consolidated statements un­
accompanied by the actual statements of either the 
major company or the subsidiaries is objectionable in 
many cases. The preferred practice is that followed 
by the American Telephone and Telegraph Co., in 
which the statement of the “Bell system” is issued as 
a supplement to the statement of the parent company. 
Of course no great harm is done if the data of one or 
more minor and wholly owned subsidiaries is ‘ folded
into” the balance sheet of the major company pro­
vided full explanation is given. But it is not the best 
reporting to issue only a consolidated balance sheet, 
with no explanation and no showing of the separate 
status of the component companies, where important 
subsidiaries, with varying financial structures and vary­
ing degrees of operating success, and perhaps with im­
portant minority and outside interests, are included.
Writing on the subject for the American Account­
ing Association, Eric L. Kohler56 emphasized the posi­
tion taken here when he pointed out:
“Combined financial statements portray the joint 
position or operating results of two or more business 
or other units as though but one existed. They are 
secondary rather than primary in character, and, as 
enlargements of the financial statements of a com­
mon controlling interest, they assist in explaining the 
relationships of that interest to the outside world.”
-This position was supported by M. B. Daniels57 in 
a later publication in the following words:
“It is obvious that the consolidated statement device 
is a useful one, consolidated statements being the best 
medium yet devised of presenting a bird’s-eye view of 
a group of individual corporations operated as a single 
enterprise. Nevertheless, so long as the parent-sub­
sidiary relationship exists, the subsidiary retains a 
separate corporate status. It still owns its assets, and 
consequently has all the responsibilities and Can ex­
ercise all the privileges that such ownership confers. 
Moreover, its profits can become legal income of the 
parent company only through the formality of the 
declaration and payment of dividends.
“These considerations are important, and consoli­
dated financial statements in the form usually pre­
sented to stockholders and other interested parties fail 
to reveal them, or rather fail to reveal the effects there­
of upon the creditors and stockholders of the parent 
company.
“A simple method of calling attention to the situa­
tion, perhaps the best method, is to present the legal 
balance sheet and income statement of the parent 
company together with the consolidated statements. 
This practice is uncommon among commercial and 
industrial corporations in the United States, but is 
generally followed by public utilities.
“The legal balance sheet of any corporation is the 
only one which permits its creditors to determine 
their position with reference to particular assets of the 
debtor company. It is likewise the only one which 
apprises stockholders of the immediate situation as 
regards surplus available for distribution. It has been 
noted in another connection that the surplus bal­
ance listed in a company’s balance sheet is often not 
really available for distribution, and it is even more 
remotely available when it is the surplus of one or
55Holding Companies and Their Published Accounts (London:
Gee & Co., Ltd., 1923).
56“Some Tentative Propositions Underlying Consolidated Re­
ports,” The Accounting Review, March 1938, pp. 63-77.
57“Financial Statements,” Monograph No. 2 issued by Ameri­
can Accounting Association (1939), pp. 81-83.
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more subsidiaries. Indeed, it may fairly be said that 
use of the word ‘available’ as applied to ‘surplus’ is 
abused in many consolidated balance sheets. . . .
“As mentioned above consolidated statements in­
adequately disclose the immediate position of credi­
tors and stockholders of a parent company. Conse­
quently they should be regarded as supplemental to, 
rather than as substitutes for, the legal financial state­
ments of such companies. In this connection it is 
likely that the regulations of the Securities and Ex­
change Commission will encourage the presentation 
of the legal financial statements of parent companies.’’
and has been recently reaffirmed by Maurice Moon­
itz:58
“In brief, consolidated statements are indigenous 
to American financial reporting. The special form 
taken by the combination movement in the United 
States appears to account adequately for this behavior. 
In some small measure the device found its way to 
Europe, in part as a response to similar conditions 
there, in part as an incidental by-product of the ex­
port of American capital in the early 1920’s. Even in 
this country, paralleling an incomplete and inade­
quate comprehension of the essential economic unity 
of a combination through stock ownership, consoli­
dated statements have not been generally accepted by 
the courts as replacements of “legal-entity” reports. 
Their status remains that of a supplement, a comple­
ment, an addition to but not a substitute for the state­
ments of individual corporate units. This position is 
reflected in the rule sometimes encountered that con­
solidated statements should not be presented in isola­
tion from the individual reports of a parent company 
and its major subsidiaries.”
Footnotes and Supplementary Schedules
During the war period the need for footnotes and 
other explanatory material has been increased by the 
abnormal features of business activity and the highly
tentative and provisional character of many of the 
data presented in the financial statements. In some 
cases of published balance sheets the footnotes have 
been more extended than the statement itself.
Cluttering the balance sheet with references to a 
long array of notes is a practice not to be encouraged; 
it is hard on the reader and it may develop in the 
accountant a tendency to turn to footnotes as a sub­
stitute for passing judgment and reaching conclusions. 
To some extent the use of individual footnotes can be 
eliminated or minimized by the development of what 
might be called the narrative balance sheet—a sys­
tematic explanation of balance-sheet data, including 
particular attention to changes which have occurred 
during the year and the items which involve a marked 
degree of estimate and uncertainty. On the other 
hand conservatism in the use of notes should not be 
pushed to the point of failure to call attention to tech­
nical or other aspects of particular data presented (or 
omitted) which are necessary to make disclosure ade­
quate.
If the reader of the balance sheet is not to “miss the 
town for the houses” a considerable condensation is 
necessary, particularly in large, complex enterprises. 
An important means of achieving this is the supple­
mentary schedule, use of which seems to be increasing. 
For example, the asset side of the consolidated bal­
ance sheet of United States Steel Corporation and 
subsidiaries at the end of 1944 has only eleven 
lines, exclusive of footings, but the data of the state­
ment are supported by a considerable amount of dis­
cussion and several supplementary schedules. One 
line read as follows: “Plant and Equipment, less re­
serves (details on p. 29) $913,222,736 (Dec. 31, 1944) 
$1,010,916,795 (Dec. 31, 1943).” The supporting 
schedule on page 29 of the report is as follows:
Plant and Equipment
Other Than Emergency Facilities Balance 
Dec. 31,1943 Additions Deductions Transfers
Balance 
Dec. 31, 1944
Real Estate .............................................. $ 80,008,776 $ 303,941 $ 2,617,841 $ 32,948 $ 77,727,824
Plant, Mineral and Manufacturing. .. 1,741,966,200 25,384,546 37,526,518 1,392,149 1,728,432,079
Transport’n—R. R., Lake & Ocean S.S. 338,668,279 4,033,137 7,307,487 1,981,292 337,375,221
Emergency Facilities.................................. 284,006,824 17,143,829 558,660 622,091 299,969,902
Total ................................................. 2,444,650,079 46,865,453 48,010,506 — 2,443,505,026
Less—Reserves for
Depletion ............................................ 5,342,412 6,910,121 1,567,709
Depreciation
1,228,098,780 1,267,631,916Plant and manufacturing properties 69,161,239 28,130,265 1,497,838
Transportation properties ................ 120,288,756 6,579,729 5,772,208 74,160 121,170,437
Amortization of emergency facilities. . 85,345,748 56,765,012 486,792 144,031 141,479,937
Total ................................................. 1,433,733,284 137,848,392 41,299,386 — 1,530,282,290
Net, per balance sheet.................... $1,010,916,795 $ 90,982,939 $ 6,711,120† — $ 913,222,736
† Represents proceeds of $4,971,658 and losses of $1,149,183 re. 
suiting from sales, and amortization of $590,279 charged to 
income and credited directly to plant and equipment.
58“The Entity Theory of Consolidated Statements,” Mono­
graph No. 4 issued by American Accounting Association (1944), 
pp. 10-11.
Balance Sheet
Prescribed and Recommended Balance Sheets
The form of the financial statements of the railway 
and other utility companies is generally prescribed by 
the regulatory commissions, but there have been no 
very important developments in balance-sheet arrange­
ment in this area in recent years. The same is true of 
the prescribed statements for banks and other regu­
lated financial institutions.
During the war years the trade associations and 
other special groups seem to have been somewhat less 
active than formerly in the development of systems 
of accounts and recommended forms of financial state­
ments. No revision has yet been issued of the form of 
balance sheet included in the bulletin “Examination 
of Financial Statements by Independent Public Ac­
countants” issued by the American Institute of Ac­
countants in 1936.
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For developments relating to financial statements 
emanating from the Securities and Exchange Com­
mission see Chapter 38, dealing with SEC require­
ments.
The form of balance sheet outlined by the Office 
of Price Administration represents a fairly satisfactory 
condensed statement. This balance sheet is reproduced 
in Chapter 35. Among the commendable features of 
this form are the clear-cut showing of government 
receivables and payables (with no offsetting), the 
segregation of the data of emergency plant facilities, 
the indication of the use of a reserve as a procedure 
in amortizing intangibles, and showing of total lia­
bilities. Among questionable features are the use of 
the general heading “liabilities” to cover both liabili­
ties and stock equity and the exclusion of “deferred 
income” from current liabilities.
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CHAPTER 3
INCOME STATEMENT
By Robert W. Williams
THE United States Supreme Court in the often quoted opinion on Eisner v. Macomber (252 U. S. 189, decided March 8, 1920) used the following 
definition: “Income may be defined as the gain de­
rived from capital, from labor, or from both com­
bined, provided it be understood to include profit 
gained through a sale or conversion of capital assets.” 
The Court here defined the word “income” as used in 
the income tax amendment to the federal Constitu­
tion. This definition conforms closely to the account­
ing concept and is appropriate for adoption by ac­
countants for general application.
The income statement or income account is the 
financial statement that sets forth with respect to a 
business enterprise and as to a given period of time the 
nature and amount of the positive elements (revenues) 
and the nature and amount of the negative elements 
(costs and expenses) applicable against the revenues 
in deriving the gain or loss of the enterprise during 
the period. Illustrations of an income statement are 
given on page 9 of this chapter.
Until recent years the income statement was usually 
referred to as the statement of profit and loss. Al­
though the latter term is still in acceptable use it seems 
likely to be completely superseded. Perhaps the older 
term is a survival of the days of venture accounting 
when the result, favorable or adverse, of each venture 
was computed and the several profits and losses were 
listed in a single statement. An illuminating discus­
sion of the usage of terms may be found in Accounting 
Research Bulletin No. 9 (Special) comprising a report 
of the committee on terminology issued by the com­
mittee on accounting procedure of the American In­
stitute of Accountants in May 1941, pages 71 to 75. In 
that Bulletin the committee finds objection to the term 
“statement of income,” but acknowledges its wide 
usage (page 73):
“The difficulty with ‘income’ as against ‘profit and 
loss’ is that there is no handy term to express the 
negative forms of income, in the same way that ‘loss’ 
does in ‘profit and loss.’ ...
“The difficulty of expressing an unqualified pref­
erence for one set of terms rather than the other is 
illustrated by the following tabulation of practices in 
500 reports for 1939:
Income statement headings:
Titles including ‘income’........................................... 309
Titles including ‘profit and loss’............................. 186
Other titles................................................................. 18
513”
The purpose of the income statement is chiefly to
show how much has been made or lost during a 
period. However, the balance sheet and the statement 
of sources and application of funds, sometimes referred 
to as the summary of financial operations, also indicate 
the progress of the enterprise. The last-mentioned 
statement supplements the other two by presenting 
information which even with comparative balance 
sheets cannot readily be obtained, and its use may 
be expected to increase. An example appears in the 
1944 annual report to stockholders of Caterpillar 
Tractor Co., which includes a statement, “Source 
and Disposition of Working Capital,” with com­
parative figures for fourteen accounting periods back 
to date of incorporation. The captions, and. the 
figures in the total column, illustrate the informative 
nature of this statement:
Total from 
incorporation
Source of working capital:
Profit for period .................................. $119,497,546
Depreciation and amortization allo­
cated to the period.......................... 41,744,467
Capital assets sold or scrapped, etc.. . 2,449,765
Common stock .................................... 9,632,183
Five-year convertible gold notes..... 10,000,000
Long-term notes payable to banks. . . 5,000,000
$188,323,961
Disposition of working capital:
Dividends paid:
In cash .......................... . .................  $ 71,428,591
In preferred stock in 1936 and 1937 
retired in 1938 and 1939.............. 11,661,496
Land, buildings, machinery and equip­
ment purchased ............................ 53,406,762
Five-year convertible gold notes..........  10,000,000
Long-term notes . . ................................ 5,000,000
Postwar refund of federal excess profits
tax .................................................. 1,679,173
$153,176,022
Increase in working capital during 
period ...................................................  $ 35,147,939
Working capital at beginning of period 7,550,353 
Working capital at end of period.......... $ 42,698,292
Comparative income statements for two or more 
periods are coming into increasing use for the in­
formation they give regarding the trend of ordinary 
operations and the presence or absence of extraor­
dinary events in a series of periods. The 1944 report 
of Caterpillar Tractor Co., referred to above, includes 
a statement of operations for 1944 and a comparative 
statement of operations for the years 1930 to 1944. 
Accounting Research Bulletin No. 6 of the American 
Institute of Accountants, issued in April 1940, advo­
Copyright 1945 by American Institute of Accountants
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cates and briefly discusses the advantages of compara­
tive statements.
Types and Uses
Those who use financial statements may be divided 
into three principal classes: (1) those charged with 
or directly concerned with the management of the 
business, (2) outsiders such as grantors of credit or 
stockholders not directly engaged in management 
activities, and (3) government agencies such as public- 
utility commissions, the Securities and Exchange 
Commission, price adjustment boards under the Re­
negotiation Act, and many others.
For management purposes the income statements 
should be detailed or supported by detailed exhibits. 
These exhibits may be quite voluminous; gross in­
come may be analyzed by type of product, sales ter­
ritories, or type of customer, etc.; cost of products 
sold and operating expenses may be presented on a 
•departmental or functional basis, or by types of costs 
and expenses. Such exhibits should show which opera­
tions are doing well as against those which are not. The 
objectives of management are to recognize and extend 
favorable trends of the past, and to correct adverse 
tendencies of the past by action to benefit the future; 
therefore the income statement should provide man­
agement with sufficient details to form the basis for 
executive judgment. The form and content will be 
such as management desires and the accountant devises 
to bring to executive attention those matters requir­
ing action.
Statements prepared for outsiders contain detail in 
varied degree. The grantor of short-term credit may 
have little interest in the income statement and may 
look chiefly to the current assets and current liabilities, 
or to the prospects of early conversion of inventories 
into cash available for repayment of the loan. The 
grantor of long-term credit looks at a company’s record 
of net income for past years in seeking assurance as to 
continuing ability to pay interest. The degree of detail 
in reports for stockholders is showing a desirable ten­
dency toward adequate disclosure of material informa­
tion with omission of such detail as may confuse the 
reader.
Income statements prepared for government agen­
cies will necessarily be prepared for the particular or 
general purposes for which the statements are required, 
and the accountant must be acquainted with such 
purposes and with the pertinent rules and regulations 
of the government agency.
Gross Income—Income Realization
There has been no tendency to depart from the 
sound principle that gross income should be included 
in the income statement only for sales that have been 
consummated by passing title to the customer, for 
services that have been rendered, or otherwise only 
when the income has been earned. Some interesting
practical modifications of this principle are discussed 
hereinafter in connection with renegotiation and the 
termination of war contracts. One exception is found 
in the case of contractors for construction of large units 
such as ships or buildings; in these cases gross income 
may include billings proportionate to completion of 
the work. Of course, gross income may include items 
which the enterprise is not entitled to collect immedi­
ately in cash because of extended credit terms or by 
reason of uncertain abatements or allowances. How­
ever, as to the latter, it is good practice to reduce 
gross income and credit an appropriate reserve for 
reductions reasonably expected to be allowed—such 
as cash discounts, allowances for defects, etc.1
It is not customary to show in the income state­
ment the gross proceeds of unusual or isolated sales 
of property. Only the net gain appears in the income 
statement, separately disclosed if the amount is mate­
rial in relation to the net income. The proceeds of 
sales of scrap and waste, and possibly of secondary 
products or by-products, generally are not included in 
gross income but are applied as credits in reduction of 
production costs.
The executives of some businesses which publish 
reports to stockholders, continue to be averse to 
showing in the income statement the gross income 
from sales. They favor statements which commence 
with an amount described as “gross profit on sales,” 
or “profit from operations” in order to withhold from 
customers and competitors the volume of business and 
the margin between sales, costs, and expenses. This 
form of statement has limited significance to the 
reader and its use is decreasing. In the case of com­
panies required to file reports with the Securities 
and Exchange Commission, the withheld informa­
tion is available to the public in the files of the 
Commission.
Expense Classifications
A useful distinction between “expenditure” and 
“expense” may be made by considering the former 
as the more inclusive and as meaning a payment or 
the creation of a liability for an asset or for a cost or 
expense. “Expense” is the more limited term and 
applies to that which is laid out or consumed in 
the production of income and which is fairly applica­
ble against such income. Thus, an expenditure for 
a plant asset gives rise in successive income state­
ments to expense deductions for depreciation over 
the life of the plant asset as it is used in the produc­
tion of income.
The terms “cost,” “expense,” and “loss” are com­
monly used in designating charges appearing in the
1Note 1 in the Appendix includes quotations from the follow­
ing sources regarding determination of revenue from sales:
An Introduction to Corporate Accounting Standards, by W. A.
Paton and A. C. Littleton.
Business Law, by Thomas Conyngton.
Advanced Accounting, by A. W. Holmes (re installment sales).
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income statement. “Expense” usually appears as a 
charge deducted below gross profit from the sale 
of goods or service, while “cost” is usually applied to 
the total of charges directly related to the purchase 
or production of the products or services sold. “Loss” 
when applied to specific charges generally refers to the 
excess of cost over proceeds from disposal of assets 
not of the class regularly inventoried and sold. The 
term “loss” is also applied to the last figure in the 
income statement if the final result is negative.
The manufacturing, mercantile, or service business 
will usually distinguish between the purchase or di­
rect production cost of merchandise, products, or 
services sold, the expense of the sales effort, the 
expenses of a general and administrative nature, and 
the interest expense of borrowed money, if any. There 
is a considerable lack of uniformity between indus­
tries and between businesses in the same industry 
as to the classification of expense items in one or 
other of the three groups—costs, selling, and general. 
This is one of the reasons advanced by the advocates 
of the single-step type of statement which is explained 
under a subsequent heading. This lack of objective 
rule as to expense classifications is perhaps not seri­
ous if in successive periods the same treatment is ap­
plied to similar items or substantial changes in classi­
fication are adequately explained. Taxes based on 
income should always be shown separately either as 
deductions from the net amount of gross income 
remaining after deduction of all other expenses or 
as a separate item in the list of costs and expenses 
in the “single step” type of statement.
The total depreciation expense should be in­
dicated in the income statement. Until fairly recent 
years the necessity of making consistent and regular 
depreciation charges to the income account was not 
universally accepted and this perhaps explains the 
continuing practice of showing depreciation as a sep­
arate deduction in the income statement. Now that 
depreciation is recognized as a cost it is increasingly 
the practice to include depreciation directly in the 
total cost of products or services sold. However, in­
asmuch as depreciation is a non-cash charge depend­
ent on calculations that are subject to revision from 
time to time, the periodic charges for depreciation 
should be disclosed in the income statement. This 
information can be included in the descriptive cap­
tion of costs or, if depreciation charges lie in more 
than one expense classification, an explanatory note 
can state the total of depreciation charges in the 
several cost and expense classifications.
A recent and interesting departure from the classifi­
cation of expenses by functions is found in the 1942, 
1943, and 1944 published annual reports of United 
States Steel Corporation. The expense grouping in 
the income statements of these reports is designed to 
show the outlay for compensation of all employees and 
for outside purchases as well as the usual deductions
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for depreciation, interest, and taxes. The 1944 state­
ment is given as follows:
Products and services sold.................... $2,082,186,895
Costs
Employment costs
Wages and salaries.......................... $ 902,162,021
Social security taxes........................ 21,995,708
Payments for pensions.............. .... 33,074,986
$ 957,232,715
Products and services bought............  792,901,582
Wear and exhaustion of facilities
Depletion and depreciation..........  81,083,380
Amortization of emergency fa­
cilities .......................................... 56,765,012
Loss on sales of plant and
equipment .................................. 1,149,183
$ 138,997,575
War costs included above applicable
to and provided for in prior years (3,517,648)
Estimated additional costs applica­
ble to this period arising out of 
war ...................................................... 25,000,000
Interest and other costs on long-term 
debt ................................ 4,979,675
State, local and miscellaneous taxes 40,801,715
Estimated taxes on income.................. 65,000,000
Total .................................................. $2,021,395,614
Income .................................................... $ 60,791,281
Dividends
On cumulative preferred stock $7 
per share ........................................ 25,219,677
On common stock $4 per share........  34,813,008
Carried forward for future needs........ $ 758,596
Other Income and Expense
Items of other income (such as interest, dividends, 
royalties, commissions, gains from sale of capital assets 
or investments, etc.) and of other expenses or charges 
(such as interest on funded debt, other interest, losses 
on capital assets or investments, etc.) are usually shown 
separately or in appropriate groupings. This treat­
ment is necessary in order to deal with all items in the 
income statement that do not properly fall into the 
major classifications of sales or other main revenues, 
costs, administrative and selling expenses, and taxes on 
income. The degree of detail to be shown for other 
income and expense rests with the management and 
the independent accountant, but their common objec­
tive should be to see that all significant information is 
fairly disclosed. It should be noted that significance 
and size are not synonymous and that an item may be 
significant even though the amount is small.
Cash discounts on sales and purchases sometimes 
are treated as other expense or income rather than as 
offsets to sales or costs. This practice is rarely encount­
ered in case of sales discounts which are usually de­
ducted from sales with appropriate explanation but 
without disclosure of the amount. On the other hand,
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cash discounts taken on payment of bills for purchases 
are frequently treated as other income, but there seems 
to be little justification for this treatment. The enter­
prise does not receive income, but obtains reduction in 
expenditure, by prompt payment for purchases. The 
rate of discount, such as 2 per cent for payment within 
ten days, is quite unrelated to the prevailing rate of in­
terest. It would seem preferable to apply the credit for 
discount against costs in the income statement or to 
account in the first instance for the net cost. Cash 
discounts which are lost would be charged to a separate 
account where they would be the subject of executive 
investigation and action to minimize the loss. In 
published statements, discounts lost would be in­
cluded with costs rather than shown separately.
Pension plans for retirement of superannuated 
officers and employees are rapidly being adopted. 
They are encouraged by the present federal tax law, 
subject, however, to approval of each plan by the 
Bureau of Internal Revenue. Payments to a pension 
fund for so-called “current service” (that is, the em­
ployer’s contribution based upon the current salaries 
and wages) are expenses of the year to be classified 
either with the related salaries and wages in the 
several cost and expense accounts or with general 
and administrative expense. Under the tax law, 
payments to the fund for so-called prior service (that 
is, the employer’s payments required to finance bene­
fits based upon services rendered by the employees 
during the years prior to adoption of the pension plan) 
are allowable deductions from taxable income over 
the ten years starting with adoption of the plan. 
Such payments should not be charged to surplus— 
they are costs applicable to the years starting with 
that in which the plan is adopted and should prefer­
ably be classified in the several cost and expense ac­
counts along with the related “current service” pen­
sion costs. However, they are sometimes seen as an 
item of “other expense.”
Extraordinary Items
In the event an extraordinary gain has been re­
ceived or an extraordinary loss has been incurred in 
the period covered by the income statement, the net 
credit or charge should usually be shown as a separate 
item with appropriate description. Such an item will 
preferably be taken into the income statement rather 
than be applied directly to surplus account but, if 
substantial in relation to net income, it may be desir­
able to show it below a balance of net income other­
wise determined.
A loss may result from transfer of title to a property 
sold, in which case the loss may be recognized for 
income tax purposes either wholly or with limitations, 
or the loss may be a write-down in recognition of de­
cline in intrinsic value without disposition of title, in 
which case the loss will usually not be recognized for 
income tax purposes. Inasmuch as wartime taxes affect
income to such a large extent, it seems desirable that 
the tax deductibility or non-deductibility of substantial 
losses or write-downs should be adequately explained.
In the treatment of extraordinary items there is no 
substitute for sound judgment applied to specific 
cases with particular regard to the purpose for which 
the income statement will be used.2
Taxes on Income
The high rate of excess profits tax—in 1944, as high 
as 95 per cent less 10 per cent postwar refund making 
it an effective net rate of 85½ per cent—gives rise to 
new problems in arriving at a fair statement of the 
amount of net income. Some of these problems have 
been dealt with in Accounting Research Bulletin 
No. 23, issued in December 1944. The summary state­
ment in that Bulletin is quoted below with examples 
inserted to illustrate the situations contemplated in 
paragraphs (2), (3), (4), (6), and (7).
“(1) Income taxes are an expense which should 
be allocated, when necessary and practicable, to in­
come and other accounts, as other expenses are allo­
cated.
“(2) Where an item resulting in a material in­
crease in income taxes is credited to surplus, the 
portion of the current provision for income taxes 
which is attributable to such item should be applied 
in reduction of the credit to surplus and taken up as 
a credit in the income statement, specifically dis­
closed and appropriately described, either as a de­
duction from the aggregate current provision for 
income taxes or as a separate credit.”
Example under paragraph (2)—where substantial item of 
taxable income is credited to surplus 
Income Account
Sales and other income............................................ $500,000
Costs and expenses
Operating expenses.............................................. $300,000
Estimated taxes on income
State ................................................................... 6,000
Federal normal tax and surtax......................... 65,000
Federal excess profits........................................ 81,000
Portion of taxes on income which has been
charged to taxable gain carried directly 
to surplus— (deduct)...................................... (25,000)
$427,000
Profit for the year to surplus account....................... 73,000
2For further light on this difficult subject, see:
A. C. Littleton, “Integration of Income and Surplus State­
ments,” The Journal of Accountancy, Jan. 1940, pp. 30-40;
Thomas York, “Relation of the Income Statement to the Bal­
ance Sheet and Earned Surplus Analysis,” The Journal of Ac­
countancy, Jan. 1941, pp. 43-47;
William A. Paton, “Adaptation of the Income Statement to 
Present Conditions,” The Journal of Accountancy, Tan. 1943, 
pp. 8-15;
Arnold W. Johnson, “Form, Function, and Interpretation of 
the Profit and Loss Statement,” The Accounting Review, Oct. 
1943, pp. 340-347;
American Institute of Accountants, Accounting Research Bul­
letins Nos. 2, 4, 8, 13, 15, 17,18, 19, 21, 23, and 25.
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Surplus Account
Surplus at beginning of year..............................  $750,000
Profit for the year per statement above................... 73,000
Gain of $100,000 on sale of plant assets, less
$25,000 estimated income taxes applicable  
thereto ................................................................... 75,000
Dividends paid— (deduct)....................................... (25,000)
Surplus at end of year............................................ $873,000
“(3) Where an item resulting in a material reduc­
tion in income taxes is charged to surplus, the amount 
of the reduction should be applied against the charge 
to surplus and included as a charge in the income 
statement, specifically disclosed and appropriately 
described, either as an increase in the provision for 
income tax allocated to income included in the in­
come statement, or as a portion of the item in ques­
tion equal to the tax reduction resulting therefrom.”
 Example under paragraph (3)—where substantial item 
deductible for tax purposes is charged to surplus
Income Account
Sales and other income .......................................... $500,000
Costs and expenses
Operating expenses ................  $400,000
Estimated taxes on income
State ................................................................. 2,000
Federal normal tax and surtax.......................... 9,000
Federal excess profits........................................ 18,000
Portion of extraordinary loss (remainder
charged to surplus), equal to the reduction 
in income taxes resulting from such loss.. 45,000
$474,000
Net income for the year to surplus account.......... $ 26,000
Surplus Account
Surplus at beginning of year................................ $750,000
Net income for the year per statement above. .. . 26,000
War loss of $55,000 on foreign assets written off less
$45,000, equal to the resulting reduction in
taxes on income— (deduct) ................................ (10,000)
Dividends paid— (deduct) ...................................... (25,000)
Surplus at end of year............................................ $741,000
Paragraph (3) of the Bulletin is not intended to 
apply “in case of differences between the tax return 
and income statement where there is a presumption 
that they will recur regularly over a comparatively 
long period of time.” A case in point would be regu­
lar annual dividends on preferred stock of public 
utilities which frequently are deductible in arriving 
at net income subject to the corporation surtax under 
the Internal Revenue Code. However, the paragraph 
does apply in case the utility in a given year made 
deductible payments of preferred dividends that had 
accumulated in a prior year or years.
“(4) Where an item resulting in a material reduc­
tion in income taxes is charged to or carried forward 
in a deferred-charge account, or charged to a reserve 
account, it is desirable to include a charge in the 
income statement of an amount equal to the tax 
reduction in the manner set forth in paragraph (3) 
hereof. If it is impracticable to apply such procedures 
the pertinent facts should be clearly disclosed.”
Example under paragraph (4)—where substantial item 
deductible for tax purposes is charged to reserve
Income Account’
Sales and other income.......................................... $500,000
Costs and expenses
Operating expenses .......................................... $400,000
Estimated taxes on income
State ................................................................. 2,000
Federal normal tax and surtax.......................... 5,000
Federal excess profits........................................ 9,000
Portion of charges to reserve for investments
equal to the reduction in income taxes re­
sulting from the deductibility of such 
charges for income tax purposes................. 56,000
$472,000
Net income for the year to surplus account.......... $ 28,000
Surplus Account
Surplus at beginning of year.................................. $750,000
Net income for the year per statement above.__ 28,000
* Reduction in income taxes for the year, resulting
from losses charged to reserve for investments 
but deductible from income for income tax 
purposes ............................................................... 56,000
Dividends paid— (deduct) ..............‘....................... (25,000)
Surplus at end of year............................................ $809,000
*The $56,000 should not be credited to surplus unless the 
remaining balance of the investment reserve is adequate.
“(5) Additional income taxes for prior years, or 
additional provisions therefor should be included in 
the current income statement and, if material, should 
be shown separately. Refunds of such taxes, and pro­
visions therefor no longer required, should be sim­
ilarly treated as credits.‡
“(6) Amounts of income taxes paid in prior years 
which are refundable to the taxpayer as a result of 
the ‘carry-back’ of losses or unused excess-profits 
credits, should be included in the income statement 
of the year in which the loss occurs or the unused 
excess-profits credit arises, provided that, if the 
amount is material, the net income resulting from 
the operations of the year should be shown without 
the inclusion thereof, and the amount should there­
after follow in the income statement as a separate 
item.‡
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Examples under paragraph (6)—where (a) loss or (b) 
unused excess profits credit in current year results 
in credit for recoverable portion of taxes paid 
for a prior year
Income Account
(a)
Carry-back
of
loss
(b)
Carry-back 
of unused
excess profits 
credit
Sales and other income............
Costs and expenses
..$500,000 $500,000
Operating expenses .............
Estimated taxes on income
. .$550,000 $450,000
State .................................. 2,000
Federal normal tax and surtax 20,000
Loss for the year.....................
$550,000 
 ..$ 50,000
$472,000
Net income for the year.........
Recoverable taxes on income of
$ 28,000
prior year under the loss carry­
back provisions of the Internal
Revenue Code ......................... 40,000
Recoverable excess profits tax on 
income of prior year under the 
unused excess profits credit 
carry-back provisions of the
Internal Revenue Code........... 14,000
Loss carried to surplus account. .$ 10,000
Net income carried to surplus
account .................................... $ 42,000
“(7) Where material amounts of losses or unused 
excess-profits credits of prior years are carried for­
ward into the current tax return, the operating re­
sults for the current year should preferably be shown 
without inclusion of the tax reduction resulting there­
from, i.e., the current provision for income taxes 
should be computed and shown in the income state­
ment without the benefit of such ‘carry-forward,’ 
and the amount of the tax reduction should be shown 
in the income statement as a separate item.”‡
‡In connection with paragraphs (5) , (6), and (7) hereof, the 
charges and credits may be made directly to surplus if misleading 
inferences might be drawn from their inclusion in the income 
statement.
Example under paragraph (7)—where there is a carry­
forward of losses and Unused excess profits credits of prior 
years
Income Account
Sales and other income ........................................ $500,000
Costs and expenses
Operating expenses .,.......................................... $400,000
Estimated taxes on income
State ................................................................... 5,000
Federal normal tax and surtax...................... 21,000
Federal excess profits.................................. .  . 36,000
$462,000
Net income for the year.......................................... $ 38,000
Reduction in federal taxes on income by carry­
forward to this year of losses and unused excess 
profits credits of prior years................................ 50,000
Net income carried to surplus account................. $ 88,000
“(8) The provision for income taxes, or the por­
tion thereof allocated to current income, may be
included at the end of the income statement, imme­
diately preceding the showing of net income for the 
period, or it may be appropriately classified as an 
operating expense.” For examples see the section on 
single-step statements.
“(9) Provisions for income taxes for the current 
and prior years should generally be classified in the 
balance-sheet as current liabilities. Claims for refund 
under the carry-back provisions of the Internal Rev­
enue Code may be shown as current assets if collec­
tion is reasonably assured.
“(10) Where credits are made to surplus, directly or 
through the income statement, of significant amounts 
as to which, because of differences in accounting 
methods, no income tax has been paid or provided 
for, disclosure should be made. If a tax is likely to 
be paid thereon, provision should be made therefor 
on the basis of an estimate of the amount thereof.”
The estimation of the amounts of income taxes that 
will ultimately prove to be payable for any given 
year is becoming increasingly difficult under the 
present complicated tax structure. The deductions 
for such taxes in the income statement should usually 
be rounded out to even hundreds or thousands of 
dollars and should usually be ample to cover con­
troversial points that may be decided against the 
taxpayer after examination of the returns by the 
Bureau of Internal Revenue. A rounded-out tax 
provision, rather than an amount in exact dollars and 
cents, helps to emphasize the fact that these deductions 
are at best only carefully considered estimates.
Historical and Earning Power Concepts—
Surplus Charges and Credits .
There has been much recent discussion among 
accountants regarding the nature and purpose of the 
income statement. The question is, should the state­
ment be regarded chiefly as the means of explaining 
the change in surplus (except for dividends) from 
that shown on the preceding balance sheet or should 
the income statement be designed to aid those pri­
marily interested in the future prospects of the busi­
ness? The former approach is sometimes called the 
“historical” and the latter the “prospectus” or “earn­
ing power” approach.
The historical approach might be indifferent to a 
clear distinguishment of unusual or extraordinary 
events from the more ordinary events of the period. 
Also the historical approach would follow the doc­
trine of “accounting recognition.” This would mean 
that an item which, by benefit of hindsight correcting 
earlier information or judgment, is now seen as 
fairly assignable to an earlier period should neverthe­
less be taken into the income statement of the period 
in which the correction is recognized as necessary.3
3This method is described in “Accounting Principles Under­
lying Corporate Financial Statements,” issued by the American 
Accounting Association and reprinted in The Journal of Accoun­
tancy, August, 1941, pp. 117-126. (See Note 2 in the Appendix 
to this chapter.)
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The prospectus approach would particularly em­
phasize the earning power of the business as indi­
cated by the results of the ordinary flow of the 
operations. For this purpose, a net balance might be 
reached in the income statement before the applica­
tion of items regarded as of a sufficiently extraor­
dinary nature and amount to deserve separation from 
the “ordinary” net income of the period, and before 
the application of corrections relating to an earlier 
period which are now recognized.
The distinction between the two concepts should 
not be overemphasized. The income statement must 
of necessity be an historical record but, under the 
prospectus approach, the statement would be so 
drawn as to facilitate judgment regarding the earning 
power of the business; with the purely historical 
approach, such judgment might be difficult. Obviously 
difficult problems are here involved, and the duty of 
the accountant is to be aware of them and to 
obtain the facts upon which sound decisions as to the 
method of presentation can be made. He should be 
prepared to make a segregation of the charge for in­
come taxes between a portion applicable to the ordi­
nary operations and a portion applicable to the ex­
traordinary events of the period; this is important by 
reason of the very substantial impact of such taxes on 
income.
The tendency among accountants in recent years 
has been to oppose allocation of extraordinary gains 
or other credits and of extraordinary losses or other 
charges to surplus account rather than to income 
account. Certainly this is true with respect to all 
items of an amount not sufficient to be regarded as 
material in relation to net income.
It should be emphasized that large non-recurring 
charges or credits do not necessarily distort the income 
statement for the year (although the treatment of 
non-recurring gains and losses raises numerous 
questions).4 In many cases they belong in the income 
statement for the current year and in no other. Care 
should be taken not to relieve the income account 
of unusual items in an effort to equalize the net 
income for successive periods. It should be recognized 
that net income may vary, and artificial stabilization 
of net income for successive periods by charges direct 
to earned surplus or by creation of arbitrary reserves 
should be avoided.5
If substantial amounts applicable to prior years 
are applied in the income statement below a balance 
designated as “net income for the year,” the final 
amount transferred from the income statement to 
surplus account may well be described as “balance of 
net income transferred to surplus.”
A form of statement designed to avoid the disad­
vantages of both the “historical” and the “earning 
power” approach is the combined statement of in­
come and surplus. Advantages and disadvantages of 
this form of statement are summarized in Accounting
Research Bulletin No. 8, issued in February 1941. 
Attention is directed to the committee’s admonition 
therein regarding identification of net income 
(page 65):
“In the combined statement, the net income for the 
year will occur somewhere in the middle of the 
statement and not at the end. Such wording and 
arrangement should be adopted as will make this 
item unmistakably clear. The reader should be left 
in no doubt as to the point at which the net income 
has been determined. This figure will continue to 
be a most important item in the accounts; all con­
cerned will look to the accountant to furnish the 
figure as exactly as he can.”
Variations possible in the form of the combined 
statement of income and surplus and a discussion of 
its advantages and disadvantages appear in an 
article by A. C. Littleton in The Journal of Account­
ancy for January, 1940.6
Another possible method of dealing with changes 
resulting from the benefit of hindsight is to abandon 
the concept that the financial statements for previ­
ous years are unalterable, to admit that periodic 
statements—particularly in wartime—are tentative and 
subject to amendment when more perfect information 
is available. There is an increasing trend toward 
giving at least two, and preferably three to five, 
years’ income statements in order to present a com­
prehensive report of the results of business opera­
tions. If amended income statements for prior years 
can be presented along with that for the latest year, 
the objection to charges or credits to surplus account 
in the latest year are minimized.
It will be noted in the papers on historical and 
earning power concepts presented at the 1944 an­
nual meeting of the American Institute of Account­
ants7 that even when a combined statement of income 
and earned surplus is used, differences of opinion 
exist as to whether certain items should be deducted 
before or after the sub-total identified as “net income” 
(pp. 146-147). The combined statement may be used 
as a compromise arrangement in which adjustments 
affecting prior years are made in the surplus account 
rather than in the income account, the advantage of 
the combined statement being that such adjustments 
of prior years appear in the statement so near the 
income account for the current year that there is 
little chance that they may be overlooked. However, 
many accountants believe that even this compromise 
arrangement is not satisfactory and, emphasizing the 
historical concept of the income statement, believe 
that all non-recurring items, including corrections of
4 See Note 3 in the Appendix.
5See Note 4 in the Appendix.
6“The Integration of Income and Surplus Statements,” pp. 
30-40.
7Termination and Taxes (Papers presented at the 57th annual 
meeting of the American Institute of Accountants), 1944, pp. 
144-166. 
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income of ‘prior years, should be reflected above 
the figure “net income” in the income statement of 
the current year. Proponents of the “prospectus 
concept” object that the “earnings per share” figure 
which is so important to investors as a guide to 
future earnings then includes earnings or charges 
applicable to more than one year and becomes un­
satisfactory for the purpose. The Securities and Ex­
change Commission has been urged to use its influ­
ence to abolish the practice of reporting “earnings 
per share” and the New York Stock Exchange has 
eliminated its requirement that listed companies 
report that figure, but newspapers and statistical 
services continue to publish “earnings per share” 
figures based on their own calculations. It appears 
that the harmful effect of reporting “earnings per 
share,” when the income statement has been prepared 
on the “historical” basis, might be minimized by 
including in the same report the figures for five or 
ten years, each year being adjusted, if necessary, to 
apply, by benefit of hindsight, all information now 
available. Another suggestion has been that two 
figures of “earnings per share” be reported for each 
year, one for net income before non-recurring items 
and the other for net income after non-recurring 
items, with allocations of federal income and excess 
profits taxes to the two sections of the income state­
ment.
Single Step Statements
A single-step method of presenting the items in an 
income statement is now receiving favorable con­
sideration by many accountants and company ex­
ecutives. This type of statement arranges all of the 
items of gross income at the top of the statement 
followed by a total* of such items. Subsequently are 
described and listed the several categories of costs, 
expenses, and taxes including taxes on income, to 
arrive at a total of all deductions from gross income. 
Thus the net income for the year is directly obtained 
by subtracting the second total from the first. Ex­
amples of the single-step statement and of a state­
ment in the multiple-step form are attached. These 
statements set forth the same information, and the 
difference is only that of arrangement. These ex­
amples, with minor alterations, have been taken from 
the published reports of a company which has adopted 
the new form in its reports to stockholders.
Proponents of the single-step form claim the follow­
ing advantages: This form eliminates such poorly de­
scriptive titles of subtotals as gross profit on sales, net 
profit on sales, gross operating profit, net operating 
income and gross income. These titles have widely 
different significance in published reports, and in 
many cases have little or no significance. An income 
statement so prepared is a report of continuous flow 
which arrives directly at net income without interven­
ing balances. This is true particularly with respect to 
taxes on income, the reasoning being that such taxes
are an ordinary and inevitable expense of doing busi­
ness and that in wartime they constitute a recapture of 
a large portion of war-inflated gross income. Further­
more, any balance before deduction of taxes on income 
may be particularly misleading as to the company’s 
prospects for profits in postwar years. The single-step 
form gives all pertinent information in simpler and 
more readable fashion, and the reader may make any 
further calculations or combinations of figures that he 
may wish.
The proponents of the multiple-step form deny that 
the elimination of all intermediate totals and balances 
is an advantage. They contend that the designation of 
gross profit and the subtotals of certain expense groups 
are informative. They further argue that even under 
wartime conditions taxes on income are not completely 
homogeneous with costs and expenses relating to pro­
duction and sales. They accordingly prefer the intelli­
gent use of subtotals and intermediate balances and 
particularly the designations “gross profit” and “in­
come” before income and excess profits taxes.
With reference to the multiple-step statement, 
considerable difference of opinion exists as to the 
titles, if any, to be given the various subtotals and as 
to the items to be included in the respective sections. 
Comment has been made, in the section of this chap­
ter on historical and earning power concepts, on the 
allocation of federal income and excess profits taxes 
between the two sections, if non-recurring items are 
segregated in a separate section of the income state­
ment. Variations in the presentation of depreciation 
and other expenses in financial statements also are 
found. A good practice with respect to subtotals in 
the multiple-step statement appears to be careful dis­
closure of the items included in each section and 
omission of titles for the subtotals; the reader then is 
required to review the respective income and expense 
classifications to determine what meaning, if any, is 
conveyed by the several subtotals.
War Reserve Provisions
In the early years of our participation in the war 
and at least through the year 1943, there was a tend­
ency, particularly among the larger and long-estab­
lished companies, to create reserves for wartime con­
tingencies and postwar rehabilitation by charges to the 
income account. The cost of converting plants to 
wartime purposes has been recognized as an allowable 
cost for all purposes, and it is reasonable to suppose 
that the profits of wartime business should also be 
charged with the cost of reconversion to peacetime 
operations. However, an addition to a reserve for 
contingencies or for future expenditures is not de­
ductible, when such addition is made, in arriving 
at net income for income tax purposes. The contin­
gency and postwar reserves may have been established 
partly in the expectation that they should be allow­
able as contract costs, but it has now been established 
that they cannot be included as costs for renegotiation
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Income Statement 
(Single step)
Sales after deducting $986,148 discounts, returns, and allowances .......................................................  $53,715,051
Other income
Dividends ....................................................................................................................................................... 53,624
Interest on investments................................................................................................................................. 87,670
Interest on notes and accounts receivable, etc. ....................................................................................... 114,729
Refunds of prior years’ federal taxes and interest thereon ................................................................. 372,417
Miscellaneous ............................................................................................................................................... 26,291
$54,369,782
Costs, expenses and other deductions
Cost of goods sold, including $4,014,677 depreciation and depletion—costs were approximately 
81.4% of net sales ................................................................................................................................... $43,720,264
Selling, administrative, and general expenses ....................................................................................... 2,634,879
Interest on first mortgage bonds.................................................................................................................. 152,240
Amortization of bond discount and premium on bonds retired....................................................... 66,150
Other interest ............................................................................................................................................... 6,734
Loss on property disposals (net) ........•..................................................................................................... 37,294
Loss on securities sold .................................................................................................................   90,422
Estimated taxes on income
State income taxes ................................................................................................................................... 151,303
Federal income taxes ............................................................................................................................... 1,500,000
Federal excess profits tax......................................................................................................................... 3,400,000
 $51,759,286
Net income for the year ......................................................................................... . ..................................... $ 2,610,496
Income Statement 
(Mutiple step)
Gross sales ..............................•........................................................................................ $54,7.01,199
Less—Discounts, freight allowances, etc..............................................................................986,148
Net sales ........................................... ...............................................................
Cost of goods sold (including $4,014,677 for depreciation and depletion)..............
Selling, administrative and general expenses.............................................................
Other income
Dividends ..................................................................................................................... $ 53,624
Interest on investments ........................................................................................... 87,670
Interest on notes and accounts receivable, etc............................................................ 114,729
Refunds of prior years’ federal taxes and interest thereon................................. 372,417
Miscellaneous ............................................................................................................... 26,291
$53,715,051
43,720,264
$9,994,787
2,634,879
$ 7,359,908
Income deductions
Interest on first mortgage bonds ............................................................................... $ 152,240
Amortization of bond discount and premium on bonds retired.......................... 66,150
Other interest paid ..................................................................................................... 6,734
Loss on property disposals (net) ............................................................................. 37,294
Loss on securities sold ............................................................................................... 90,422
654,731 
$ 8,014,639
Balance before taxes on income ................ ...................................................
Provision for estimated taxes on income
State income taxes ..................................................................................................... $ 151,303
Federal income taxes ................................................................................................. 1,500,000
Federal excess profits taxes....................................... .. ............................................ 3,400,000
352,840 
$ 7,661,799
Net income for the year....................
5,051,303 
~ $2,610,496
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or any other purpose connected with government 
contracts.
There is an increasing apprehension among ac­
countants that the reserves for war contingencies and 
for postwar reconversions turn out to have been 
unduly large in amount and that the impact upon 
net income may have been larger than warranted. 
It is felt that more consideration might have been 
given to the fact that certain expenses which may be 
subsequently chargeable to these reserves may then 
be deductible for income tax purposes. On the other 
hand, prediction is difficult as to whether all charges 
to the reserves will be allowable as deductions for 
income tax purposes in the postwar years; some of 
the expected charges may have to be applied to 
capital asset accounts. Also the rates of postwar 
taxation are, of course, uncertain.
When the postwar expenses are incurred for which 
reserves were provided during the war period, it is 
suggested that such expenses should be included in 
the proper classifications or as separate deductions in 
the income account with offset by transfers from the 
reserve to the income account in the same position in 
which the original provision to the reserve appeared. 
Government Contracts
In the war procurement program, the absence of 
competition has resulted in serious problems in ar­
riving at fair compensation to contractors on govern­
ment work. Under conditions of total industrial 
mobilization it has obviously been impracticable to 
call for bids and award contracts to the lowest bid­
ders. In the war of 1917-1918 the cost-plus-a-per- 
centage-of-cost system of contracting was frequently 
employed, but this was considered to be particularly 
extravagant—the greater the cost the greater the con­
tractor’s profit. In the present war this type of con­
tract has been specifically prohibited by Congress. 
Consequently, to meet the frequent situations in 
which no close estimates of cost were possible the 
cost-plus-a-fixed-fee (CPFF) type of contract has been 
frequently used. In this type the government agrees 
to pay to the contractor his cost plus a predetermined, 
fixed amount. But this has also proved unsatisfactory 
because the contractor has little incentive to reduce 
costs and because of the extravagant expense of audit­
ing of the contractor’s costs by government represen­
tatives. Consequently, the trend has been toward the 
fixed-price contract with various price-adjustment de­
vices designed to protect both parties against prices 
too high or too low.
In the contractor’s income statement the amounts 
received under a CPFF contract, with respect both to 
costs and to profit, are treated as sales by the con­
tractor and his costs of performance are treated in 
the normal fashion as cost of products sold. Inasmuch 
as all property purchased directly for or otherwise 
allocated to a CPFF contract, together with the labor
and overhead expended on the contract, becomes the 
property of the government immediately upon such 
purchase or allocation or expenditure, a sale is con­
sidered as made at the time of such purchase, alloca­
tion, or expenditure.8
The accounting for fixed-price contracts follows 
the usual procedure, i.e., the contractor’s sale is made 
upon delivery to the government of the articles pro­
duced under the contract.
Renegotiation
The fixed-price type of war procurement contract, 
desirable from the standpoint of the contractor’s 
maximum economy in use of materials and man­
power, was open to objection on the ground that as 
the contractor gained experience he usually found 
that the originally negotiated price was higher than 
necessary to give him a reasonable profit. Conse­
quently, the device of “renegotiation” was adopted 
and first became effective on April 28, 1942. The 
original legislation was superseded by the Renego­
tiation Act of 1943 which applies to contractors’ fiscal 
years ending after June 30, 1943. Under these acts, 
substantially all procurement contracts include an 
agreement by the contractor to renegotiate the prices 
obtained by him for his products or services that 
enter directly or indirectly into war procurement. 
This is accomplished through review by a govern­
ment renegotiation authority of the contractor’s en­
tire renegotiable business after completion of the con­
tractor’s fiscal year and. a request to the contractor for 
refund or payment to the government of amounts 
mutually agreed upon, or determined unilaterally by 
the renegotiation authority, as representing excessive 
profits to the contractor on such business.
This uncertainty as to sales realization gives rise to 
serious problems in stating the income account for a 
period for which renegotiation has not been’ com­
pleted. If the contractor has been renegotiated for a 
previous year or if his situation can be compared with 
available information regarding the experience of 
other similar contractors, it is feasible and necessary 
to make provision for an estimated renegotiation re­
fund by charge in the income statement. Inasmuch as, 
the renegotiation refund is an abatement of the sell­
ing price, it is particularly appropriate to reduce sales 
account by deducting the refund or estimated refund 
from gross sales. Alternatively the provision for the 
refund may be added to and included with the de­
duction for estimated federal taxes on income. The 
refund is a recapture of a portion of the selling price, 
and thus of the profit before the deductions for taxes 
on income, and is so considered by the taxing authori­
ties in subsequent examination of the contractor’s tax 
returns and settlement of his income tax liabilities 
with the state and federal authorities.
8See Accounting Research Bulletin No. 19. “Accoilnting Under 
Cost-Plus-Fixed-Fee Contracts,” issued in Dec. 1942.
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The income statement should include, or refer to, 
an explanation of the status of renegotiation pro­
ceedings, i.e., whether settled or not, and the explana­
tion should point out the uncertainty in the sales 
account and net profit if renegotiation has not been 
settled. If the ultimate settlement of renegotiation 
for a preceding year proves that the provision for 
refund made in the statement for such year was in­
correct, either (a) the current year’s income statement 
should be accompanied by a corrected statement for 
the preceding year with appropriate entry in surplus 
account, or (b) the net correction of the preceding 
year’s net profit should be shown as a separate item 
in the current year’s income statement. The first alter­
native would appear to be preferable and in line with 
the current trend toward comparative statements. 
The use of various methods of presenting provisions 
for renegotiation in a representative number of ac­
tual cases is summarized in Note 5 in the Appendix.9
Termination Claims
Unforeseen changes in military requirements have 
resulted in the termination before completion of the 
work called for by numerous war procurement con­
tracts. Such terminations are ordered by the govern­
ment, and the contractor is entitled to fair compen­
sation for his unbilled expenditures on the terminated 
contract including a reasonable profit. The proce­
dures for dealing with such situations are based upon 
the Contract Settlement Act of 1944 effective July 1, 
1944, and upon regulations issued by the Director of 
the Office of Contract Settlement created by the Act.
Where a CPFF contract is terminated by the gov­
ernment before completion, the treatment in the con­
tractor’s income statement follows the same procedure 
as if the contract had not been terminated. Controver­
sies as to allowable costs and settlement of the fee for 
the work done may be concluded by negotiation.
Where a fixed-price contract is terminated, the 
notice of termination has the effect, for income tax 
and financial accounting purposes, of an immediate 
sale to the government by the contractor of all the 
finished but unbilled completed articles, unfinished 
work in process, allocable raw materials, and other 
allocable costs, as of the date of termination at a price 
including profit which is subsequently determined 
upon settlement of the contractor’s termination claim. 
The amount of the claim becomes a credit to sales 
account and the costs are permitted to remain in the 
several cost and expense classifications where they nat­
urally fall. A serious practical problem arises when 
the period covered by an income statement ends 
shortly after a date of termination and the income 
statement has to be prepared before agreement is 
reached with the government on the amount to be 
received by the contractor on his claim. In this case, 
where possible, a reasonable estimate of the amount 
recoverable on the claim should be included in the
sales account; this estimated amount is required to 
be reported as taxable income in the year of termina­
tion, subject to later correction to the finally deter­
mined amount.
A discussion of income tax problems affecting 
prime and subcontractors, resulting from termination 
of contracts at the convenience of the government and 
disposal of termination inventories, appears in an 
article by Thomas E. Jenks in The Journal of Ac­
countancy for April 1945.10
The contractor may elect to make no claim for 
compensation under a terminated contract. This “no 
cost” settlement eliminates much accounting effort 
by the contractor and the government agencies and 
is a desirable expedient in case the contractor will, 
for the year of termination, be required to make sub­
stantial refunds under the Renegotiation Act. In a 
no-cost settlement the inventory remains the property 
of the contractor and, if not sold or otherwise finally 
disposed of during the income tax year in which the 
termination occurred, its valuation for use in the con­
tinuing business of the contractor may present a 
problem. The following is quoted from Accounting 
Research Bulletin No. 25, “Accounting for Termi­
nated War Contracts,” issued in April 1945 (page 
211):
“A contractor whose contract is terminated may 
prefer to retain the termination inventory for use in 
other production or to dispose of it at his own risk. 
For these or other reasons the contractor may prefer 
to make no claim against the government or a higher- 
tier contractor. In the case of such ‘no-cost’ settle­
ments, there is no sale of inventory or other items 
to the government, and, therefore, no occasion to 
accrue any profit arising out of the termination. The 
costs otherwise applicable to the contract should be 
given their usual treatment in the accounts. Items 
of inventory or other property retained, having been 
previously recorded, will, of course, require no charge 
to purchases but should be treated in accordance with 
the usual procedures applicable to such assets.”
Consolidated Income Statements
Financial statements in which are consolidated the 
accounts of a parent corporation and of one or more 
other corporations owned by the parent have long 
been customary in financial reporting in this country. 
In considering the matter of consolidation, the objec­
tive is to present such income statement or statements 
as will ad6quately reflect the results of operations of 
the entire business enterprise. For this purpose one 
or other of the following statements or groups of state­
ments may be desirable:
9See also: Accounting Research Bulletins No. 15, “Renegotia­
tion of War Contracts,” and No. 21, “Renegotiation of War Con­
tracts (Supplement) also Statement on Auditing Procedure 
No. 15, “Disclosure of the Effect of Wartime Uncertainties on 
Financial Statements.”
10“Tax Problems in the Termination of War Contracts,” pp. 
279-284.
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A. A consolidated statement in which are included, 
after elimination of intercompany items, the income 
and expenses of the parent and all subsidiaries, if 
all are eligible for inclusion as to effective control and 
availability of funds.
B. (1) A separate income statement for the parent, 
(2) a fully consolidated income statement for the 
parent and all subsidiaries eligible for inclusion as to 
effective control and availability of funds, and (3) a 
combined income statement or other supplementary 
information for the subsidiaries not so eligible.
C. (1) A separate income statement for the parent 
and (2) a combined income statement for the sub­
sidiaries showing the parent’s equity in the combined 
net income of the subsidiaries in comparison with 
distributions thereof to the parent.
Certain problems relating to consolidation of ac­
counts are hereinafter discussed.
By “effective control” is meant a situation wherein 
the parent company, by whatever means, is in posi­
tion to and actually does supervise the activities of 
the subsidiary. By “availability of funds” is meant a 
situation wherein the subsidiary can at the behest 
of the parent promptly pay to the parent such debts 
and dividends as the parent may, in the exercise of 
the business judgment of an owner, request or cause 
the subsidiary to pay.
What degree of ownership coupled with effective 
control of the activities of the subsidiary is usually 
necessary to permit consolidation? More than 50 per 
cent ownership of voting stock constitutes the mini­
mum ownership necessary. However, the general 
preference is to regard at least 90 per cent ownership 
of voting stock as the reasonable border line inasmuch 
as a smaller holding ordinarily leaves too large a 
minority interest to permit the parent to deal with 
the affairs of the subsidiary as though they were the 
parent’s own affairs. Thus if ownership, with effective 
control, is 90 per cent or more the tendency is in favor 
of consolidation, and vice versa.
When the subsidiary is in effect a domestic operat­
ing department of the combined enterprise and the 
parent owns all the outstanding securities of the sub­
sidiary, consolidation as in A above would normally 
be the desirable procedure. It may also be permis­
sible even if the subsidiary has outstanding bonds or 
preferred stock held by persons outside the consoli­
dated group; if so, the consolidated income statement 
would of course include deductions for the subsid­
iary’s accruing bond interest and preferred dividends 
in arriving at the net income of the consolidated 
group. If there is a minority interest in the common 
stock of the subsidiary the consolidated income state­
ment will include a deduction equal to the minority’s 
proportion of the applicable net income of the sub­
sidiary.
However, there are company groups, particularly 
in the public-utility industry, with pyramided finan­
cial structures (large publicly held bond and pre­
ferred stock issues of the operating subsidiaries and 
of subholding companies) and subject to government 
regulation, where the requirements for consolidation 
with respect to ownership of voting securities are 
present but the complications are so great as to render 
complete consolidation inadequate or misleading. In 
such situations consideration should be given to the 
statements suggested in C above.
Should consolidation be limited to companies en­
gaged in closely related types of activities? It would 
seem usually preferable to exclude from consolida­
tion, and to present separate statements for, a sub­
stantial subsidiary engaged in activity distinct from 
and unnecessary to the activities of the parent or the 
consolidated group.
Should the income statement of subsidiaries operat­
ing in foreign countries be included in a consolidated 
or combined income statement of a domestic group?
Under conditions of stable exchange rates and the 
absence of restrictions on international transfer of 
funds such as existed before the war of 1914-1918, 
there was usually little objection to consolidating the 
statements of a foreign subsidiary (converted to 
United States dollars) with the accounts of a domestic 
group. When such conditions do not prevail, con­
solidation of the accounts of substantial foreign sub­
sidiaries may produce results that are obscure or mis­
leading; it is preferable to treat as an investment, 
in the consolidated balance sheet, the parent’s in­
vestment in the foreign subsidiary and to include in 
the consolidated income statement only the U. S. dol­
lar proceeds of dividends and interest received from 
the foreign subsidiary. In cases where foreign sub­
sidiaries are, nevertheless, consolidated, consideration 
should be given to the statements suggested in B 
above.
If it is necessary to convert the income statement of 
a foreign subsidiary from the foreign currency to 
U. S. dollars, it is customary to apply the year-end 
rate (or possibly month-end or month-average rates 
to the monthly statements included in the year) to 
the several items in the statement, excepting that (1) 
depreciation charges are usually stated in dollars 
based on the original dollar cost of the subsidiary’s 
plant assets and (2) opening and closing inventories 
purchased on a dollar basis may be stated at their 
dollar costs. The consolidated income statement will 
include (whether or not separately disclosed) an 
item, net debit or credit, for the exchange difference 
which is necessary in order that the consolidated net 
income, with any other appropriate entries to con­
solidated surplus, will represent the change in con­
solidated surplus during the year.
In preparation of a consolidated or combined state­
ment it is necessary to eliminate all intercompany 
transactions so that the combined amounts will re­
flect only income and expenses received from and 
paid to persons outside the group. When the com­
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bined inventories in the consolidated balance sheet 
include items sold by one to another member of the 
group at profit to the seller it is necessary to calcu­
late or reasonably estimate the amount of profit 
realized by the selling member but not yet realized 
by the group as a whole. The consolidated income 
statement should include a charge with credit to con­
solidated inventories, for any increase in the “reserve 
for intercompany profit in inventories” during the 
year.
All transfers between accounts and other adjust­
ments required in consolidation, such as provision 
for intercompany profit in inventories, should be 
entered on the books of one or other of the members 
of the consolidated group. Thus the earned surplus 
of a subsidiary at date of acquisition of control by 
the parent should be earmarked by segregation to a 
separate account on the subsidiary’s books. Also the 
reserve for intercompany profit in the consolidated 
inventories may be entered by the parent company 
as a memorandum allocation from its surplus, to be 
recognized not in the parent’s separate statements but 
only for consolidation purposes.
Should undistributed profits and losses of sub­
sidiaries be reflected on the books of the parent 
company? It is now generally considered preferable 
not to adjust upwards the parent company’s invest­
ment in a subsidiary to reflect the parent’s interest 
in the subsidiary’s undistributed profits. On the other 
hand, it is usually considered preferable for the parent 
company to make provision from its separate income 
account to an appropriate reserve to reflect a substan­
tial or apparently permanent impairment of the par­
ent’s investment in the subsidiary by reason of the 
latter’s losses. At least such losses should be provided 
for to the extent that they are not equalled by un­
distributed profits of other subsidiaries.
Stock Options
Of the various problems of income determination 
and reporting, perhaps none contains more elusive 
factors than that of the treatment to be given stock 
options granted to officers and employees. Although 
the use of stock option contracts is not new, satis­
factory standards have not yet been developed for 
recording the expense, if any, to the grantor resulting 
from the granting and exercise of such options.
The stock option grants to its holder the right to 
a present or future claim on shares of the optioned 
stock upon the payment of a price which is fixed or 
determinable under the contract. The holder’s possi­
ble financial advantage arises from the present or pos­
sible future spread between the market for the shares 
which he may claim and the amount he is required to 
pay in order to obtain the shares. When such options 
are granted only to officers and employees of a corpora­
tion, or to officers and employees under terms more 
favorable than those of similar options granted an
entire class of security holders, it is argued that there 
is a presumption that the option right is valuable and 
that its value should be accounted for as an element 
of the compensation of the officers or employees.
This presumption, however, does not offer a solu­
tion as to how the value of the option should be 
determined and recorded by the employer. When an 
option is granted under conditions which indicate 
that it is given for services previously rendered, the 
recording of the additional compensation involves 
problems of proper periodic charges to income as well 
as those of the evaluation of the option right. When op­
tions are granted under conditions suggesting that the 
consideration is the future service of the employee, the 
present or possible future evaluation of the option 
right raises other complex problems of the allocation 
of adequate income charges for compensation.
Before proceeding further, it is necessary to decide 
whether the corporation’s additional compensation 
expense is the amount of the benefit to be obtained 
by the individual from exercise of the option, as 
measured by an excess of market price at date of 
exercise over the option price. The cost of the 
corporation for additional compensation to the em­
ployee should be the excess of the amount which 
the corporation could obtain from sale of the stock 
to others over the amount obtainable from sale of the 
stock to the employee at the option price. If a large 
number of shares of stock is covered by the options, 
the cost to the corporation of marketing those shares 
might be a material amount which should be con­
sidered a reduction of the gross spread between op­
tion price and market price. However, it appears 
that, generally, the cost to the corporation of the 
additional compensation to the employee would be 
approximately the same as the benefit to the em­
ployee, as measured by the spread between option 
price and market price. Although the employee may 
not exercise the option when it first becomes exer­
cisable, the comparison of option price with market 
price probably should be made as at that date. Any 
variation between the market price at that date and 
the market price at a later date on which the em­
ployee exercises the option appears to represent a 
gain or loss to the individual and should not affect 
the corporation’s charge for additional compensation.
If the option price exceeds the market price at the 
time the option becomes exercisable, objective de­
termination of the value of the option may be im­
practicable, in which case no charge for additional 
compensation would be recorded on the corporation’s 
books. If the option agreement includes a restriction, 
such as a provision that the option will not become 
exercisable unless the employee continues to work for 
the corporation for three years, additional compensa­
tion probably should not be recorded until the restric­
tion has been removed and the option has become 
freely exercisable.
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Note 6 in the Appendix summarizes the Smith case, 
recently decided by the Supreme Court, which illus­
trates a possible stock option situation. It is too early 
to judge the effect of the Smith decision, which was 
based on an unusual set of facts. However, from a 
corporate accounting standpoint, the following gen­
eral procedures may be suggested:
(a) Make complete disclosure of the existence of 
stock options granted officers and employees ‘(this 
has long been accepted practice) and of the financial 
advantage obtained by the officer or employee when 
the option is exercised.
(b) When both (i) the option right becomes un­
conditional and (ii) the amount of the additional 
compensation contained in the option can be deter­
mined by significant and objective measurements, an 
income charge for additional compensation should be 
made. Such amount should be credited to a reserve 
until the option is exercised or the right to take down 
the stock has expired or is otherwise nullified.
Accounting problems arising from stock option 
agreements now are being studied by a subcommittee 
of the committee on accounting procedure of the 
American Institute of Accountants.
APPENDIX
Note 1
In considering when to include sales in the income 
account, the following quotations from An Introduc­
tion to Corporate Accounting Standards, by W. A. 
Paton and A. C. Littleton,11 may be noted:
“For the great majority of business enterprises the 
sale basis of measuring revenue clearly meets the re­
quirements of accounting standards more effectively 
than any other* possible basis. . . . Revenue, moreover, 
should be evidenced and supported by new and de­
pendable assets, preferably cash or near-cash. These 
fundamental requirements are well met by adopting 
the completed sale as the test of the realization of 
revenue. . . .
“From a legal standpoint the essence of the com­
pleted sale is the passing of title and the importance 
of this criterion is generally acknowledged by ac­
countants. Title passing, however, is a highly tech­
nical matter and in setting up a convenient procedure 
for booking revenue from day to day it is wise to
avoid . . . legal niceties.........For the typical case the
act of invoicing, together with actual delivery or con­
signment to a common carrier, is the most appropriate 
occasion for the recording of the sale.”
The following quotation from Business Law, by 
Thomas Conyngton,12 illustrates the legal technicali­
ties involved in determining when title passes:
“In a contract to sell, the time for the title to pass 
depends on the terms of the contract; if the intention 
of the parties is clearly expressed, title passes at the 
time they have fixed upon. The rules given in the next 
section will determine when title passes in case the 
intention is not clearly expressed.
“When Title Passes—The following are rules for de­
termining the intention of the parties as to the time 
at which the title passes, i.e., at which the buyer 
becomes the owner:
“1. Where goods are picked out and are in the shape 
in which they are to be delivered at the time the 
contract is made, the buyer becomes the owner at that 
time.
“2. When the goods have to be picked out, or some­
thing further remains to be done to them before they 
can be delivered, the buyer does not become the owner 
until that is done.
“3. If goods are delivered to the buyer with an 
option to return them, the ownership passes imme­
diately to the buyer, but he may revest the property 
in the seller by returning the goods or offering to* 
return them within the time fixed in the contract. 
If no time has been fixed, the buyer has a reasonable 
time in which to make up his mind.
“4. If goods are delivered to the buyer ‘on trial,’ 
or ‘for examination,’ or where some equivalent ex­
pression is used in the agreement, the ownership re­
mains in the seller until the buyer notifies the seller 
that he accepts the goods, or does some other act in­
dicating his acceptance, such as using the goods or 
reselling them. If the buyer simply retains the goods, 
without giving notice of rejection, until the expira­
tion of the trial period, title will pass at the expira­
tion of that period. If no trial period is fixed, the 
buyer becomes the owner of the goods after a reason­
able time has expired.
“Cases 3 and 4 above are often difficult to distin­
guish, and all the facts in each case must be considered. 
The ultimate question is one of intention.
“5. If at the time the contract is made, the goods 
have not yet been ascertained or are not in existence, 
and the goods are subsequently obtained by the 
seller, in accordance with the terms of the contract, 
title may pass as soon as the goods have been set 
aside for the buyer. This is true only where the 
goods are such that the buyer would not ordinarily 
feel it necessary to inspect them before agreeing to 
take them, and the seller is therefore deemed author­
ized by the buyer to set the goods apart for him. 
If the transaction is such that the buyer would na­
turally desire to examine the goods before acceptance 
—as in the case of an article specially built to his 
order—title would not pass until the buyer had indi­
cated that he agreed to take the article.
“6. If by the terms of the contract the seller was 
required to deliver the goods to the buyer, or to a 
particular place, or to pay the freight or cost of trans­
11 (Chicago: American Accounting Association Monograph 
No. 3, 1940), p. 53.
12 (New York: Ronald Press Co., 1932) , 3d rev. ed., pp. 91-92.
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portation to the buyer, or to the place fixed for 
delivery, title does not pass until the seller has done 
the acts required. When the seller has fulfilled his 
end of the contract, and not until then, the title and 
the risk shift to the buyer.”
 
It should be noted that special treatment may be 
afforded instalment sales. The following is quoted 
from Advanced Accounting, by A. W. Holmes:13
“The following methods are available for record­
ing profits when instalment sales are made:
“1. Record the entire profit as such in the period in 
which the instalment sale is made, regardless of 
the length of the payment period. This method 
may lead to grossly overstated profits in those 
periods when sales are large, and grossly under­
stated profits in later periods if defaults are large. 
In this method there is no correlation between 
collections and income. If this method is adopted, 
reserves for bad debts and reserves for collection 
expense should be large enough to take care of 
all possible contingencies. . . .
“3. Record the profits on the basis of collections by 
considering the first collections as a return of the 
cost of the goods sold and later collections as 
gross profit. This method is probably too con­
servative.
“4. Record the profits on the basis of collections by 
considering each collection to be in part a return 
of cost and in part a realization of profit. The 
return of cost and the gross profit earned are 
recorded in the proportion of each in the sales 
price. ...
“This method is by far the most popular. It is ap­
proved by the Internal Revenue Code. . . . This 
method is commonly known as the ‘instalment 
basis.’ ”
It should be noted, however, that the “instalment 
basis” has led those who adopted it into serious diffi­
culties with regard to federal taxes. The wartime 
increases in rates and the application of excess profits 
tax to profits in the year of collection has resulted in 
amendment of the Internal Revenue Code so as to 
give special relief to taxpayers on the instalment 
basis.
Note 2
The following quotation is ' from “Accounting 
Principles Underlying Corporate Financial State­
ments,” issued by American Accounting Association 
and published in The Accounting Review, June 1941 
(p. 137) :
“The objective of the income principle is to de­
velop a series of income statements which, for the life 
history of the corporation, will include all gains and 
losses. To this end the income statement for each 
fiscal period should show not only the items affecting 
current results, but also any adjustments for gains
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or losses which may not be regarded as strictly ap­
plicable to the operations of the current period but 
which have nevertheless been first recognized in the 
accounts during the period. If net income is to have 
any meaning, the factors influencing it must be iso­
lated and given a distinct and unified expression. 
This is possible if all gains and losses are carried 
through a single medium to earned surplus. It is im­
possible if expense charges, losses, or income credits 
may be carried directly to surplus or to surplus re­
serve. This comment does not apply to operating 
reserves created by means of carefully determined 
charges to current operating expenses.
“In view of the emphasis given to computations of 
earnings per share, and to other measures of corpo­
rate performance, a common yardstick is needed. The 
fact that it may not be possible to measure precisely 
at the end of any year all costs which have been 
acquired or dissipated during that year makes it 
essential to encompass within a single statement, 
not only the best possible measure of income from 
ordinary operations, but also gains and losses from 
events not always associated with the transactions of 
a single year.”
Note 3
The following quotation is from an article, “Rela­
tion of the Income Statement to the Balance Sheet 
and Earned Surplus Analysis,” by Thomas York, in 
The Journal of Accountancy, January, 1941 (pages 
46-47) :
TREATMENT OF NONRECURRING GAINS 
AND LOSSES
“There is substantial agreement among accountants 
as to certain types of adjustments required to be made 
in income accounts for past periods, and inasmuch 
as these are well known, it would be to little pur­
pose to discuss them here. It is proposed, however, 
to raise the query whether the general field of these 
adjustments should not be extended so as to embrace 
certain transactions which are not usually considered 
to demand a revision of the reported results of pre­
vious periods. Reference is made here to certain so- 
called gains and losses which are variously described 
as capital, extraordinary, or non-recurring gains or 
losses. Take the familiar example of a depreciable, 
tangible fixed asset, which is sold, prior to its esti­
mated retirement date, above or below its net book 
value, that is, its cost depreciated or amortized to 
date. According to the treatment usually accorded it, 
this difference—or gain or loss, as it is ordinarily 
called—is either attributed to the current period’s 
operations, broadly construed, or else is assigned a 
nondescript and indefinite status by being credited 
or charged to ‘surplus.’ The view that such difference 
is a gain or loss Which is to be included in the net 
results of the current period appears to be a survival 
of the days when the balance sheet, including its fixed- 
asset portion, was generally looked upon as being in
13 (Chicago: Richard D. Irwin, Inc., 1942), pp. 291-292.
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the nature of a liquidating statement, supposedly 
showing the corporate net worth in the literal sense 
of that term and indicating the company’s debt-pay­
ing ability. But from the point of view of the present- 
day conception of accounting as being designed to 
determine periodical profits, depreciable or amor­
tizable fixed assets merely represent a portion of the 
cost of future sales of product or service, and if the 
assets are disposed of before the date on which their 
retirement has been scheduled at any price other 
than the net figure at which they are carried on the 
books, the difference merely measures the extent of 
the error made in setting the rate at which deprecia­
tion or amortization was accrued against the asset or 
the rate at which the cost of the fixed asset was ab­
sorbed in inventory and sales of product. It must not 
be overlooked that depreciable or amortizable fixed 
assets are to be treated not as independent and self- 
contained investments, the sale of which gives rise 
to separate and distinct gains or losses, but as assets 
or investments which are destined to become merged, 
in periodical instalments, in the cost of the product 
or service sold.
“Is it not also arguable that the profit or loss on 
the sale of bonds held as investments is merely an 
adjustment in the rate of interest earned on the bonds 
during the periods in which they are owned? After 
all, a so-called gain on such sale is merely equivalent 
to bond discount, and a so-called loss is merely 
equivalent to bond premium. And on analogous 
grounds, can it not be maintained that the retirement 
of bonds by the obligor corporation, prior to their 
maturity by the payment of a sum other than the 
amount at which they are currently carried on the 
books, merely effectuates an adjustment in the 'inter­
est charge on the bonds for [the period] they were 
outstanding?
“Of the so-called non-recurring gains or losses, just 
which ones can be legitimately treated as affecting 
past income, and which can rightly be claimed to 
affect current income, or even future income, is a 
question that appears to merit careful study and 
analysis. Some of these gains or losses are undoubtedly 
assignable to the current period. Examples of this 
latter type are gains or losses resulting in the sale of 
strictly non-depreciable assets, such as land site when 
it is not regarded as subject to periodical amortization 
even for a part of its cost; the loss of cash through 
embezzlement; or the sale of physical property origi­
nally acquired for use in operations but never so 
applied (and never, therefore, depreciated) and now 
sold for less or more than its purchase price, plus 
perhaps the amount expended upon it for upkeep 
and in other carrying charges. Of course, if the view, 
not generally given serious consideration, is accepted 
that the gains or losses upon the sale of non-depre­
ciable fixed assets accrue with lapse of time, after the 
manner of interest, they will also have to be taken 
to represent adjustments of the income of past 
periods.”
Note 4
The following quotations are from An Introduction
to Corporate Accounting Standards, by W. A. Paton 
and A. C. Littleton (pages 65-68) :
“Plant cost may be spread through depreciation 
charges in any appropriate manner, but depreciation 
should not be deferred or reduced merely because 
‘revenue cannot stand the charge.’ ”
“ ‘Your company earned a net profit before depre­
ciation of $4,168,892.36’—this sort of statement has 
dubious implications . . . The depreciation expense— 
the portion of plant cost actually incurred which is 
deemed to be applicable to current revenue—is a 
thoroughgoing cost of operation, basically on the 
same footing as labor and materials.”
“All losses conclusively evidenced should be cur­
rently recognized, whether or not deemed to be ap­
plicable to operations in the narrow sense.”
“The desire to avoid fluctuations in comparative 
operating costs does not warrant ignoring the actual 
conditions.”
Note 5
The following table illustrates the treatment of re­
negotiation for the 1944 fiscal year in financial state­
ments of forty-three companies issued since January 1, 
1945:
Number 
of companies
No provision made, on grounds that 
amount refunded, if any, would not be 
material or could not be determined.............. 26*
Included in general provision and re­
serve for contingencies (non-current).............. 5
Included in general provision for con­
tingencies but shown as a current lia­
bility ..................................................................... 1
Included in provision and reserve for
federal taxes on income ...................................... 4
Provision shown as a separate charge to
income and carried as a current liability..........  2
Provision shown as a separate charge to 
income and carried as a non-current  
reserve ................................................................... 1
Sales shown after reduction for renego­
tiation provision and liability in­
cluded with reserve for federal taxes 
on income or accounts payable.......................... 2
State that provision has been made but
it is not apparent where...................................... 2
43
*Ten of these companies were required to make re­
fund of “excessive profits” in renegotiation proceed­
ings of the prior year.
Note 6
A case recently decided by the Supreme Court (Com­
missioner v. Smith, February 26, 1945) furnishes a 
good illustration of problems in stock options. In that 
case Company A stated that the option was granted to
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its employee “in consideration of services rendered”; 
the option price was in excess of the market price in 
1934 when the option was granted, but four years later, 
when the option was exercised, the market price was 
substantially higher than the option price. The stock 
covered by the option was not Company A’s own stock 
but was stock of another Company, B, which it man­
aged and reorganized. Under a contract between the 
two companies, the stock was to be received by Com­
pany A after the amount of indebtedness of Company 
B had been reduced by $1,400,000. The option was 
given to Company A’s employee prior to the time Com­
pany A received the stock from Company B and the 
value of the option therefore was dependent upon the 
success of Company A in reducing the indebtedness of 
Company B.
The Supreme Court, in affirming the decision of 
the Tax Court and reversing the judgment of the
Court of Appeals, stated: “The Tax Court thus found 
that the option was given to respondent as compensa­
tion for services, and implicitly that the compensation 
referred to was the excess in value of the shares of 
stock over the option price whenever the option was 
exercised.”
Later, in reviewing the same case to determine 
whether the compensation to the employee accrued 
when he exercised the option in 1938 or in 1939 when 
he received the stock (at which time the market price 
was higher than in 1938), the Supreme Court again 
upheld the Tax Court which had decided that the 
compensation accrued in 1939, since Company A did 
not receive the stock from Company B until 1939 and 
at the time the employee gave notice of exercise of his 
option and paid for the stock in 1938 his right to the 
stock was conditioned upon Company A’s making fur­
ther payments of Company B’s indebtedness.
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CHAPTER 4
SURPLUS
By Eric L. Kohler
IN the days when textbooks spoke of “single-entry” as a separate method of accounting, “surplus” was defined as the amount by which assets were greater 
than liabilities and capital, without recognizing its 
origins. Surplus was merely an excess of assets: as, 
indeed, the framers of many state corporation laws 
and most of the courts still believe. But accountants 
no longer adhere to either notion; single-entry is 
simply a crude variety of double-entry and surplus 
is the balance remaining from a succession of spe­
cific transactions. With this clarification of the con­
cept has come a much more orderly treatment of the 
different sources of the “excess” and its disposition; 
but changes, still in the making, indicate that the 
evolution is not yet complete.
There is reasonable agreement on the kinds of 
surplus and the need for their separation on financial 
statements:
(1) Paid-in surplus:1 that portion of paid-in capi­
tal in excess of stated or legal capital.2
(2) Earned surplus: accumulated [and undistrib­
uted] net income.3
(3) Revaluation surplus: the excess of appraisal 
over cost or acquisition value, sometimes amortized 
against depreciation provisions.
Relation of Earned to Paid-In Surplus
Paid-in surplus stands in contrast to earned surplus 
in that it should always represent stockholders’ con­
tributions, while earned surplus builds up from net 
income. At some day not far distant it seems quite 
likely that paid-in surplus will be merged with other 
contributions from stockholders, and a single figure 
for capital will be displayed on published balance 
sheets for each class of stock. Until that day arrives, 
a separate paid-in surplus account might well be 
maintained for each class of stock on which contribu­
tions in excess of legal capital have been received.4 
Paid-in surplus has been permitted by certain state 
corporation acts to serve as a ready means of absorb­
ing early losses and subsequent extraordinary losses, 
and as a dividend source when no earned surplus is 
available. These practices are now being quite gen­
erally condemned by accountants as they develop 
theories of their own, free from legal bias.5
In 1933 the Institute’s committee on cooperation 
with stock exchanges suggested the following prac­
tice:6
“Capital surplus, however created, should not be 
used to relieve the income account of the current or
future years of charges which would otherwise . . . 
be made thereagainst.”
The particular types of charges which the committee 
had in mind were not specified, but the point has 
now been reached where any charge to paid-in sur­
plus should meet with the disapproval of the ac­
countant unless the consent of stockholders is first 
obtained. Because of this steady trend, Percival F. 
Brundage7 thinks accountants “should advocate the 
abolition of capital surplus.”
But accountants ought to go further: they should 
seek to have the concepts of capital surplus and paid- 
in surplus removed from the statute books, and to 
have all contributions of stockholders classified as 
paid-in capital. This simplification would add meas­
urably to the understanding between corporations 
and stockholders; and it would automatically elimi­
nate most of the variations now found in net-worth 
practices. * 8
1The alternative term, “capital surplus,” still frequently appears 
in accounting literature (e.g., W. A. Paton, Advanced Account­
ing [New York: Macmillan Co., 1941], p. 582), and in published 
reports, but it often includes surplus from revaluation and may 
have been reduced by losses. The Institute’s committee on the 
definition of earned surplus in 1930 asserted that the terms “sur­
plus” . and “capital surplus” were “not sufficiently descriptive 
captions for balance-sheet purposes,” since “capital surplus 
[as the term was then in use] comprises paid-in surplus and re­
valuation surplus; that is, all surplus other than earned surplus.”
’Donated capital or surplus contributed by stockholders for 
some purpose other than the purchase of capital stock, occasion­
ally found, may be regarded as a special form of paid-in surplus. 
A donation to a corporation not for profit is commonly classi­
fied as contributed capital or as income, according to its purpose.
3A more elaborate definition, of long standing, appears in a 
publication of the American Institute of Accountants, Account­
ing Research Bulletin No. 9 (1941), p. 75, reading as follows:
“Earned surplus is the balance of net profits, income, and gains 
of a corporation from the date of its incorporation (or from the 
date when a deficit was absorbed by a charge against the capital 
surplus created by a reduction of the par or stated value of the 
capital stock or otherwise) after deducting losses and after de­
ducting distributions to stockholders and transfers to capital-stock 
accounts when made out of such surplus.”
This was the definition (with minor language changes in the 
parenthetical matter) originally issued in 1930 by the Institute’s 
committee on the definition of earned surplus (see American 
Institute of Accountants Yearbook, 1930, p. 174), and reprinted 
in the Institute’s Accounting Terminology (1931), p. 119.
4Paton, op. cit., p. 583, suggests that “. . . in balance-sheet 
presentation ’. . . paid-in surplus should be associated with the 
capital-stock account.” In published financial statements, how­
ever, there have been but few exceptions to the practice of 
lumping paid-in surplus accounts together in a single figure lo­
cated between capital stock and earned surplus. '
This freedom, quite recent in Institute publications, is ad­
mirably asserted in an editorial entitled “Capital Surplus,” The 
Journal of Accountancy, March 1945, p. 178.
6Summarized in Accounting Research Bulletin No, I, p. 6.
7In a letter to the editor, The Journal of Accountancy, Feb. 
1945, p. 150.
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Earned-Surplus Developments
During the past few years there has been a dis­
tinct movement in the direction of narrowing the 
concept of earned surplus. The principal trend has 
been against earned-surplus “charges”—that is, losses 
said to belong to other years, capital gains and losses, 
nonrecurring or extraordinary costs of material 
amount, losses caused by changes in management. 
Other items often discussed have been the effects on 
earned surplus of treasury-stock purchases, resales, 
and retirements; the dating of earned surplus; ab­
sorptions of deficits; the meaning of appropriated 
surplus; and stock dividends.
Earned-Surplus Charges
Changes in accounting theory come slowly and 
uncertainly. Professional accountants tend to adhere 
to established practices; to do otherwise means an 
upsetting of hard-won positions with clients, staff 
retraining, and the possibility of criticism, notwith­
standing the solid merit behind a new proposal. Be­
sides, the professional accountant, related as he is 
with a business world that professes to eschew fetters, 
has himself acquired a pronounced distaste for con­
forming his views to less flexible concepts. And there 
is always the chance of exposing himself to liability, 
despite the care with which a change is dated, for 
the disparity between past performance and the in­
novation may be all too obvious. Yet the average 
member of the profession has been well conditioned 
by his experience in his dislike for tradition as such; 
he is, in fact, well grounded in the skill required 
for winning others over to standards more nearly 
fitting the demands, as he sees them, of a healthy 
society. But with no firmly established precedent 
against surplus charges, he has wavered uncertainly 
between Scylla and Charybdis, unable to avoid the 
one without encountering the other.
Experiment with Principles
In 1936, the executive committee of the American 
Accounting Association, observing the reluctance of 
the profession to modify a number of practices which 
individual members of the profession had for many 
years wanted to change, decided, by way of experi­
ment, to formulate a group of principles, consistently 
interrelated, applicable to financial statements. None 
of these principles was an innovation: every one of 
them had, been employed by accountants and ac­
counting firms, but no firm had adopted all of them. 
Moreover, even where a principle had been recog­
nized, it had rarely been followed consistently and 
the exceptions often belied the existence of any 
considered policy supporting it.
One of the principles advocated was the clearing of 
every item of income, expense, and loss through the 
income statement, regardless of its nature or amount, 
the argument being to recognize frankly that no
current income statement, despite its most exacting 
preparation, can be so devised as to serve as an index 
or as any section of an index of present or future 
earning power, but that rather it should be consid­
ered as one of a series which ought collectively to 
reflect the results of actual operations as accurately 
and completely as possible. The emphasis was on the 
need of making the income statement a historical 
summary, containing every variety of recognized ex­
pense and loss, so that there might be no danger of 
overlooking items absorbed elsewhere (i.e., in paid-in 
or earned surplus or in surplus reserves). Recom­
mendation was made that out-of-the-ordinary expenses 
and losses, particularly those in some way related to 
other years, be shown in a separate section within the 
income statement; throughout, there was an in­
sistence that the one test for including them in the 
current income statement was their recognition as 
expenses or losses during the period covered by the 
statement.
If the income statement were thus consistently pre­
pared, earned-surplus reductions would be limited 
to dividends and other distributions8 to stockholders, 
and its one source of credits would be the net income 
balance transferred from the income statement. This 
surplus concept, with its advantages of consistency 
and simplicity, was repeated in the Association’s 
reissued statement of principles in 1941, as follows:8 9
“Earned surplus should be credited or charged only 
with the following: the balance of periodic net in­
come; distributions to stockholders, including amounts 
credited to paid-in capital upon the issuance of stock 
dividends; amounts transferred to and from earned- 
surplus reserves; and losses recognized in recapitaliza­
tions. Earned surplus should include no credits from 
transactions in the company’s own stock or transfers 
from paid-in capital accounts.
“Reserves set aside to indicate the manner in which 
profits have been invested or to reflect contingencies 
are subdivisions of earned surplus and should not be 
used for the absorption of expenses or losses, or for 
the write-down of tangible or intangible assets. 
Charges for all cost amortization and asset values 
expired should be by way of the income account.” 
Nature of Extraordinary Charges
Montgomery suggests a threefold classification of 
extraordinary charges: (a) profits or losses not related 
to “ordinary or normal operations” such as uninsured 
losses from floods, hurricanes, and other “acts of 
God,” and unusual gains or losses from sales of fixed 
assets; (b) operating expenses relating to prior peri­
ods such as an inventory shortage discovered during 
the current year but occurring in a previous year,
8I.e., losses from resales of treasury stock and premiums paid 
on the retirement of capital stock, to the extent that such losses
and premiums are not absorbed in paid-in surplus. A provision 
for an appropriated-surplus reserve may be regarded as a tem­
porary earmarking, and not as a reduction, of earned surplus.
’“Accounting Principles Underlying Corporate Financial State­
ments,” The Accounting Review, June 1941, p. 138.
Surplus
additional income taxes, and bills for past legal 
services; (c) unusual current income or expense such 
as the reversal of an inventory write-down of a preced­
ing year, and strike expense. His recommendation is 
to arrange them in the income statement so that “the 
net income before and after extraordinary items” 
is clearly displayed.10
Position of Institute Committee
In 1941 the Institute’s committee on accounting 
procedure stated:11
“Over the years it is plainly desirable that all 
costs, expenses, and losses of a business, other than 
those arising directly from capital-stock transactions, 
be charged against income.”
This declaration agrees squarely with the basic 
principle laid down by the American Accounting 
Association. But the Institute committee, well aware 
of the practical influence of traditional procedures, 
and entertaining honest doubts about the “distor- 
tional” impressions created by unusual losses, then 
described its own pronouncement as—
“. . . a theoretical ideal upon which all may agree, 
but because of conditions impossible to foresee, it 
often fails of attainment.”
At other times the same committee has made the 
following statements concerning surplus charges:
“. . . Such transactions [stock reacquisitions and 
sales and resales] should [not] be reflected in earned 
surplus (either directly or through inclusion in the 
income account).” (p. 8 [1937])
“As a general principle, the committee favors the 
absorption of charges [unamortized discount on 
bonds retired in a refinancing] in the income ac­
count and a corresponding limitation of charges to 
earned surplus.” (p. 10 [1939])
“[Unamortized discount on debt retired before ma­
turity] should immediately be charged to income or 
if the amount is so large that it would seriously dis­
tort the income for that year, to earned surplus.” 
(p. 22 [1939])
“. . . (1) the provision [for losses on foreign ex­
change] should appear as a charge in the income 
statement ... or (2) if the amount and the circum­
stances are such that this would seriously impair the 
value of the income statement as an indication of 
earning capacity, and the charge for that reason is 
made to surplus, a clear disclosure of the treatment 
should appear in a note in the income statement.” 
(p. 31-2 [1939])
“The committee recognizes the great importance 
of distinguishing between charges against income and 
charges against earned surplus. It does not here 
undertake to define proper charges against earned 
surplus. ... It approves the current tendency to 
discourage such charges wherever possible.” [Italics 
supplied.] (p. 64 [1941])
“[A renegotiation adjustment for a previous year] 
should be shown as a separate item in the income
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statement, unless such inclusion would result in a 
distortion of the current income, in which event the 
adjustment may be made through earned surplus 
. . . [with] appropriate disclosure of the effect of 
the adjustment on the prior year’s net income.” 
(p. 175 [1943])
“Additional income taxes for prior years ... in­
come taxes paid in prior years which are refundable 
. . . [and] material amounts of losses or unusual 
excess-profits credits . . . may be [carried] . . . directly 
to surplus if misleading inferences might be drawn 
from their inclusion in the income statement. . . . 
The committee recognizes, however, that in excep­
tional cases allocations may be made of charges and 
credits as between current income and surplus, and 
it believes that where such allocations are made of 
material items, the treatment of income taxes should 
follow as closely as possible the line of allocation of 
such charges and credits.” (pp. 184, 188 [1944])
“. . . the cost [of goodwill] should be amortized by 
systematic charges in the income statement over the 
estimated remaining period of usefulness or, if such 
charges would result in a distortion of the income 
statement, a partial write-down may be made by a 
charge to earned surplus.” (p. 196 [1944])
It seems evident that the Institute committee dis­
approves charges to earned surplus only where the ob­
jection is not made that distortion results in current 
earnings. But “distortion” has not been defined by the 
committee and, although Gilman12 implies this means 
lack of comparability with other years, it is more 
likely that the committee, mindful of the unpredict­
able effects of changes in procedures, has not reached 
a stage in its thinking that yields a definition. It 
favors the general principle but admits many ex­
ceptions in giving it expression. The practical effect 
is thus almost to negate the principle and permit only 
small unusual losses (since only small losses do not 
“distort”) to be absorbed in the current income 
statement. For the current absorption of small losses 
there is plenty of precedent and no conceivable ob­
jection.
Combined Statement
The Institute committee recognized the dilemma 
created by establishing a rule subject to’ so many 
exceptions when it advocated rather tentatively the 
preparation of combined income and surplus state­
ments;13 yet it continued to say that “the reader
10Auditing Theory and Practice (New York: Ronald Press Co., 
1940), pp. 412 ff. Montgomery’s classification of extraordinary 
charges is apparently intended to be all-inclusive, yet in connec­
tion with an extraordinary charge for obsolescence he states on 
an earlier page (379) that “since provision is not customarily 
made out of income for unusual obsolescence, it would be good 
practice to set aside, out of surplus, allowances for other than 
the factor of ordinary obsolescence which is included in the 
allowance for depreciation.”
11Accounting Research Bulletin No. 8, p. 64.
12Concepts of Profit (New York: Ronald Press Co., 1939), p. 
587.
13Accounting Research Bulletin No. 8 (1941) .
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should be left in no doubt as to the point at which 
the net income has been determined” and that, de­
spite the combination, the accountant must assume 
“responsibility for determination of net income by 
sound methods” and must “show it clearly.” It gave 
no inkling of what it meant by “sound.”
Gilman, in the reference cited, also advocates the 
combined statement as “a compromise perhaps not 
so logical [as the suggestion that corrected statements 
be issued for the prior years affected by the surplus 
charges] but at the same time more practical.” He 
supplies no details of what he means by either 
“logical” or “practical.”14
Two Income Statements
Warren W. Nissley suggests that two sections of 
the income statement (corresponding generally to the 
recommendations of the American Accounting Asso­
ciation, above mentioned) be prepared when un­
usual items make their appearance, and that “to 
emphasize the distinction [i.e., the different character 
of the two sections], it would be desirable to transfer 
the two net incomes separately to earned surplus.”15 
He suggests also the possibility of persuading finan­
cial analysts to display in their publications two 
“earnings per share” figures, the one giving effect to 
surplus charges, the other omitting them. The weak­
ness of this suggestion is that no tests are provided 
for determining what items are to be approved as 
“extraordinary” and put into the supplemental 
statement.
Objections to Surplus Charges
An impression is readily gained from the remarks 
of those who advocate the status quo on surplus 
charges, or who have suggested compromises, that 
they are but unwitting apologists for existing pro­
cedures. Particularly is this true when they neglect 
to consider the arguments against surplus charges.
Perhaps the strongest argument against the idea is 
that it lends a cast of needless uncertainty to the in­
tegrity of financial statements. No one need go so 
far as to assume the infallibility of the product of 
the accountant’s art; but when the accountant, in 
his report for the preceding year, has asserted that 
the financial statements “present fairly the position 
at [a certain date] and the results of operations for 
the year then ended,” it is difficult to believe that he 
has not made strong public representations of (a) 
his competence to pass judgment oh financial state­
ments, and (b) the reliability that resides in the 
particular statements to which his report refers. 
Financial statements, reflecting the best judgment of 
the accountant, usually contain no qualification for 
possible reduction in subsequent years.16 Is it not 
within the purview of ordinary accounting conven­
tions to assure that at the time the statements were 
prepared the assets were not overstated and the
liabilities not understated, regardless of later events? 
And if a substantial asset loss is incurred as the result, 
say, of a management decision made during a sub­
sequent year, is not such a loss, by its emergence, 
an essential element in the portrayal of the results 
of the subsequent year’s operations?
An argument, often repeated, is that the current 
income statement should reflect earning power; the 
fear is expressed that with a large and unusual loss 
in the income statement investors may be misled. 
A somewhat related argument is that management 
and its auditors are in a better position than out­
siders to determine what items give rise to misleading 
inferences on earning power. But no one annual 
income statement can reflect earning power; man­
agement, in making decisions, may not always have 
the interests of the investor in mind, in fact may be 
intent in certain years on such a matter as “making 
a showing”; the accountant has no objective stand­
ards for charges that should be excluded in display­
ing earning power; and investors and other income- 
statement readers often develop their own opinions 
on such matters. The misleading effect on the in­
vestor can more plausibly be asserted whenever 
unusual items are omitted from the income statement, 
even with a surplus analysis nearby; for he is being 
asked to rely on a series of net-income figures which 
does not contain all expenses and losses recognized 
within the period covered by such figures. The ac­
countant may assume that his income statement is 
not prepared for an investor having no knowledge 
of business conduct and financial procedures, but he 
could hardly be justified in assuming that the investor 
would consider two sources of information as readily 
as one.
Besides, in attributing to a single income statement 
any indication of present or future earning power, 
or in calling “distorted” an income statement con­
taining an extraordinary loss, the accountant runs 
the grave risk of asserting an omniscience which he 
is at pains elsewhere to deny; in fact, he virtually may 
have entered the field of prediction when actually 
he has no opinion, and even more certainly no
14“Sound,” “logical,” “practical” are typical of the obscure 
adjectives of authoritarianism which abound in accounting litera­
ture. It may well be that the users of these unsupported terms 
shrink from the issues involved, or find themselves unable other­
wise to support a conclusion already reached through the opera­
tion of mental processes of which they are almost certainly 
unaware.
15“The Form and Content of Corporate Income Statements,” 
The Journal of Accountancy, March 1945, p. 186. Nissley notes: 
“It would be necessary to develop a philosophy as to the type of 
items to be put in the unusual section but that should be pos­
sible.”
16During the war period, however, it has been common practice 
to qualify the net income of war contractors by references to 
pending or possible future renegotiation, price adjustments, and 
even voluntary refunds to contracting agencies. The uncertain 
effect of wartime federal taxes has likewise been often noted. 
But these are not the types of qualification referred to here.
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knowledge, of the effect of present extraordinary 
charges on future estimates of earning power.
A consideration persistently overlooked by apolo­
gists for surplus charges which has already been re­
ferred to is that their arguments have been singularly 
free from suggestions as to the dividing line between 
charges to income and charges to surplus. Distortion 
was the criterion suggested by the Institute commit­
tee. But what is “distortion”? During the war period 
distortion in gross income, labor costs, and overheads 
may be found anywhere and everywhere. Accountants 
make no mention in their reports of the gross distor­
tions of regular income caused by the shift from 
peacetime products to the products of war, and rarely 
is the gross income attributable to war business even 
set forth; in fact, there may be no relation whatever 
between the profits from wartime production and the 
earnings that may be expected from future peacetime 
pursuits. “Distortion,” not recognized elsewhere, can­
not with consistency be invoked to justify surplus 
charges.17
Occasionally the reason is given that surplus 
charges are required where, as the result of a new 
management, assets fall into disuse or liabilities are 
incurred in eliminating old methods of doing busi­
ness. The current income statement, it is said, con­
taining these items, would not fairly reflect the 
earning capacity which the new management has 
established. But who can draw the line between 
such losses and the losses likely to be suffered in suc­
ceeding years when policies are once again altered?
Capital gains and losses have sometimes been ex­
cluded from the income statement and charged to 
surplus on the theory that they are not income or 
expense. Most accountants, however, have repudi­
ated this theory, their chief reason being that such 
gains and losses repeat themselves with more or less 
regularity in every business enterprise, differ only in 
minor degrees from other business transactions, and 
are regarded as ordinary income or expense by the 
average individual.18
Probable Solution
It seems at present quite likely that surplus charges 
will ultimately be a thing of the past and that a spe­
cial section of the income statement, with a single 
net-income figure at the end of the statement, will 
continue to provide a solution that can be understood 
by business management and investors alike. The 
reasons most often cited in support of this method 
may be summarized thus:
(1) It is the simplest of the various suggestions 
thus far made.
(2) It is easy to understand. A subtotal on the 
income statement before deducting the “extraordi­
nary” items provides the figure, if such a figure is 
deemed necessary, for net income derived from the 
more usual sources.
(3) The single net-income figure at the end of
the inclusive income statement involves no compro­
mise with previous representations of assets, surplus, 
and earnings, by the management and its auditors, to 
stockholders.
(4) A consistent point of view is developed that 
the income statement reflects all income, expense, and 
losses resulting from the year’s transactions (except 
capital-stock transactions), including in “transac­
tions” losses and other recognized expirations of cost.
(5) It avoids the possibility of a manipulatory 
device Which can be employed by less scrupulous busi­
ness management on the marginal members of the 
accounting profession; and it thereby will strengthen 
the prestige of the profession.
Much remains to be done in educating investors, 
analysts, financial writers, and others who abstract 
information from financial statements; but that will 
be necessary on many points, regardless of the dis­
position of the problem of surplus charges.
Treasury Stock and Surplus
With the movement toward a full recognition of 
the two elements of net worth, paid-in capital and 
accumulated net income, has come what is now a 
more uniform but still somewhat unsatisfactory treat­
ment of treasury stock. Acquisitions are carried at 
cost and any excess of cost yielded by resale is credited 
to paid-in capital; a deficiency is charged to paid-in 
surplus, or earned surplus, or is divided between 
them. On the balance sheet treasury stock is de­
ducted from the sum of paid in capital and undis­
tributed earnings, or, less commonly, from earned 
surplus. If retired, the cost of treasury stock is charged 
off against the average of paid-in capital for that class
17A brief reference to a possible interpretation of “distortion” 
appears in the March 1945 issue of The Certified Public Account­
ant. The American Institute of Accountants director of research, 
Carman G. Blough, suggests the possibility of confining its 
application to “material items resulting from extraneous [un­
usual]  transactions [.] and events applicable to other periods 
... [either of which] might result in a distortion of current 
income if reported as a material item of that income.” He cites 
as examples “the sale of property to realize a loss for tax pur­
poses in the current year, or the condemnation of property 
which results in a gain or loss . . .” These transactions illustrate 
the extreme difficulty, if not the impossibility, of drawing any 
line between income-statement charges and surplus charges; 
although they may be labeled “extraneous” or unusual—that is, 
they are not the type of transaction for which the business was 
established or is being operated—they are nevertheless the con­
sequences of events (in the first example, apparently volun­
tary; in the second, involuntary) occurring during the current 
year, and thus fail to meet the second of the two objective tests 
suggested. The repeated and consistent use of the adjective 
“extraneous” in describing a type of loss may have much to do 
with the ultimate classification of the loss in the mind of the 
user; but it should be recalled that a loss arising from an “ex­
traneous” transaction is just as much a dissipation of cost as 
the “regular” occurrence of depreciation or a disposal of inven­
tory; and it follows, like any other “regular” transaction, from 
a deal with an outsider, or from a management decision on a cost 
already incurred. If the transaction had not occurred, the cost 
would have been reported as an asset and carried into future 
periods.
18See the report of the National Tax Association committee on 
capital gains, appearing in the Association’s Proceedings, 1938, 
p. 806, and the citations accompanying the report.
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of shares, any excess of cost being charged to earned 
surplus; sometimes the excess of cost over par or 
stated value is charged to paid-in surplus.
In this chapter we are concerned with the relation 
of treasury stock to earned surplus.
Surplus Restrictions
Restrictions imposed by state laws on the acquisi­
tion by a corporation of its own shares arose in the 
first instance from the legislative desire to protect the 
equity of remaining stockholders. By limiting the 
total cost of such shares to the amount of earned sur­
plus, paid-in capital is supposed to remain intact. 
Where the state in which a company is incorporated 
has thus put a top on the amount of treasury stock 
that may be purchased, and a part or all of the earned 
surplus available for dividends has thereby been 
frozen, the usual procedure in preparing a balance 
sheet today is (a) to deduct the cost of treasury stock 
from the sum total of other net-worth items, and (b) 
to call attention to the restriction on earned surplus, 
in somewhat the following manner:
Capital Stock and Surplus
Common stock—10,000 shares authorized 
and issued at par of $100, of which 
1,504 shares have been reacquired. . . $1,000,000.00
Paid-in surplus from sales and resales of
capital stock ......................................... 105,216.50
Earned surplus, of which $216,576.00 is 
restricted by the purchase of treasury 
stock ....................................................... 564,406.64
Total paid-in capital and earned
surplus ..........................................$1,669,623.14
Less—1,504 shares of treasury stock, at 
cost ......................................................... 216,576.00
$1,453,047.14
The restriction is, of course, removed by the resale 
or retirement of the treasury stock, except for any 
reduction of earned surplus caused thereby.
If the state of incorporation imposes no restriction 
on surplus, the treasury stock acquired should be 
treated as though it were retired stock (see below) .19 
Effect of Resale: First Method
Suppose, in the above illustration, 100 shares are 
resold at $170 per share, yielding $17,000 in cash. 
The excess over the average cost of $144 per share, 
or $2,600, is additional paid-in capital and is credited 
to paid-in surplus. If resold at $120 per share, the 
“loss” of $2,400 is in effect a distribution of earned 
surplus which has been made to old stockholders 
from whom the stock was acquired. If resold at $102 
per share, the excess cost of $42 per share is partly 
an effective distribution of earned surplus ($33.48), 
and the balance a partial return of the average capi­
tal paid in ($8.52).
The above solution of the problems raised by these 
transactions rests on the assumptions that—
(a) Treasury stock has a transitional or suspensive 
character, its disposition hinging on retirement or re­
sale; it is distinguished from unissued stock, but its 
cost is averaged with other treasury shares of the same 
class from the date of its acquisition. When sold, the 
average cost is applied against the selling price as in 
the case of an ordinary asset. This assumption has 
its origins in the one-time treatment of treasury stock 
as an asset, with gains or losses from its disposition 
regarded as belonging to earned surplus.
(b) Capital paid in on a given class of stock applies 
prorata to each issued share (including those in the 
“treasury”) of the same class. The justification for 
this assumption is that stockholders within a given 
class share alike in the event of voluntary or involun­
tary liquidation, and knowledge of the law in this 
respect is so widespread among investors that the rule 
may be regarded as governing in a partial liquida­
tion—which is the result of a repurchase of a limited 
number of shares.
(c) An excess of the selling price over the cost of 
treasury shares is paid-in surplus because it repre­
sents the contribution of fresh capital to the business.
. (d) Where the selling price is less than cost, and 
equals or exceeds the ratable paid-in capital assigna­
ble to the repurchased shares, the excess of cost is an 
effective distribution of earned surplus; but if the 
selling price is less than both cost and the applicable 
paid-in capital, a refund of a portion of the latter is 
made to the retiring stockholder. By this allocation, 
the selling price is applied until it is exhausted to 
the three possible elements of the (average) purchase 
price, commencing with legal capital, following with 
paid-in surplus, and ending with earned surplus; the 
remaining deficiency is disposed of in accordance with 
its classification.
Thus, in the above illustration, the repurchase price 
of $144 per share, if immediately charged off, would 
have been charged against—
Capital stock ..................................$100.00
Paid-in surplus .............................. 10.52165
Earned surplus .............................. 33.47835
But resale at $120 means that the amount otherwise 
chargeable to the first two items has been fully re­
covered, and $9.47835 has been recovered against 
earned surplus, leaving the actual loss of earned sur­
plus as $24. Resale at $102 means that only $2 has 
been recovered on paid-in surplus, leaving the balance 
of $8.52165 to be charged off, together with the wholly 
unrecovered amount of earned surplus.* * 20
19For legal points of view on this and other aspects of treasury 
stock, see Wilber G. Katz, “Accounting Problems in Corporate 
Distributions,” University of Pennsylvania Law Review, April 
1941, p. 779 ff.
20This is the method advocated in “Statement of Accounting 
Principles” above referred to, proposition D7; it is explained in 
greater detail in W. A. Paton and A. C. Littleton, An Introduc­
tion to Corporate Accounting Standards (Chicago: American Ac­
counting Association, 1940), p. 115.
Surplus
Effect of Resale: Second Method
In everyday practice it must be admitted that 
“gains” from the sales of treasury shares have for the 
most part been credited to paid-in surplus (or to a con­
glomerate and mostly undefined capital surplus). 
Losses have been charged to the same surplus account; 
or where no such surplus account exists, to earned 
surplus. Further, in practice, paid-in surplus is not 
usually limited in its association with the stock from 
the sales of which it owes its origin, but is commonly 
lumped together with other paid-in surplus and the 
total is modified from time to time by gains or losses 
on treasury-stock resales.
Effect of Resale: Third Method
The first two methods, although strongly supported, 
suffer from vital defects: the first method is difficult 
to understand (although easily enough applied) , and 
both methods arbitrarily associate transactions not re­
lated to each other. It would be surprising to a new 
stockholder if he should discover that he had pur­
chased shares once owned by another. Moreover, 
under either plan, the contribution of the new stock­
holder may not be credited in its entirety to paid-in 
capital—which means that these methods ignore the 
current trend toward a stricter accounting for amounts 
paid in on capital stock. Accountants may, therefore, 
ultimately conclude that, despite its legal differentia­
tion from unissued or redeemed and canceled shares, 
treasury stock had best be accounted for immediately 
upon its repurchase as though it had been retired 
(see below); and that when resold, the proceeds be 
credited in full to paid-in capital accounts. The rule 
is simple; it keeps unrelated transactions separated;
and it records newly paid-in capital as such.21 
Effect of Retirement
Upon retirement, the repurchase price is charged 
against capital-stock account, but if in excess of par 
or stated value, paid in and earned surplus may also 
be affected. Thus, if the 1504 shares in the above 
illustration are retired and canceled, the cost should 
be disposed of in the following manner:
Capital stock, par value $100 per share.. . $150,400.00
Paid-in surplus, $10.52165 per share........  15,824.56
Earned surplus, balance............................ 50,351.44
Total cost ............................................ $216,576.00
Proposals are often made that any paid-in or capital 
surplus be utilized for the absorption of a retirement 
premium, whether or not related to the stock retired; 
if this is not done, there may not be enough earned 
surplus left for dividends on remaining shares out­
standing. Some accountants have gone further by 
asserting the propriety of the legal notion that “capi­
tal,” regardless of stock classes, constitutes a single 
fund, and that adjustments arising from any realign­
ment of stockholders need not extend beyond that 
fund. This concept has not been generally accepted
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and it is in direct conflict with the trend previously 
noted: that the contributions of each class of stock­
holders be maintained intact.22 Another suggestion 
has been that preferred-stock retirement premiums be 
carried forward for gradual amortization against in­
crements in earned surplus, in the meantime being 
deducted from net worth on the balance sheet—since 
more future surplus will presumably be available 
to common stockholders as a result of the retire­
ment.23 But this is a presumption only, and to defer 
the classification and disposition of a retirement pre­
mium until some future date seems to parallel and 
is subject to the same objection as the deferment of 
fire and other extraordinary losses.24
Comparison with Ordinary Purchase and Sale
Although it has been claimed by various account­
ants that losses and gains on treasury stock should be 
treated in the same fashion as other losses and gains,25 
the traditional point of view is overlooked that the 
business of the corporation is to make profits with 
outsiders and not with its owners. The corporation 
has a commonly recognized moral obligation of con­
serving and maintaining intact any funds it obtains 
from its stockholders. For this reason no credit from 
treasury-stock transactions should find its way into 
earned surplus. On the other hand, payments made 
in reacquiring shares, in excess of the (average) 
amount paid in on the stock, are in essence premiums 
which can only be regarded as a special dividend to 
retiring stockholders.
Other Surplus Restrictions
In Accounting Series Release No. 35 (1942) the 
chief accountant of the Securities and Exchange 
Commission lists, in addition to treasury stock, sev­
eral other possible causes of restrictions on the use 
of earned surplus for dividends. These follow, to­
gether with comments on the method of disclosure:
(1) Dividend arrearage. Accountants have always 
recognized the necessity of indicating on the balance 
sheet the amount of preferred-stock dividends in ar­
rears. This is accomplished by adding to the surplus 
sidehead a phrase such as: “[Earned Surplus], re­
stricted in the amount of preferred-stock dividends 
in arrears which are $2.50 per share, and, in total, 
$22,500.” In a number of cases the restriction is shown 
as a part of the sidehead for the preferred stock, but 
it seems somewhat preferable to follow the procedure 
first indicated since the restriction may have some
21A view also advocated by Paton (editor), Accountants’ Hand­
book (New York: Ronald Press Co., 1943), pp. 1009, 1012.
22See comments by Werntz, The Accounting Review, Jan. 1942, 
p. 35.
23Paton (editor), op. cit., p. 1014.
24A practice still permitted in utility accounting by the Federal 
Power Commission and other regulatory bodies.
25Montgomery so believes, although he recognizes that the rule 
has changed. See op. cit., pp. 16, 358.
Ch. 4-p. 8 Contemporary Accounting
effect on all classes of stockholders. Rarely followed, 
but nevertheless presenting a clear picture, is the divi­
sion of earned surplus between the classes of stock in 
such a manner as to reveal the “book equity” of each 
class. Preferred-stock dividends in arrears are not clas­
sified as a contingent liability because corporate action 
and only corporate action can make them a liability, 
whereas a contingent liability becomes a real liability 
through external causes.
(2) Preference in liquidation. Equities between 
classes of stockholders is ordinarily reflected in their 
balance-sheet amounts. But where these equities may 
change because of involuntary liquidation and prefer­
ment must be given preferred stocks in amounts ex­
ceeding their par or stated value, a disclosure of the 
excess is generally recognized as necessary because of 
its effect on the equity attaching to common stock or 
other junior securities. The restriction might read 
thus: “[Earned Surplus], restricted in the amount of 
$125,000, or $5 per share, representing the excess of 
value, in involuntary liquidation,* of preferred stock 
now outstanding over its par [or stated] value.” If 
a paid-in surplus account relates to the preferred 
stock, the amount thereof would ordinarily decrease 
the restriction. Another means of showing this prefer­
ence is to segregate earned surplus in the required 
amount, or to transfer earned surplus to the prefer­
ence-stock account, but in either case only after an 
authorizing resolution of the Board. Because of the 
legal complications underlying preferred-stock pref­
erences and the corporate laws applying to them, the 
policy of the Securities and Exchange Commission is 
to require that an opinion of counsel accompany the 
financial statements affected by the restriction.26
(3) Bond-indenture or loan-agreement restrictions. 
When money is borrowed, limitations are often im­
posed on the payment of dividends. These limitations 
may be in the form of such provisions as—
(a) The freezing of a specified amount of earned 
surplus,
(b) The freezing of earned surplus accumulated be­
fore a specified date,
(c) The prohibition of any dividend which would 
reduce working capital to less than a specified 
amount, or
(d) The prohibition of any dividend not agreed to 
by the bond trustee or the lender.
(4) Preferred-stock retirement reserve. Agreements 
with preferred stockholders may call for the reserva­
tion of accumulating profits as a retirement safe­
guard.
(5) Requirement of regulatory agency. By regula­
tion or order a regulatory agency may prohibit the 
payment of dividends on either preferred or com­
mon, in the interest of the consumer or investor.
All these restrictions should be disclosed either by 
adding to the earned-surplus side head or by a foot­
note (particularly where more than one restriction 
is present) referred to in the side head.
Quasi Reorganizations
Quasi reorganizations, a title given some years ago 
to recapitalizations including deficit absorptions,27 *
are discussed at length in another chapter. It need be 
noted here merely that the term is now commonly 
used in accounting, that the principle of obtaining 
the prior consent of stockholders before eliminating 
a deficit against paid-in capital is well established,28 
and that the practice of “dating” earned surplus,29 
following the absorption of a deficit, is the rule in 
the profession.
Appropriated Surplus
A classification often suggested for reserves, but 
never followed consistently by professional account­
ants, is the following:
(1) Operating reserves or valuation accounts: cre­
ated by charges to expense and representing expira­
tions of costs already incurred; examples: reserves for 
depreciation, amortization, bad debts.
(2) Liability reserves: accruals for expenses in­
curred, computed by best available estimates; ex­
ample, reserve for federal income taxes.
(3) Appropriated surplus or surplus reserves: cre­
ated by transfers from earned surplus, and remaining 
intact except for further transfers of the same kind 
or returns to earned surplus; examples: sinking-fund 
reserve, reserves for contingencies, working capital, 
retirement of preferred stock.
(4) Mixed reserves: any combination of the above; 
examples may be found in contingency reserves against 
which expenses or losses have been or are subse­
quently to be charged, or deferred-maintenance or 
postwar and similar reserves which are created by 
charges against current income and which will be 
ultimate repositories of various types of future costs 
not yet known. Another name applied to this sort of 
reserve, especially where its purpose or effect is to 
smooth out operating results as between years, is 
“equalization” reserve.
Objections have often been raised to a terminology 
that permits so wide an application of the term “re­
serve.” Montgomery,30 for example, thinks that “the 
inclusion of the term ‘reserve’ in the description 
should serve notice on readers of the balance sheet 
that the amount to which it applies is appropriated 
surplus.” But accounting practitioners have not yet 
generally adopted that standard, and balance-sheet 
readers must continue to recognize and distinguish 
between the varied uses of the word.
Relation to Surplus Charges
The origins and uses of mixed reserves, particularly 
those whose creation or increase has been stimulated
26Accounting Series Release No. 9 (1938).
27See Accounting Research Bulletin No. 3 (1939) and Account­
ing Series Releases Nos. 15 and 16 of the Securities and Exchange- 
Commission (1940).
28First suggested in Proposition 19, “Tentative Statement of 
Accounting Principles,” The Accounting Review, June 1936.
29The suggestion in SEC Accounting Series Release No. 15 
(March 16, 1940) is a period of three years—which seems reason­
able enough in the average situation.
30op cit., p. 374.
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by large war profits, and provisions for which have 
been charged against current expense, are most con­
fusing to any orderly concept of income and earned 
surplus. Reserves of this type invariably appear on 
published balance sheets between liabilities and net 
worth; despite their origin, they are more nearly 
reservations of surplus than liabilities and are fre­
quently included in statistical computations of net 
worth or per-share book values; and future expenses, 
to be offset against them, will be, statistically, in the 
nature of surplus charges. An even further departure 
from desirable practice is the charging of future costs 
and losses to contingent and other reserves created out 
of earned surplus. The better procedure appears to 
be: create such reserves by appropriations of earned 
surplus but return them undiminished to their source 
when the need for them has passed; and charge the 
related expenses and losses, if any, against income 
for the period in which the expenses or losses are 
incurred.
Surplus charges is thus a subject not confined to 
the income statement.
Paton31 illustrates the confusion created by the use 
of mixed reserves by citing an example of a self-insur­
ance reserve established by charges to expense in 
amounts comparable with premium costs, and he 
states:
“A serious objection . . . lies in the misleading in­
come statements that result. The substitution of hypo­
thetical charges for actual losses at the best brings 
about an artificial smoothing of yearly figures and at 
its worst leads to downright understatement of income 
over a long period. It is better practice to report all 
losses in the yearly [income] statement . . . and either 
omit surplus reservations or show them as supple­
mentary data in a reconciliation schedule.”
Mixed reserves are the result when the concept of 
the income statement remains obscure. In one in­
stance, familiar to the writer, an industrial company 
has created a “Reserve for Development,” having now 
a balance in excess of $10,000,000, by charging operat­
ing expenses in prosperous years with amounts rang­
ing up to $2,000,000; against the reserve it has charged 
and continues to charge large portions of its operating 
expenses in less favorable years. It may be readily con­
cluded that for this company and its stockholders the 
income statement has but little meaning even though 
in the company’s annual report ‘some detail of reserve 
charges appears.
Postwar Reserves
In recent years accountants have been much con­
cerned over the establishing of postwar reserves which 
have been created under a variety of circumstances 
and for a variety of reasons. The Institute’s commit­
tee on accounting procedure in January 1942 issued 
a bulletin on the subject,32 and the Securities and 
Exchange Commission33 has called for clarity in set­
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ting up such reserves and displaying them on financial 
statements.
In the Institute bulletin an attempt is made to dis­
tinguish between two classes of postwar reserves: (1) 
reserves necessary “in order to conform to accepted 
principles of accounting,” and covering “foreseeable 
costs and losses applicable against current revenues, 
to the extent they can be measured and allocated to 
fiscal periods with reasonable approximation,” and
(2) reserves “created in the discretion of the man­
agement” and covering “possible war costs and losses 
the amount of which is not presently [i.e., now] de­
terminable.” According to the bulletin, provisions for 
the first class should appear as “charges in the cur­
rent income statement, properly classified”; and for 
the second class, “a deduction [in the income state­
ment] from the income for the period computed on 
the usual basis.”34
These quotations, taken at their face value, would 
appear to recognize the distinction between operating 
and appropriated-surplus reserves noted above. Ex­
amples cited as belonging to the first group are 
“accelerated depreciation and accelerated obsoles­
cense, amortization of emergency facilities, and de­
ferred maintenance”; items falling within the second 
group include “separation allowances to employees 
(where there is no legal obligation to make payment 
or no established policy) and losses due to excess 
capacity after the war”; but the Committee, at the end 
of the pamphlet (p. 116), disclaims any “attempt... 
to distinguish the items for which provision is dis­
cretionary.” Charges may be made against the first 
class of reserves without income-statement notice; but 
charges relating to the second class “should be brought 
into the income statement ... in such a way as not 
to obscure the results for the period then current.”
However, where reserves of the second class are 
“relatively large” the committee suggests the omission 
of the term “net income” in the years in which pro­
sions for the reserves are made and also in the years 
in which the related charges appear. It suggests also 
that when the related charges are brought into the 
income statement, an equivalent amount of the re­
serve be shown in the income statement, the final 
income figure thus being the same as it would have 
been without either the charge or the credit.
The net effect of all this is to merge the two classes 
of reserves. The final figure on the income statement 
will be quoted as “net income” and from “net in­
come” statisticians will be computing “earnings per 
share.” The accountant cannot easily escape the re­
sponsibility for arriving at a “net income” figure for 
any one year, regardless of the difficulties involved,
31Advanced Accounting, p. 599.
32Accounting Research Bulletin No. 13, “Accounting for Spe­
cial Reserves Arising out of the War” (1942), pp. 111-117.
33In SEC Accounting Series Release No. 42 (1943).
“Accounting Research Bulletin No. 13, p. 111.
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and the concept of “net income” must remain con­
sistent over a period of years if he expects to be of 
assistance to and an influence on management and 
investors. The procedure outlined by the Institute 
committee adds little to the needed clarification of 
the income-and-surplus concept.
Are Surplus Reserves Necessary?
Appropriated-surplus reserves are simply divisions 
•of earned surplus and on the balance sheet should be 
classified with and added to earned surplus. Why, 
then, create them in the first instance, or show them 
as separate items on the balance sheet? It would be 
simpler, from the point of view of presentation, and 
certainly easier for the average reader to understand, 
if accountants would use their influence to have 
earned surplus appear as a single figure with some 
such sidehead as the following:
“Earned surplus, of which $1,000,000 has been re­
served against postwar costs of reconversion to peace­
time production.”
Revaluation Surplus
The custom of writing up property values, in order 
to establish a larger base for security issues, or simply 
to improve the appearance of the balance sheet, ended 
In 1930 with the depression; and it has not yet re­
appeared. Most accountants hope it will not re­
appear, not only because of the controversies that 
inevitably follow in its wake but also because they 
see in cost and its amortization a better tool for man­
agement and a better basis for understanding between 
corporate enterprise and investors, labor, and con­
sumers. A few accountants have recently launched a 
campaign in behalf of permissive postwar writeups, 
their theory apparently being that with changes in 
the value of the dollar and with highly irregular and 
uncertain provisions for depreciation during the war 
period, depreciated cost remaining in financial state­
ments will form a poor basis for postwar operations. 
But most accountants will probably oppose such an 
endorsement; accounting has been gravitating stead­
ily in the direction of a reasonable reporting of in­
curred costs, and, in the endeavor to apply “reason” 
to the spread and display of costs, accountants find 
more than enough to occupy their undivided atten­
tion.
Adjusting Depreciated Costs
As to the need for providing a postwar method­
ology for adjusting high war-plant costs downward 
and adjusting reserves for depreciation swollen by 
wholly artificial provisions for amortization deducti­
ble in income-tax returns, there can be little doubt. 
Yet this does not mean increasing fixed-asset costs and 
substituting “observed” depreciation for the more 
common methods of measuring expired utility. It 
does mean that a recasting of the cost spreads of many
enterprises will be necessary where fixed assets have 
been purchased or built at high prices and have had 
to be depreciated before any studies of useful life 
could be made;85 but this will be a practice consistent 
with that long followed by accountants in specific in­
stances where adjustments have been occasioned by 
the lack of any reasonable accounting policy on the 
capitalization or allocation of costs. For many war- 
converted enterprises it has been impossible to devise 
a well-conceived policy governing plant accounting. 
The length of the war was speculative, the continu­
ance of individual contracts more speculative, and 
the possibility of postwar plant uses most speculative. 
Whose prediction of useful life could be of any last­
ing significance?
Objections to Fixed Asset Mark-ups
Several fundamental objections have often been 
disregarded by those who want accounting to be 
“consistent” in its reflection of values upward as well 
as downward, or who imagine that a law or other 
compulsion exists in the field of economics which 
demands an expression of “current” values.
The first of these objections is that those who as 
“third” persons are employed to ascertain values 
higher than costs must make unrealistic assumptions 
which seriously cloud the results produced. The tru­
ism that any conclusion is worth no more than the 
assumptions underlying the train of logic which leads 
to the conclusion is nowhere better illustrated. It may 
be that no appraiser today resolves his studies in such 
a manner as to agree with predetermined totals. But 
he must nevertheless assume a date for construction 
or purchase, a decision to buy on that date, an agreed 
price, and a willing seller. He may assume a more 
modern building or machine that may have a differ­
ent capacity or rate for yielding services, because the 
original can no longer be built or procured. Worst 
of all, he may assume that accrued depreciation is 
measured by the amount of deferred maintenance or 
by the relation of present output to some ideal ca­
pacity. The final product: the imaginary cost of an 
imaginary asset having an imaginary utility—an an­
swer far removed from the reality at hand.
A second objection lies in the failure to recognize 
the position of the individuals to whom management 
(through management’s financial statements) is ac­
countable. Investors have entrusted funds to the 
enterprise. They hope their funds can be maintained 
and that they may be the recipients of healthy divi­
dends. There is no middle concept of imaginary capi-
35This can be accomplished best by adjusting reserves for de­
preciation and subsequent rates, without disturbing original cost. 
For statistical purposes there seems to be some preference for 
retaining original costs of useful assets in financial statements, 
even though wartime costs have been high. For accounting pur­
poses it makes little difference whether cost is lowered or the 
reserve increased, since for most purposes depreciated cost is the 
significant figure.
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tal increments from which no dividends can issue; 
and any accounting to that effect can only befuddle 
them. Book values might thereby increase, but the 
main object in determining book values is to indicate 
investment security, not earning power. Earning 
power through dividends is the one acid test by which 
the investor can assure himself and assert value to 
others. Even admitting the gradual change in the 
value of the dollar, there can be no relation between 
fixed-asset increments and what the investor’s dollar 
means to the investor.
Aside from other considerations, most business 
management today recognizes the need for decreas­
ing costs against* constantly threatening inflationary 
trends, and the need for keeping selling prices (and 
hence profits and dividends) as low as investors will 
tolerate. Not only has the businessman learned that 
a low-price stimulus increases the number of his cus­
tomers and thus the possibility of larger total profits, 
but that low prices are a social necessity. To the ex­
tent that costs, including depreciation, influence 
prices, the accountant would be remiss in his relations 
with management investors, and the world at large if 
he were again to espouse plant values higher than 
cost fairly depreciated.
Finally, even though the direct effect of cost on 
price be questioned, its indirect effect may actually 
be considerable. Who can deny the influence on price 
in the 20’s when property mark-ups were written into 
balance sheets and security issues were made possible 
by such mark-ups?36
Where Mark-ups Exist
When, during the 20’s, appraisals were given effect 
to on books of account, the appraisal excess was 
credited to a revaluation-surplus account or its equiva­
lent, or simply to “capital surplus” where it may have 
been merged with other items. Some of the capital- 
surplus accounts appearing on published balance 
sheets today arose in part from appraisals. In most 
instances, however, property write-ups were elimi­
nated in the early 30’s and many write-downs below 
cost followed, this movement seemingly the result of 
an effort to get rid of asset “dead timber” the increase 
in which had been accelerated by the depression, and 
to put business on a better postdepression basis.
Perhaps the best practice today is to regard the 
revaluation excess as a valuation account and deduct 
it on the face of the balance sheet (along with the 
depreciation reserves) from its related assets. This 
is particularly desirable where depreciation has been 
based or will in the future be based on cost; the 
balance-sheet extension is thus depreciated cost, in 
harmony with prevailing trends. The appreciation 
excess is gradually eliminated as the assets to which 
it relates are retired.
But where the revaluation surplus has been merged 
with or appears on the balance sheet in the category
as “capital surplus,” and the fixed assets continue to 
be shown at their appraised value, a fair conclusion 
is that a recapitalization has been effected, and the 
preferred accounting follows:37
(1) Depreciation expense should include deprecia­
tion on appreciation; and
(2) Revaluation surplus remains frozen indefi­
nitely or until absorbed in capital-stock accounts by 
formal action of stockholders (a quasi reorganization 
in Reverse).
Some accountants would like to regard “realized 
appreciation” as earned surplus, but a source of 
earned surplus other than through the income state­
ment would hardly be consistent with the earned- 
surplus policy suggested in preceding paragraphs. Be­
sides, whether or not the issue of securities has been 
influenced by the enhancement of asset values, the 
stating of assets “gross” has constituted a representa­
tion of capital necessary to the business: a representa­
tion not lived up to if at a later date any part of the 
valuation, upon liquidation through charges to ex­
pense, may be the source of earned-surplus dividends.
Stock Dividends
In 1941 the Institute’s committee on accounting 
procedure issued Bulletin No. 11 on the subject of 
dividends in common stock to common stockholders. 
Other types of stock dividends were not discussed. 
The bulletin laid down a number of desirable cor­
porate practices as follows:
(1) A board of directors, in declaring a stock divi­
dend, ought to include in the authorizing resolution 
the amount of earned surplus to be capitalized, as 
well as the number of dividend shares to be issued.
(2) The amount of earned surplus to be capital­
ized should be the higher of (a) the existing average 
paid-in capital (par or stated value plus paid-in sur­
plus) per share at present outstanding times the num­
ber of shares to be issued as a stock dividend, or (b) 
an amount bearing “a reasonable relationship” to the 
“fair market value” of the dividend shares presently 
to be issued.
(3) The amount to be capitalized in the case of 
periodic (or, in the language of the Committee, “re­
curring”) dividends (e.g., of investment trusts) should 
not exceed “current” income: i.e., the net income of 
the period in which the dividend is issued, or “of a 
comparatively small number of fiscal periods imme­
diately preceding.”
(4) Earned surplus capitalized should be credited 
to capital stock in the amount of par or stated value, 
any balance being credited to paid-in (or, as the Com­
mittee calls it, “capital”) surplus.
36The same objections to property mark-ups may advan­
tageously be employed by accountants when, in the course of 
reorganizations or even in the event of a complete change in 
the ownership of properties, their advice on valuation is sought.
37This in substance agrees with Accounting Research Bulletin 
No. 5 (1940), p. 38 ff., although on (2) the committee exhibits 
some uncertainty.
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(5) Stockholders, in receiving such a stock divi­
dend, should be told (a) the amount of earned 
surplus capitalized, per share and in total, (b) the 
accounts to be charged and credited, and (c) the 
percentage reduction in their equity ownership which 
will follow if the dividend shares are disposed of.
(6) No income arises from the receipt by the com­
mon stockholder of a common-stock dividend.
(7) The recipient should spread the cost of his old
shares prorata over the old and the new. ,
These rules, the purpose of which is obvious, should 
tend to make accountings of common-stock dividends 
more nearly alike. Two years later, in 1943, a letter 
was issued by the New York Stock Exchange approv­
ing the practices recommended by the committee.
Revision of Accounting Terms
Many accountants have suggested changes in the 
terms employed in surplus captions. Some do not like 
the term “surplus” itself38 or the term “earned sur­
plus”;39 nearly everyone would like to do away with, 
or at least modify, the term “capital surplus.” They 
would like to employ substitutes, such as “undivided 
profits” for earned surplus.
Accountants do not always realize that it is not so 
much the terms themselves they are criticizing when 
these questions are raised, but concepts which have 
come to be associated with the old terms. The impo­
sition of a body of standards governing the prepara­
tion and content of financial statements, such as those 
that have been suggested by the American Accounting 
Association and the American Institute of Account­
ants, carries with it the redefinition of old terms if 
they are to be continued in use—at least redefinition 
for many accountants of terms whose usages have 
been many and varied. If there is no agree­
ment on the standards connoted by the new terms, 
nothing will have been gained by their adoption ex­
cept new confusions. It would not take long to 
develop criticisms of a term like “undivided profits”: 
either of the words composing the term would soon 
be hailed as misleading. No conceivable word in the 
English language could be set aside and used ex­
clusively for accounting purposes, and its precise 
meaning, if ever it could be circumscribed, would be 
very quickly subject to exception, and even abuse. 
If, in the criticism and recasting of old concepts, ac­
countants would include the redefinition of old terms 
and forget the fancied need for new ones, the cause 
of good accounting practice would be more quickly 
advanced.
Rights and prerogatives surrounding accounting 
practices are difficult to alter, but when accountants 
complain about terms they really have in mind 
changes in practice. With far less expenditure of 
effort, they could tackle the conceptual problem di­
rectly. They would then find less need for inventing 
new terms.
This seeming conflict between terms and concepts 
is not confined to accountants but extends to many 
branches of the social sciences. An example is found 
in the writings of economists who have endeavored 
to explore the meaning of such accounting terms as 
“income.” On one occasion, at a meeting of econo­
mists, the late T. S. Adams was being complimented 
for his “contributions” to the theory of income. An­
other speaker took the first to task for imagining that 
there could be any “additions” to the theory of in­
come. Said he: “It is a process of unfolding or dis­
covering, not of adding; we are simply coming closer 
to the theory of income and that theory has always 
existed, consistent and harmonious with the other 
good things inherent in economic theory.” The author 
of this chapter does not share this mystical notion; 
he believes there is enough experimental evidence 
available to prove that as the years go by, the idea of 
“income” changes. And so does the concept of sur­
plus. A substitution of title will not stop the change, 
nor will it of itself create a standard of practice. Like- 
other accounting terms, “surplus” is entirely man­
made.
Reports to Stockholders
Numerous variations in the presentation of surplus, 
accounts may be found in corporate reports to stock­
holders. To give some idea of present practices, as 
compared with the principles cited in preceding para­
graphs, a specimen group of 125 reports for 1944 were 
examined, only 16 of which covered fiscal years not 
coinciding with the calendar year. The companies- 
selected were manufacturing and trading enterprises 
—all but a few having securities listed on the New 
York Stock Exchange—with assets ranging from 5 
million dollars to 2 billion dollars each, the average- 
being 150 million. Excluding reserves for contingen­
cies, the net worth of these companies was 60 per cent 
of total assets, and 1944 net income exceeded 8 per 
cent of net worth (or 9 per cent if current net income 
be omitted from net worth) and 3½ per cent of net 
sales. Reserves for contingencies, 10 per cent of the 
total of which had been created by charges to income 
during 1944, were nearly equal in amount to 1944 
net income. Working capital was somewhat more 
than 50 per cent of net worth.
Considerably more attention has been paid in re­
cent years to the income statement, part of this being 
reflected in the increase in the number of cases in 
which the income statement preceded the balance 
sheet: 29 of the 125 companies followed this practice 
in 1944. Comparative statements were presented by 
35 companies—a practice also on the increase. De­
creasing is the habit of not revealing the annual sales;
38Accounting Research Bulletin No. 12, p. 109.
39ibid., No. 9, p. 74. See also an editorial in The Journal of
Accountancy, Jan. 1945, p. 3, in which objections are made to 
several other terms employed by accountants.
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only 19 companies failed in this respect. In none of 
the 125 reports was there any breakdown in sales or 
any showing of “war” sales; trends were not discussed, 
but even though they had been, income from war 
contracts in most companies would have had little or 
no relation to future sales. Provisions for contingency 
reserves were charged against income, usually as the 
last debit on the income statement, by 44 companies, 
the provisions of 38 being more than 5 per cent of 
reported net income before such provisions.
Combined income - and - earned- surplus statements 
appeared in 20 reports, and in 7 other reports the 
earned-surplus analysis was included in the balance 
sheet (the writer favors the latter method, space per­
mitting) .
Paid-in surplus as a title appears on 12 balance 
sheets and the term “Capital Surplus” on 61 other 
balance sheets; the two terms, it should be recalled, 
are not always synonymous since the latter may in­
clude other credits. In 3 instances the source of capi­
tal surplus was indicated; in the other 58, the reader 
was given no clue as to its origin.
The term “earned surplus” was employed in all 
but 9 cases and was often “dated,” thus indicating 
a recapitalization of some sort in a prior year. In 
6 of the nine cases the term “Surplus” was used; in 
several of these situations evidence existed that earn­
ings had been combined with contributions from 
stockholders or with revaluation credits. For ex­
ample, E. I. DuPont de Nemours & Co., the owner 
of 10 million shares (out of 44 million shares out­
standing) of the common stock of General Motors 
Corporation, increased the valuation of its invest­
ment by $15,500,000 in both 1943 and 1944 in order 
to bring the valuation into approximate agreement 
with the book value reflected on General Motors’ 
balance sheet. DuPont’s surplus caption was “Surplus 
(earned, paid-in, and arising from revaluation of 
assets) ” but the division in dollars between these 
three sources is reflected only in the audit certificate. 
In another instance (Allied Chemical & Dye Corpo­
ration) the item of “Capital Surplus” is followed by 
another item called “Further Surplus”; no indication 
of the content of the latter is given although the year’s 
net income is credited to it.
Reserves for contingencies appeared on 78 balance 
sheets with that side head or with some such title as 
“Reserve for Postwar Adjustments”; in most cases 
there was no indication of how the reserve would be 
operated, since only accumulations had been made 
and no expenditures or losses had been incurred. But 
in 31 reports some indication appeared that charges 
had been made against the reserves (in several in­
stances the current provision charged to earnings was 
in excess of the net change in the reserve as reflected 
in comparative balance sheets); occasionally refer­
ences in the president’s letter would be made to items 
like additional income taxes for prior years or rene­
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gotiation refunds, but even in the two or three cases 
where formal reserve analyses appeared ho explana­
tion of the charges would accompany the dollar 
amounts. On 77 balance sheets contingency reserves 
were shown under a separate caption preceding net 
worth; in the remaining case (Mesta Machine Co.) 
the reserve was classified as a current liability al­
though there was no evidence that it differed in 
source or purpose from the contingent reserves of 
other companies.
Since in only 3 instances reservations of earned 
surplus were made for contingency reserves, the use 
of this class of reserves as shock absorbers for widely 
varying types of postwar expenditures and losses 
seems quite certain. In future reports it would ob­
viously be desirable to furnish some detail of the 
charges made against the reserves. Many of these 
reserves are in danger of becoming equalization 
reserves.
Earned-surplus charges other than those involving 
transactions with stockholders do not occur frequently 
in a year in which earnings are substantial. In the 
cases studied, 24 companies reported one or more of 
such charges, as follows:
Number of
Charge Instances
Refunds of prior-year earnings following
war-contract renegotiation.................................. 7
Prior-years’ additional taxes ...................................... 4
Annuity accruals applicable to prior years.............. 3
Other prior-year expense .......................................... 2
Expense of refinancing.............................................    3
Premium on bond retirements.................................. 1
Excess of cost of stock over book value of
company absorbed .............................................. 3
Loss on investment distributed to stockholders........ 1
Goodwill or other intangible amortization.............. 4
Provisions for contingency reserves .......................... 3
Unexplained ................................................................ 1
Often the charge involved a minor sum: the kind 
usually absorbed in current operations. With a net 
income well over 7 million dollars, Libbey-Owens- 
Ford Glass Co. charged $5,773.95 to earned surplus: 
an interest adjustment of prior years; P. Lorillard 
Company (net income, $3,600,000) charged $1,930.35 
to earned surplus, representing a premium on bonds 
retired; Curtis Publishing Co. (net income $3,400,000) 
charged to surplus “adjustments of depreciation, taxes, 
etc., of prior years” amounting to $16,674.48. Gen­
eral Aniline & Film Corp., now operating under the 
supervision of the Alien Property Custodian, charged 
to earned surplus the difference between the carrying 
value of 17,188 shares of the stock of a Swiss corpora­
tion (I. G. Chemie) and the value at which certain 
stockholders agreed to take it over in lieu of a divi­
dend in cash.
Except for three of these classes of surplus charges 
the same types of items were frequently observed in the
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income statements of the remaining 101 companies.
Fifty of the 125 companies reported treasury stock: 
24 displayed its cost as a subtraction from all capital 
stock and surplus accounts; 17 others had acquired 
the stock at par or stated value or had adjusted cost 
to such value, and had subtracted it from capital- 
stock accounts; 6 others showed the cost of the stock 
as a subtraction from earned surplus, capital surplus, 
or the sum of the two; on three corporate balance 
sheets treasury stock appeared as an asset, with no 
disclosure of the basis of valuation. A few earned- 
surplus accounts bore the restriction legend, appar­
ently only in those cases where state laws thus limit 
stock reacquisitions.
From these samples it may be concluded that prac­
tice relating to surplus accounts might well be 
strengthened. Distinctions between surplus and con­
tingency-reserve charges and charges included in the 
income statement follow no common pattern; they 
should be carefully delineated or, preferably, aban­
doned altogether in favor of clearing them universally 
through the income statement. To attempt to make 
the income statement an objective reflection of pres­
ent or future earning power seems idle: earning power 
is dependent on hazards and contingencies that can 
never appear on an income statement and lie outside 
the accountant’s ken. Would it not be more suitable 
to the conceivable range of the accountant’s ca­
pacities to present a well-described, well-detailed sum­
mary of what has happened during the year, with 
disclosures of at least the principal historical varia­
bles? On such matters there can be substantial agree­
ment, without the risk of acquiring an undesired 
reputation for prescience.
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CHAPTER 5
CONSOLIDATED STATEMENTS
By Percival F. Brundage
THE preparation of consolidated statements set­ting forth the position and earnings of a parent company and its subsidiaries as a single enterprise 
originated in this country at the beginning of the 
century. They were evolved to meet the need for a 
clearer presentation of the rather complicated opera­
tions of the business empires that were being estab­
lished. The movement for combining businesses had 
begun in the latter part of the Nineteenth Century. 
As William M. Lybrand pointed out at the 21st 
annual meeting of the American Association of Pub­
lic Accountants in 1908, combination first took the 
form of pools and then of trusts, but both pools and 
trusts were declared illegal by the Sherman Act of 1890. 
The combination of companies was not checked, 
however, and the use of holding companies was made 
easy by an amendment to the corporation law of New 
Jersey in 1893 which permitted corporations generally 
to hold stocks of other corporations. The depression 
of 1893 gave impetus to the movement. Later, the 
prosperity that followed the gold election of 1896 
created a wide public market for the securities of 
holding companies.1
Other factors contributed to the use of subsidiary 
companies for operating purposes. One was the re­
strictive or oppressive character of some state laws. 
It was not uncommon to find that a railroad could 
not be constructed in a state except by a corporation 
organized under the laws of that state. As a result, 
the Southern Pacific Company, for instance, operated 
the Southern Pacific Railroad Company of California, 
the Southern Pacific Railroad Company of New 
Mexico, the Southern Pacific Railroad Company of 
Arizona, and a number of railroad companies in­
corporated in Texas and elsewhere. The Atchison, 
Topeka and Santa Fe—reorganized in 1895—issued 
in 1896 and subsequent years a “system” balance sheet 
which was the subject of important discussion 
between its independent accountants and its coun­
sel. Later, many industrial companies found it 
convenient, if not practically necessary, to create 
subsidiaries to handle particular portions of their 
businesses.
There were advantages apart from legal restrictions 
which led to the formation of both domestic and 
foreign subsidiaries. Subsidiaries could be formed to 
undertake new operations independent of the busi­
ness of the parent and to adopt new business policies 
for certain products without changing old policies 
previously adopted for well advertised products. Con­
trol of large amounts of capital could be obtained 
with a small initial investment. Tax savings and
convenience in administration were other advantages.
For a group of related companies it was recog­
nized that parent company statements alone were 
inadequate. Various alternatives were considered, 
and the demand grew for a presentation of the 
operations of the group as a whole.
The Early Use of Consolidated Statements
The publication of consolidated accounts by the 
United States Steel Corporation in 1902 set a prece­
dent which had a wide influence and was followed 
by many others. A. Lowes Dickinson, who played 
an important part in bringing about this important 
milestone in the history of consolidated accounting, 
presented the following explanation of the need for 
consolidated statements in an address before the First 
International Congress of Accounting in 1904:2
“During the last few years the correct statement 
of the earnings of a company controlling a number 
of subsidiary companies has required much consider­
ation. Legally, the earnings of such a corporation 
consist of the results of its own operations, together 
with any dividends which may be declared on the 
stocks which it owns in the subsidiary companies; and 
so long as these stocks represent only minority in­
terests in companies which are not in any way con­
trolled or operated by the directors of the holding 
company, it would seem that a profit-and-loss account 
prepared in such a way would be a correct and proper 
statement from an accounting as well as from a legal 
point of view. During recent years, however, the prac­
tice of consolidating a number of concerns by a con­
trol of stock rather than by an absolute purchase of 
the business has grown into favor and consequently 
it is usual to find the holding company owning either 
the whole or a large majority of the stocks of a num­
ber of companies doing a similar business, appointing 
the directors of these subcompanies, dictating their 
policy and generally acting in every way as if it abso­
lutely owned the whole property. Under such condi­
tions it is submitted that no statement of earnings 
can be considered correct which does not show in one 
account the profits or losses of the whole group of 
companies, irrespective of whether dividends have or 
have not been declared thereby. If this principle be 
not insisted upon it is within the power of the direc­
tors of the holding company to regulate its profits 
according not to facts, but to their own wishes, by 
distributing or withholding dividends of the sub­
sidiary companies; or even to largely overstate the
1In 1897, only 37 industrial stocks were listed on the New York 
Stock Exchange as against the present listing of 990.
2 “The Profits of a Corporation” (Official Record of the Pro­
ceedings of the Congress of Accountants, 1904), p. 189.
Copyright 1945 by American Institute of Accountants
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profits of the whole group by declaring large divi­
dends in those subcompanies which have made profits, 
while entirely omitting to make provision for losses 
which have been made by other companies in the 
group.
The relationships between parents and subsidiaries 
at this time varied considerably. Sometimes no sepa­
rate books were kept for subsidiaries; in other cases, 
purely artificial accounts were prepared for them. 
The view taken of such situations by the Court seemed 
to vary according to the circumstances. The Supreme 
Court held in 1920:
. where such ownership of stock is resorted to, 
not for the purpose of participating in the affairs of 
the corporation in which it is held in a manner nor­
mal and usual with stockholders, but for the purpose 
of making it a mere agent, or instrumentality or 
department of another company, the courts will look 
through the forms to the realities of the relation 
between the companies as if the corporate agency did 
not exist and will deal with them as the justice of the 
case may require.” [U. S. v. Reading Company, 253 
U. S. 26 (1920)].
In an extreme case involving the payment of a 
dividend by a completely dominated and wholly- 
owned lessor subsidiary after March 1, 1913, out of 
profits earned by the subsidiary prior to that time, 
the Supreme Court held that the declaration of the 
dividend in the special circumstances of the case was 
merely “a paper transaction” and that this dividend 
did not constitute income arising after March 1, 
1913.3
Legal Provisions for Consolidated Statements
The next great landmark in the history of con­
solidation was the action of the Treasury in prepar­
ing regulations under the Revenue Act of 1917. With­
out explicit authority in the law, the regulations 
required consolidated returns for excess profits tax 
cases. Credit for this daring but wise action belongs 
mainly to the committee which the Commissioner had 
formed to advise him in relation to the administra­
tion of the Act. The chairman was Dr. T. S. Adams, 
an economist, and the vice-chairman, J. E. Sterrett, 
an accountant. Legal provisions for consolidated 
returns were introduced into the 1918 Act. At that 
time Senator Simmons said that the provisions of the 
law were adopted because:4
“A year’s trial of the consolidated return under the 
existing law demonstrated the advisability of confer­
ring upon the Commissioner explicit authority to re­
quire such returns.” and ”... because the principle 
of taxing as a business unit what in reality is a busi­
ness unit is sound and equitable and convenient both 
to the taxpayer and to the government.”
When the Congress in 1933 proposed to abolish 
consolidated returns the Treasury opposed such ac­
tion, asserting that the customary practice was fair
and convenient to both the Treasury and the cor­
porations. However, the Congress in 1934 limited the 
practice to railroads. When higher taxes became 
necessary with the outbreak of war, permission to 
return to the consolidated basis became imperative 
and was granted.5
The regulations of 1917 contemplated consolidation 
only in cases in which there was virtually complete 
ownership and control. The Act of 1918 extended 
the provision considerably. Partly as a result of this 
action it became customary for the public utility hold­
ing companies, which multiplied during the 1920’s, 
to present consolidated accounts for themselves and 
operating utility companies over which they had by 
no means complete control, even apart from the fact 
that the several companies were subject to different 
jurisdictions and could not be regarded as forming 
a single body or economic unit.
This extension of practice was by no means uni­
versally approved. In 1929 George O. May wrote as 
follows:6
“The question of reflecting interests in companies 
controlled, but not substantially wholly owned, arises 
in relation to the earnings statement and the balance 
sheet. The problem as regards the earnings state­
ment can, I think, be met without very much diffi­
culty, the most important point being that the amount 
of the earnings accruing from companies in which 
there is a substantial minority interest should be 
shown separately. In the case of the balance sheet, 
the pronounced difference between public utilities 
and commercial concerns is that in the case of the 
latter the quick asset position is of crucial importance, 
while this point is relatively a minor one in the case 
of public utilities. In the case of commercial com­
panies, I do not think a balance sheet is adequate if 
it shows a very large minority interest outstanding 
and gives no indication whether that minority inter­
est is mainly in the capital assets or in the current 
assets.
“As a matter of fact, I have had some doubts about 
the suitability of the consolidated balance sheet to 
public utility accounting. The basic idea of consoli­
dated accounting was that the subsidiary companies 
were essentially parts of the same business and that 
the allocations between them were almost entirely in 
the discretion of the management. The position in 
regard to public utilities which, though under the 
same ownership, are subject to regulation, is mate­
rially different; and I am by no means sure that the
3Southern Pacific Co. v. Lowe (247 U. S. 330-1918).
4George O. May, “The American Car and Foundry Decision,” 
The Journal of Accountancy, Dec. 1942, p. 519.
5A history of the treatment of consolidated returns in federal 
income tax contained in TNEC monograph No. 9 is well docu­
mented and. useful, though the conclusions drawn may be open 
to question. A more recent monograph by Maurice Moonitz 
reaches conclusions which are at variance with What the present 
author deems to be the historical basis and status of consoli­
dated accounts.
6George O, May, Twenty-five Years of Accounting Responsi­
bility, 1911-1936 (New York: American Institute Publishing Co., 
Inc., 1936), p. 381.
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best form of reporting for a group consisting of a 
holding company and a number of public utilities has 
yet been evolved.
“I do not think it is desirable to minimize the dif­
ference between substantial ownership and mere con­
trol. Those who control but do not wholly own a 
corporation have a fiduciary obligation to the mi­
nority which is very real in equity and probably also 
in law, though not always fully observed. I think the 
application to companies barely controlled of methods 
based originally on substantial ownership is open to 
objection on this broad ground.”
Considerations Underlying the Use of
Consolidated Statements
The New York Stock Exchange, through J. M. B. 
Hoxsey, allowed a wide discretion as is indicated by 
the following provision contained in its listing pro­
visions, quoted by Mr. Hoxsey in a letter which is 
printed in the pamphlet (page 30), “Audit of Corpo­
rate Accounts:”7
“. . . the agreement . . . which the Exchange has 
requested from corporations applying for listing has 
read as follows:
“ ‘To publish at least once in each year and submit 
to stockholders at least fifteen days in advance of the 
annual meeting of the corporation, but not later than 
. . . a balance sheet, and income statement for the 
last fiscal year and a surplus statement of the appli­
cant company as a separate corporate entity and of 
each corporation in which it holds directly or in­
directly a majority of the equity stock; or, in lieu 
thereof, eliminating all intercompany transactions;
“ ‘A similar set of consolidated financial statements. 
If any such consolidated statements exclude any com­
panies a majority of whose equity stock is owned, (a) 
the caption will indicate the degree of consolidation;
(b) the income account will reflect, either in a foot­
note or otherwise, the parent company’s proportion 
of the sum of or difference between current earn­
ings or losses and the dividends of such unconsoli­
dated subsidiaries for the period of report; and (c) 
the balance-sheet will reflect, in a footnote or other­
wise, the extent to which the equity of the parent 
company in such subsidiaries has been increased or 
diminished since the date of acquisition as a result of 
profits, losses and distributions. • Appropriate reserves, 
in accordance with good accounting practice, will be 
made against profits arising out of all transactions 
with unconsolidated subsidiaries, in either parent- 
company statements or consolidated statements.’ ”
This requirement implicitly accepted consolidation 
of all controlled companies.
Developments in federal taxation during the nine­
teen thirties tended to reduce the number of sub­
sidiaries and to transform many holding companies 
into operating companies. Under the Revenue Act of 
1942 there is a 2 per cent penalty tax for consolidated 
returns and unless consolidated returns are filed the 
losses of one subsidiary cannot be used to offset the
profits of another. The excess profits tax somewhat 
retarded this trend. The complications of invested 
capital and the differences between separate company 
bases and the consolidated basis has in many cases de­
ferred contemplated mergers. Where the cost of the 
investment to the parent is less than the tax basis of 
the underlying assets of the subsidiary it is disadvan­
tageous to merge or file consolidated returns. The 
carry-forward and carry-back provisions have also re­
tarded reorganizations since they apply only to the 
corporate taxpayer.
The present war has made it necessary to exclude 
from consolidated statements subsidiaries in enemy 
or enemy occupied countries. Control of their opera­
tions was lost and financial statements could not be 
obtained.  
Accountants are often asked such questions as, 
What is the legal status of consolidated accounts? 
Are consolidated accounts a presentation of the effec­
tive financial position of the parent company or are 
they purely statistical statements?
Much unprofitable discussion has been devoted to 
such questions as a result of the absence of clear 
definitions. Where, as for instance in England, a 
statute requires a corporation to furnish- to its stock­
holders annual accounts and specifies in a general way 
what those accounts shall contain, clearly the accounts 
so furnished may properly be described as the legal 
accounts of the corporation. Such accounts may be 
legal even if they are in the view of the accountant 
inadequate and therefore misleading. On the other 
hand, if there is no such mandatory requirement, then 
any statement is presumably legal which is illuminat­
ing and not misleading, and in such circumstances 
a consolidated statement may have a clearer claim 
to legality than a purely holding company statement, 
as Dickinson suggested in 1904.
Again, “accounting” and “statistical” are not mu­
tually exclusive terms. The real question is, What 
form of presentation is most illuminating and least 
likely to give rise to misconceptions? In many cases, 
a holding company statement would seem to be 
necessary but to be inadequate if not supplemented 
by a consolidated statement or some other form of 
statement which will afford adequate information in 
regard to subsidiaries. It can hardly be suggested that 
the consolidated statements of such loosely knit groups 
as those included in the large public utility groups 
make a statement of the parent company’s accounts 
unnecessary. Indeed it is sometimes impossible to 
disclose the position of such a group in a single state­
ment or even in two.
Based on the foregoing discussion, it may be stated 
that parent company statements should normally , be
7Correspondence between the Special Committee on Coopera­
tion with Stock Exchanges of the American Institute of Account­
ants and the Committee on Stock List of the New York Stock Ex­
change, published by the American Institute in 1934.
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presented, together with consolidated statements or 
supplemental information setting forth the significant 
facts, wherever there is a diversity of interest in the 
assets of subsidiaries which has a material bearing 
on the financial position of the parent company. 
Such situations may arise when substantial amounts 
of bonds or preferred stock of subsidiaries are out­
standing in the hands of the public. The possibility 
of a conflict of interest between the holders of securi­
ties of subsidiaries and of the parent company may 
then exist. On the other hand, parent company 
statements alone may be misleading if the subsidiaries 
are wholly owned and there are artificial arrange­
ments between them and the parent company.
Consolidated balance sheets and income statements 
of a parent company and its wholly owned domestic 
subsidiaries in the same line of business normally 
present the clearest picture of the position and earn­
ings of the group enterprise. When the ownership of 
the voting stock of the subsidiaries is less than 100 per 
cent, when the subsidiaries are engaged in operations 
apart from the main operations of the group, or they 
are located in foreign countries, the procedure is not 
so clear. The tax rule today restricts consolidated 
returns to those corporations in which the ownership 
constitutes “at least 95 per cent of the voting power 
of all classes of stock and at least 95 per cent of each 
class of the non-voting stock (not including non-voting 
stock which is limited and preferred as to dividends).” 
This seems to be a safe rule to follow although it may 
be modified in certain cases. Ninety per cent control 
has been adopted by some companies as the dividing 
line and others use 75 per cent or even 51 per cent.
In order to justify consolidation the parent com­
pany must exercise effective control over the activities 
of the subsidiaries to the extent of directing the 
operations and policies, including the declaration of 
dividends. Companies with large minority interests 
outstanding are frequently classed as affiliates rather 
than as subsidiaries to be consolidated and it seems 
to the writer to be preferable to leave them out of 
the principal consolidation. If the number of the 
affiliated non-consolidated companies is substantial it 
may be informative to prepare separate combined 
statements of the companies in this group.
The character of the business also has an important 
bearing on whether or not a subsidiary should be 
included in the consolidation. It is not customary 
to consolidate banks and insurance companies with 
manufacturing companies. Disclosure of their opera­
tions if significant should be made in a separate state­
ment or in a footnote. This is usually done by indi­
cating the underlying net asset value per books as 
compared with the investment shown in the con­
solidated balance sheet and the proportionate interest 
in their net earnings as compared with the dividends 
received.
In the case of foreign companies the location of
the country as well as the condition of its business 
economy and finances have a bearing on the treat­
ment. During the past few years a number of con­
solidated statements have included Canadian compa­
nies and those located in Latin America. With a 
return to more normal conditions after the war there 
may be little justification for consolidating all of the 
South American companies and refusing to consoli­
date a British subsidiary. Our experience during the 
past decade seems to indicate that all-inclusive con­
solidations are less likely to give as informative a 
picture as some other treatments. And it may be some 
time before free exchange of goods, services, and 
remittances becomes general throughout the world.
It is therefore suggested that a preferable treatment 
is to exclude subsidiaries located abroad and to sub­
mit the same information in a separate consolidation 
or in tabular form. Even if the full consolidation is to 
be made it would seem to be advisable to follow the 
practice that was becoming general at the outbreak 
of the war, to show in a separate table the location by 
countries or continents of the assets of the consoli­
dated group and of the earnings as well.
The Securities and Exchange Commission in Regu­
lation S-X, Article 4, provides as follows:
“The registrant shall follow in the consolidated 
statements principles of inclusion or exclusion which 
will clearly exhibit the financial condition and results 
of operations of the registrant and its subsidiaries: 
Provided, however, that—
“ (a) The registrant shall not consolidate any sub­
sidiary which is not a majority owned sub­
sidiary.”
Intercompany Eliminations
The majority of questions arising in the prepara­
tion of consolidated statements will be readily an­
swered by keeping in mind the basic objective of 
presentation as one enterprise. Inasmuch as the pur­
pose of consolidated financial statements is to show 
the financial position and results of operation of a 
group of affiliated companies as one business enter­
prise, it necessarily follows that certain transfer ad­
justments must be made to the combined financial 
statements of the constituent companies in order to 
prepare proper consolidated statements. These trans­
fer adjustments are usually referred to as “intercom­
pany eliminations.” Careless usage of this term has 
sometimes led to generalizations that all intercompany 
transactions and all intercompany profits should be 
eliminated. Such statements are much too sweeping 
in scope; actually only the following purposes should 
be accomplished by applying intercompany elimina­
tions:
(a) Investments in stocks, bonds, notes and open 
accounts are canceled against capital stock, 
surplus at date of acquisition, and the principal
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of the indebtedness with appropriate classifi­
cation of any differences whether debits or 
credits.
(b) Intercompany profits not yet realized ordi­
narily should be eliminated against the appro­
priate asset, or reserves should be provided 
therefor.
(c) Appropriate provisions should be made in the 
consolidated profit and loss statement and 
balance sheet for minority stockholders’ in­
terests in the income and capital and surplus, 
respectively, of subsidiary companies.
(d) Intercompany sales, interest, dividends, royal­
ties, rentals and other income items are 
applied against the appropriate cost and ex­
pense items. By this procedure the profit and 
loss statement will reflect transactions between 
the consolidated enterprise and other interests.
Intercompany Investments
Where a parent corporation has purchased the 
capital stock of a subsidiary at a cost in excess of the 
capital stock and surplus of the subsidiary, the signi­
ficant enterprise consolidated investment figure is the 
cost to the parent company. In order to properly ac­
count for the enterprise or consolidated investment 
cost it becomes necessary to make an appropriate 
allocation of such cost to the various assets owned by 
the subsidiary. The assets acquired ordinarily consist 
of:
Net current assets
Fixed assets:
Tangible—Land (non-depreciable)
Building, equipment, etc. (depreci­
able)
Intangible—Limited term items, such as patents, 
copyrights, franchises, etc.
Unlimited term items, such as inte­
gration costs, going concern, good­
will and trademarks.
Usually the net current assets of the subsidiary are 
reasonably stated and the excess of the investment cost 
to the parent will be found to be applicable to the 
various types of fixed assets both tangible and in­
tangible. The principal reason for segregation of the 
consolidated investment cost between tangible and 
intangible fixed assets is to provide a basis for depre­
ciating or amortizing the cost of the items having 
definite or estimated limited term lives. In making 
such segregation it is obvious that current conditions 
(as to price level and physical condition of properties, 
for example) and the reasonable judgment of the 
parent concern should be given predominant weight. 
Cost or book values of assets and reserves provided 
by the subsidiary under different ownership are not 
significant unless they happen to coincide with or 
represent the best evidence of the reasonable value,
which at that point is cost to the new owner. After ’ 
obtaining the dependable information required for 
the allocation of the consolidated investment, it is 
generally preferable to reflect the necessary adjust­
ments in the accounts of the subsidiary company. In 
this way the subsequent financial statements of the 
subsidiary will meet the accounting requirements of 
the enterprise without further adjustments in con­
solidation. Where this procedure is not followed it 
is, of course, necessary to make the appropriate ad­
justments and reclassifications in consolidation. This 
will be a simple matter if appropriate allocation of 
the consolidated investment is made as at the date of 
acquisition.
In many acquisitions of securities of subsidiaries 
in the past, factual determinations or estimates of the 
reasonable current values of assets were not made. In 
such cases, it becomes necessary either (a) to assume 
that the subsidiary book values of tangible fixed 
assets and limited term intangibles are acceptable 
and, therefore, that the excess represents unlimited 
term intangibles, (b) to state that the excess cost has 
not been allocated between the different types of 
fixed assets, and to designate the item as “excess of 
cost of investment in subsidiaries over underlying 
book values at acquisition,” or (c) to adopt the sub­
sidiary accounts as the basis for the consolidation and 
charge the excess to capital surplus or earned surplus. 
The author strongly advocates that a proper allocation 
be made even if it must be done on a retroactive 
basis. Perhaps the need for such an allocation can be 
demonstrated most clearly by an illustration. Suppos­
ing one of the steel companies should buy all of the 
capital stock of the Climax Molybdenum Company 
at the present (July 1945) market value of the stock. 
The cost applicable to the fixed assets would be ap­
proximately fifteen times the cost of such assets, less 
depreciation and depletion, as shown by the balance 
sheet of the Molybdenum Company. It is obvious 
that financial statements for the consolidatel enter­
prise would be grossly misleading unless the new cost 
were approximately allocated to the fixed assets tangi­
ble and intangible and the allocated results were used 
as the basis for computation of subsequent provisions 
for depreciation and depletion.
. The recommendation that cost of the investment 
in a subsidiary be allocated to its various assets applies 
also to acquisitions at less than book values. Where 
the net credit balance (negative intangible) applica­
ble to all subsidiaries is substantial, as might occur 
in acquisitions made under distress conditions, it is 
preferable to treat such difference as additional capi­
tal in order that subsequent income may be charged 
with reasonable depreciation provisions.
Unrealized Intercompany Profits
With regard to the elimination of unrealized inter­
company profits, it should be stated at the outset that
Ch. 5-p. 6 Contemporary Accounting
such eliminations do not have the slightest reflection 
on the genuineness or legitimacy of the basis on which 
the transactions were consummated nor on the rea­
sonableness of the profits. The purpose of such elimi­
nations is to state the inventories or other assets 
affected at the cost to the consolidated enterprise with 
a corresponding effect upon net income or surplus. 
In many cases it is difficult to identify accurately the 
components of goods obtained from affiliated com­
panies remaining in the inventories at a given date, 
and therefore it is necessary to base the eliminations 
or provisions for intercompany profits on estimates. 
As a matter of mechanics it is believed that the most 
satisfactory method of treatment is to provide an ap­
propriate reserve for intercompany profits (remaining 
in inventory) in the books of the selling companies, 
or, as an alternative, to provide such a reserve in the 
books of the parent for all companies in the group. 
Such reserves should be applied to the inventories or 
other assets, thereby making it unnecessary to deal 
further with the item in preparation of the consolida­
tion statements.
There are numerous cases where certain companies 
manufacture equipment or materials which are sold 
to affiliated companies at standard market prices and 
installed by the purchasing companies in their plant 
arid equipment fixed capital accounts. Prominent ex­
amples are—the manufacture of telephone equipment 
by Western Electric Company and the sale thereof 
to the American Telephone and Telegraph Company 
system and the manufacture of rails and plates by the 
steel subsidiaries and the sale of such materials to the 
railroad subsidiaries of the United States Steel Corpo­
ration. In such cases, since the price is clearly an estab­
lished market price, it is customary to regard the profit 
as being effectively realized, and therefore no elimina­
tion of the intercompany profit (or loss) is made. The 
soundness of this practice seems to have been cor­
roborated by the general practice of government pro­
curement agencies in allowing reasonable intercom­
pany profit on materials and services obtained from 
affiliated companies by companies engaged in the per­
formance of cost-plus-fixed-fee contracts for the gov­
ernment. On the other hand, intercompany profits 
on transfers of fixed assets within a consolidated 
group of companies are ordinarily eliminated until 
such time as most of such properties have been retired.
It is customary to eliminate 100 per cent of the 
intercompany profit to any company in the consoli­
dated group even where there is a minority interest 
outstanding.8 Following the usual practice of valu­
ing inventory at cost or market, whichever is lower, 
it is not customary to eliminate an intercompany loss 
from an inventory. If the companies value their in­
ventories on a global cost basis intercompany losses 
may be taken into account in determining the final 
valuation so long as it is below market. There may 
be elements of profit or loss attaching to several com­
panies before the product reaches the marketing out­
let. If at the time of the acquisition of a new sub­
sidiary the inventories have included profits to the 
acquiring company which has eliminated them in 
computing the purchase price it is proper to make 
the same elimination in preparing the consolidated 
statements and determining surplus at acquisition. 
This will also place the inventories at the beginning 
and end of the subsequent period on the same basis.
Net income of subsidiaries applicable to preferred 
or common stock of such subsidiaries held by others 
must be deducted before arriving at consolidated net 
income for the enterprise. Whenever the earnings are 
insufficient to cover the cumulative preferred dividend 
requirement of minority-held shares, the usual prac­
tice is to provide in full for such requirement even 
though dividends may not be currently declared.
In the consolidated balance sheet the minority 
holdings in preferred and common stocks of sub­
sidiaries are usually shown in a separate grouping 
between liabilities and the capital stock of the parent 
company. Such minority equity should include the 
interest in par value or stated capital of the stocks and 
in surplus of the subsidiaries. In the determination 
of the minority interest in surplus, by classes of stock, 
consideration must be given to any undeclared cumu­
lative dividends on preferred stocks of subsidiaries. 
Consolidation Practices
Whenever the consolidating adjustments are nu­
merous and involved it is not uncommon to open 
a simple set of consolidating books. This practice 
avoids the necessity for carrying the adjustments 
along from year to year on working papers and makes 
them a permanent record of the company.
Consolidated statements are so general today that 
it is unnecessary to give samples of ordinary domestic 
consolidations. The following form, while a little 
unusual, has much to commend it:
Gross sales and revenue of all companies
Cost of sales
General administrative expenses
Provision for federal taxes
Other deductions (to be listed) ---------------
Net income of all companies
Income retained by subsidiaries ---------------
Income of parent company includ­
ing amounts received as interest 
and dividends from subsidiaries
Dividends paid by parent company
(separate preferred and common) ---------------
Income retained by parent company
representing increase in surplus 
for the year
8See Accountants’ Handbook, 3rd ed., edited by W. A. Paton 
(New York: Ronald Press Co., 1943), p. 1089, for discussion 
of a different procedure which reduces the book value of mer­
chandise bought from an affiliate, and still on hand, by the 
parent company’s portion of the intercompany profit recorded 
by the vendor.
Consolidated Statements
The above statement ends with the increase in the 
parent company surplus. An alternative form of pres­
entation frequently used is to show separate con­
solidated and parent company income accounts with 
a reconciliation of the two net income figures, some­
what as follows:
Net income of parent company as 
shown above
Add—Undistributed income of con­
solidated subsidiaries ------ ---------
Consolidated net income
The balances of earned surplus can also be recon­
ciled by indicating the combined earned surplus of 
the consolidated subsidiaries.
When wholly owned or controlled companies are 
not consolidated it is still necessary to disclose the 
significant facts in the accounts. In the first place, 
it is necessary to show in a footnote or separately in 
the accounts the proportionate interest in the profits 
or losses for the year as compared with the dividends 
received. There has been considerable discussion over 
the years as to whether or not a parent is justified 
in taking up profits of wholly owned or controlled 
subsidiaries on its books, and is required to provide 
for losses.
Eric L. Kohler in an article “Some Tentative Propo­ . 
sitions Underlying Consolidated Reports” published 
in The Accounting Review* holds that there are no 
practical benefits derived from accruing profits and 
losses on the books of the controlling company. He 
feels that reserves for losses on investments of sub­
sidiaries are preferably based on estimates of ultimate 
realization rather than on amounts of operating 
losses. He recognizes that the practice of adjusting 
earned surplus of the controlling company so that 
it will always be in agreement with the consolidated 
earned surplus is occasionally encountered, but feels 
that the procedure unnecessarily confuses books of 
account and financial statements prepared therefrom. 
In Intermediate Accounting10 Messrs. Taylor and Mil­
ler state that investments in stocks of subsidiary com­
panies ordinarily should be carried at cost although, 
if cost is far out of line with the book value of the 
shares owned, an adjustment should be made to 
recognize the facts.
The same opinion is contained in Mr. Montgom­
ery’s Auditing Theory and Practice11 in which he 
states that though the investment account be not writ­
ten down on account of a subsidiary company’s losses, 
any subsequent dividends from the subsidiary should 
be credited to the investment account by the parent 
until the losses subsequent to acquisition have been 
made up.
Mr. Montgomery suggests that when subsidiaries 
have sustained substantial losses since dates of acquisi­
tion so that the parent company’s investment has been
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impaired, consideration may be given to writing down 
the investment on the parent company’s books, par­
ticularly if the losses are not counterbalanced by un­
distributed profits of other subsidiaries. He recognizes 
that some parent companies still increase or decrease 
the investment account by the amount of undistrib­
uted net earnings or losses of subsidiaries and finds 
the practice less open to criticism when the subsidiaries 
are in the nature of operating divisions of the parent. 
He does feel, however, that this practice may result in 
an unsatisfactory method of stating the parent com­
pany’s accounts as a legal entity.
W. A. Paton in his Advanced Accounting12 con­
siders the practice of reflecting operating profits and 
losses of subsidiaries in the accounts of a parent com­
pany definitely objectionable. He believes that it is 
beyond the proper scope of the accounts and state­
ments of the parent company to show the earnings 
and losses of the affiliated enterprises as a whole, that 
this is peculiarly the function of the consolidated 
report. He takes the legalistic view that a subsidiary’s 
profits are not effectively realized by the holding com­
pany until appropriated as dividends in the regular 
manner and that there is no loss to the parent com­
pany simply by reason of the fact that the subsidiary 
has sustained an operating loss. Apparently his objec­
tions to the practice might, to a large extent, dis­
appear if at date of acquisition the investment ac­
count on the books of the parent were adjusted to 
subsidiary book value and thereafter maintained on 
that basis by recording therein the changes brought 
about by operating profits, losses, and dividends of 
the subsidiary. If the investment account is adjusted 
annually to the proportionate book value of the 
underlying net assets the offsetting credit should be 
to an account entitled "undistributed profits of sub­
sidiaries” and not to “earned surplus.” These undis­
tributed profits may be subject to additional taxes 
before they become realized earned surplus of the 
company.
It is not considered necessary to provide for such 
taxes, partly because they may never require payment 
if the profits are invested in plant or more or less per­
manent working capital, and partly because provisions 
at current rates are inaccurate with the many changes 
in tax laws which have occurred and can be expected 
to take place.
While it is not desirable to take up undistributed 
profits of subsidiaries in the accounts of the parent,
9March 1938, pp. 63-77.
10Jacob B. Taylor and Hermann C. Miller, Intermediate Ac­
counting, 2d ed. (New York: McGraw-Hill Book Co., Inc., 1938), 
p. 137.
11Robert H. Montgomery, Auditing Theory and Practice, 6th 
ed. (New York: Ronald Press Co., 1940), p. 512.
12W. A. Paton, Advanced Accounting (New York: Macmillan 
Co., 1941), p. 763.
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it is desirable, in the opinion of this author, to provide 
for losses where they exceed profits heretofore earned 
(since dates of acquisition). Such losses are sometimes 
provided for on an individual-company basis, al­
though it is accepted accounting practice today to 
consider the investments as a whole. On an over-all 
basis the losses of certain subsidiaries can be offset 
against undistributed profits of other subsidiaries, 
provided the losses do not require cash advances 
from sources other than the profit-making subsidi­
aries.
If intercompany profit to companies which are 
consolidated remains in the inventory of the uncon­
solidated subsidiaries a reserve should be provided 
to cover the approximate amount. It is not considered 
sound accounting practice to take up profits on 
shipments to a controlled company which have not 
been sold to the outside public even though for 
account purposes it may be necessary to bill at regular 
wholesale prices because of tariffs or other regulatory 
requirements.
In case foreign companies are included in con­
solidation or separate statements are required it is 
not necessary that they be as of the same date as those 
of the parent company. On account of distances in­
volved and mail irregularities, it has become quite 
customary to close the accounts of foreign subsidiaries 
two or three months in advance of the closing date 
of the parent company. The accounts, therefore, will 
reflect the operations of a whole year, but a fiscal 
year different from that of the other companies in 
the group.
In such case it is necessary to take into consideration 
transactions between the date of the fiscal-year closing 
of the subsidiaries and the date of the parent, and to 
make adjustments, if necessary, for subsequent ship­
ments and remittances.
In cases where separate statements are submitted 
in conjunction with or instead of consolidated state­
ments they can be in columnar or tabular form. Since 
examples are easier to follow than explanations, sev­
eral alternative forms of presentation which have 
been recently used in annual reports are given below. 
Examples
The 1944 report of the North American Company 
contains parent company statements, consolidated 
statements submitted for comparative and statistical 
purposes and also the two summaries shown on pages 
9 and 10.
Eastman Kodak Company now consolidates its 
Western Hemisphere subsidiaries and gives a supple­
mentary table to support its investments in non- 
consolidated subsidiaries as follows:
“Figures pertaining to investments in and advances to sub­
sidiary companies not consolidated, all situated within 
the British Commonwealth, were:
Wholly
Owned
Partially
Owned
Investments at cost 
(less reserves for 
goodwill) plus net
Companies Companies Total
receivables ........
Equity in the book 
value of the net 
tangible assets of
$ 6,671,059 $ 498,293 $ 7,169,352
the companies.. 
Dividends received 
by the parent
16,700,000 3,000,000 19,700,000
company in 1944 
Estimated earnings
1,116,193 108,083 1,224,276
for the year 1944 1,200,000 225,000 1,425,000”
The principles of consolidation are summarized by 
the Eastman Kodak Company in its annual report as 
follows:
“Accounts of the parent company and of all wholly 
owned subsidiary companies in the United States, 
Canada, Mexico, Cuba, Panama, and South America 
are consolidated. Accounts of wholly owned subsidi­
ary companies situated outside of the Western Hemi­
sphere are not consolidated. Investments in all 
subsidiary companies and branches in enemy or 
enemy-occupied territories were charged to the reserve 
for contingencies in 1941 and 1942.
“Intercompany transactions and profits in inven­
tories of companies consolidated have been elimi­
nated. A reserve has been provided for intercompany 
profit in inventories of companies not consolidated.
“Net current assets of foreign subsidiary com­
panies were converted at rates of exchange prevailing 
at the close of the financial years of the companies. 
Property, plant, and equipment of foreign subsidiary 
companies have been stated in United States dollars 
at cost, converted generally at the exchange rates 
prevailing at date of acquisition. Reserves for de­
preciation were converted at the average rates Used 
to convert the various assets at the beginning of the 
year. Net profits of foreign subsidiary companies were 
converted at the average quoted exchange rates for 
the fiscal years of the companies. Exchange differences 
resulting from the conversion of the accounts of 
foreign subsidiary companies consolidated were trans­
ferred to the reserve for contingencies. The net 
foreign-exchange profit resulting from settlement of 
intercompany and other indebtedness is included in 
‘other income’ in the consolidated statement of profit 
and loss.”
The United Fruit Company shows in its consoli­
dated balance sheet at December 31, 1944, an
amount of $10,132,277.46 for “net investment in 
United Kingdom.” This amount is supported on a 
succeeding page by an explanatory statement of net 
investment setting forth in detail assets totalling 
$20,086,458.96 and liabilities and reserves totalling 
$9,954,181.50.
Sterling Drug, Inc., which consolidates its foreign
Consolidated Statements Ch. 5-p. 9
D
er
iv
a
ti
o
n
 of
 Ba
la
n
ce
 fo
r C
o
m
m
o
n
 Di
v
id
en
d
s a
n
d
 Su
rp
lu
s—
Y
ea
r 1
94
4 
(I)
 On
 a 
Co
ns
ol
id
at
ed
 Ba
sis
 (II) On 
a C
or
po
ra
te
 Ba
sis
(I)
D
iv
id
en
d 
Ba
la
nc
e 
(II
)
re
qu
ire
m
en
t 
M
in
or
ity
 
ap
pl
ic
ab
le
 to
 
D
iv
id
en
ds
on
 p
ub
lic
ly
 
in
te
re
st 
ca
pi
ta
l s
to
ck
s 
re
ce
iv
ed
 b
y
he
ld
 p
re
fe
rre
d 
in
 n
et
 
ow
ne
d 
by
 th
e 
th
e N
or
th
Su
bs
id
ia
ry
 
O
pe
ra
tin
g 
N
et
 
sto
ck
s o
f 
in
co
m
e o
f North A
m
er
ic
an
 American
re
ve
nu
es
 
in
co
m
e 
su
bs
id
ia
rie
s subsidiari
es
 
Co
m
pa
ny
 
Co
m
pa
ny
U
ni
on
 El
ec
tri
c C
om
pa
ny
 of
 M
iss
ou
ri a
nd
su
bs
id
ia
rie
s .....
...
...
...
...
...
...
...
...
...
...
...
...
...
.$
 48,
60
9,
02
6 
$ 8,
19
7,
46
1*
 
$1
,8
19
,0
69
 
...
...
...
...
.. $ 6,378,392 
$ 5,
79
4,
25
0
Th
e S
t. L
ou
is 
Co
un
ty
 G
as
 C
om
pa
ny
...
...
.. 
2,
95
7,
95
4 
49
8,
33
0 
...
...
...
...
.. 498,330 492,
00
0
W
isc
on
sin
 Ele
ct
ric
 Po
w
er
 Co
m
pa
ny
 and
su
bs
id
ia
rie
s .....
...
...
...
...
...
...
...
...
...
...
...
...
...
. 60,860
,3
39
 
4,
80
4,
00
0*
 
1,
76
1,
64
6 
$ 186
,1
00
 
2,
85
6,
25
4 
1,
51
4,
84
7
Th
e C
le
ve
la
nd
 E
le
ct
ric
 Il
lu
m
in
at
in
g 
Co
m
­
pa
ny
 an
d 
su
bs
id
ia
ry
...
...
...
...
...
...
...
...
...
...
. 47,230
,8
77
 
5,
90
1,
88
6 
1,
14
7,
45
0 
97
4,
90
5 
3,
77
9,
53
1 
3,
69
5,
81
6
W
es
t K
en
tu
ck
y C
oa
l Co
m
pa
ny
 an
d s
ub
­
sid
ia
rie
s .....
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
. 9,376,05
6 
1,
41
8,
81
0 
...
...
.. 51,136† 1,3
67
,6
74
 
42
8,
63
2
N
or
th
 Am
er
ic
an
 Uti
lit
y Se
cu
rit
ie
s Co
r­
po
ra
tio
n ...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
.. 272,046 ..
...
...
...
...
 .............. 272,04
6 
27
0,
00
0
O
th
er
 su
bs
id
ia
rie
s..
...
...
...
...
...
...
...
...
...
...
...
...
. 2,543,02
9 
12
2,
26
7 
...
...
...
...
.. 4,891 117,
37
6 
...
...
...
...
..
In
te
rc
om
pa
ny
 re
ve
nu
es
 el
im
in
at
ed
 in
 co
n­
so
lid
at
io
n,
 an
d 
ot
he
r a
dj
us
tm
en
ts.
...
...
...
 
(9
9,
19
6)
 
35
,7
79
 
1,
39
6 
34
,3
83
To
ta
l ......
...
...
...
...
...
...
...
...
...
...
...
...
..$
17
1,
47
8,
08
5 
$2
1,
25
0,
57
9 
$4
,7
28
,1
65
 
$1
,2
18
,4
28
 
$1
5,
30
3,
98
6 
$1
2,
19
5,
54
5
Co
ns
ol
id
at
ed
 
Co
rp
or
at
e
ba
sis
 
ba
sis
Ea
rn
in
gs
 ap
pl
ic
ab
le
 to,
 an
d d
iv
id
en
ds
 rec
ei
ve
d o
n c
ap
ita
l st
oc
ks
 of
 su
bs
id
ia
rie
s (a
s a
bo
ve
)..
...
...
...
...
...
...
...
...
...
...
...
. $15,303
,9
86
 
$1
2,
19
5,
54
5
D
iv
id
en
ds
 rec
ei
ve
d b
y th
e N
or
th
 Am
er
ic
an
 Co
m
pa
ny
 fro
m
:
W
as
hi
ng
to
n R
ai
lw
ay
 an
d E
le
ct
ric
 C
om
pa
ny
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
..
 1,865,802 
1,
86
5,
80
2
Pa
ci
fic
 G
as
 an
d 
El
ec
tri
c C
om
pa
ny
...
...
...
...
...
..
  3,352,442 3,352,442
O
th
er
 in
co
m
e o
f th
e N
or
th
 A
m
er
ic
an
 Co
m
pa
ny
 (p
rin
ci
pa
lly
 int
er
es
t) ...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
. 109,020 
10
9,
02
0
$2
0,
63
1,
25
0 
$1
7,
52
2,
80
9
D
ed
uc
t—
In
te
re
st c
ha
rg
es
, ex
pe
ns
es
 an
d ta
xe
s of
 the
 N
or
th
 Am
er
ic
an
 Co
m
pa
ny
 .....
...
...
...
...
...
...
...
...
...
...
...
...
...
...
.. 2,359,826 
2,
35
9,
82
6
Ba
la
nc
e f
or
 di
vi
de
nd
s a
nd
 su
rp
lu
s .......
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
. $18,27
1,
42
4 
$1
5,
16
2,
98
3
D
iv
id
en
ds
 on
 pr
ef
er
re
d s
to
ck
 of 
th
e N
or
th
 Am
er
ic
an
 
Co
m
pa
ny
 ......
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
. 3,821,249 
3,
82
1,
24
9
Ba
la
nc
e f
or
 co
m
m
on
 di
vi
de
nd
s a
nd
 su
rp
lu
s..
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
.. $14,45
0,
17
5 
$1
1,
34
1,
73
4
( ) Ind
ic
at
es
 re
d f
ig
ur
e.
*B
ef
or
e d
ed
uc
tio
n o
f p
re
fe
rre
d d
iv
id
en
ds
 of 
su
bs
id
ia
rie
s.
†R
ep
re
se
nt
s p
or
tio
n ap
pl
ic
ab
le
 to 
m
in
or
ity
 int
er
es
t in
 pre
fe
rre
d s
to
ck
 of 
W
es
t K
en
tu
ck
y C
oa
l C
om
pa
ny
; thi
s st
oc
k w
as
 cal
le
d 
fo
r re
de
m
pt
io
n o
n Ja
nu
ar
y 1,
 194
5.
Ch. 5-p. 10 Contemporary Accounting
Holdings of Common Stocks of Subsidiaries Consolidated (Note D)
December 31, 1944
Subsidiary
Union Electric Company of Missouri........
The St. Louis County Gas Company..........
Wisconsin Electric Power Company..........
The Cleveland Electric Illuminating Com­
pany ...........................................................
West Kentucky Coal Company..................
60 Broadway Building Corporation..........
North American Utility Securities Corpora­
tion .............................................................
Other subsidiaries ........................................
Totals..............................................
Shares owned 
by the North 
American Company 
(Note B) 
Number 
of shares
Par or 
stated value
2,695,000
41,000
2,493,710
$ 62,500,000 
4,100,000 
24,937,100
1,847,908
214,316
5,000
32,490,742
2,357,476
100,000
376,151 (Note C) 
254,140
$126,739,458
Asset value 
applicable
to shares 
owned by 
the North 
American 
Company 
(Note A)
$ 75,278,731 
6,648,955 
42,292,243
45,567,447
10,852,353
149,872
164,908
$180,954,509
Carrying 
value on 
books of 
the North 
American 
Company
$ 61,840,781 
4,100,000 
30,868,039
38,417,339
3,801,542
350,000
22,523
$139,400,224
Notes:
(A) Asset values are based on balance sheets of subsidiaries and do not purport to be realizable values. See 
Note M to consolidated balance sheet for statement with respect to intangibles included in property and 
plant accounts.
(B) Includes shares on deposit with custodian to secure payment of bank notes; see Note H to financial 
statements.
(C) The capital of North American Utility Securities Corporation ($1,500,000), while not allocated on its 
books as between its outstanding second preferred stock and common stock, is considered to be applica­
ble entirely to the outstanding second preferred stock of that company, all of which is owned by the 
North American Company.
(D) Common stocks of subsidiaries owned by the public are as follows:
Par or
Shares stated value
The Cleveland Electric Illuminating Company.......................................................
Wisconsin Electric Power Company....................................................... .....................
North American Utility Securities Corporation...........................................................
Other subsidiaries ......................................................................................................... .
476,656 $ 8,380,778
167,218 1,672,180
90,397 (Note C)
24,420
$10,077,378
subsidiaries, has shown for several years in a separate 
table their combined net current assets and property 
accounts by locations, i.e., England, other countries 
of the British Empire, Latin America, and total. The 
profits and losses are separated in the same manner.
The National Cash Register Company shows in 
its consolidated balance sheet assets of foreign com­
panies and branches in one amount and also gives 
a separate combined statement of the assets and 
liabilities as indicated in the table on page 11.
Standard Brands Incorporated in its annual report 
for 1944 consolidated only subsidiaries operating in 
the United States but submitted separate combined 
balance sheets and statements of combined profit and 
loss and earned surplus for all companies operating 
outside the United States. Those in Canada were
shown in one column and those in all other foreign 
countries were combined.
Colgate-Palmolive-Peet Company’s 1944 report 
showed parent company statements which were sup­
plemented by income accounts and statements of net 
assets of the foreign subsidiaries. Combined state­
ments were submitted in different columns for those 
companies in the Western Hemisphere, in England 
and Continental Europe, and in other countries of 
the British Empire. The following footnote was at­
tached:
“The above statements are submitted with respect 
to subsidiaries from which current financial reports 
have been received. Such information is not available 
for subsidiaries located in Belgium, Denmark, France, 
Germany, Holland, Italy, Poland, Java and the Phil­
ippine Islands.”
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Combined Statement of Assets and Liabilities of Foreign Companies and Branches
Assets Nov. 30, 1944
Current Assets:
Cash ............................................................................................................................... $ 2,237,863
Securities of British Empire....................................................................................... 1,559,175
Accounts receivable less reserves of $555,961 (1944) $665,942 (1943).................... 2,894,876
Inventories (after deducting intercompany profit)................................................... 2,338,924
Total current assets................................................. ......................................... $ 9,030,838
Investments .................................... ................................................................... .. 114,244
Deferred charges........................................   198,789
Property, plant and equipment (less depreciation reserves of $1,673,798 (1944) ,
$ 1,497,454 (1943))............................................. 2,130,170
Total assets......................... $11,474,041
Liabilities and Reserves
Current Liabilities: $ 582,902
Notes payable (Guaranteed by the Company). ........................................................ 1,434,072
Accounts payable and sundry accruals,................................................................... 1,034,793
Provisions for taxes....................................................................................................... 350,042
Customers’ deposits..................................................................................................... 3,401,724
Total current liabilities ................................................................................. 864,912
Deferred credits .............................................................................................................. 355,328
Mortgage payable ............................................................................................................ 759,656
General reserve ................................................................................................................
$ 6,092,421
Nov. 30, 1943
$ 1,474,747 
402,500
3,962,530
2,794,531 
 $ 8,634,308
749,961 
147,221
2,213,404
$11,744,894
$ 739,572
1,403,676 
1,159,892 
338,714
$ 3,641,854 
760,880
360,962 
537,701
$ 5,301,397 
$ 6,443,497Total liabilities and reserves...........................................................................Net assets...........................................................................................................
Notes:
(1) Property accounts are valued at dollar cost less depreciation. Inventories are valued at dollar cost after 
deducting intercompany profit reserves, and all other items are at rates of exchange (official or free) as 
at November 30, 1944, and 1943.
(2) The above statement contains companies and branches located in United States Territories, British 
Empire, and Latin America.
Swift & Co. in their annual report for the fiscal 
year ending October 28, 1944, presented consolidated 
statements consolidating all wholly owned Canadian 
and domestic subsidiaries. The following note to the 
financial statements is of interest in this connection:
‘ ‘Canadian Subsidiary—Consolidated—
As that country is subject to war conditions entailing 
restrictions on withdrawal of funds, etc., the following 
information is given: Its business done and results are 
spread on the consolidated income account herewith 
converted into U. S. Dollars monthly at $.90 (ap­
proximate official rate of exchange) giving a net 
profit for the year of $1,087,411. Its assets and liabili­
ties spread in the consolidated balance sheet are rep­
resented by net current assets of $10,467,678 converted 
into U. S. Dollars at $.90 (approximate official rate of 
exchange) and fixed and other assets of $7,164,393 
at U. S. Dollar cost at date of acquisition. Its earned 
surplus included in the consolidated earned surplus 
in the balance sheet herewith amounts to $4,199,338.
“Foreign Subsidiaries—Not Consolidated—
In respect to the subsidiaries in Great Britain, audited 
by Arthur Young & Company, London, the following 
information is submitted: Results for current year 
converted at official rate of exchange (approximately 
$4.00) $460,508. Dividends paid in current year and 
received by Swift & Company converted into U. S.
Dollars at date of receipt $623,625. Swift & Com­
pany’s investment in these companies as carried in 
balance sheet herewith, at cost $1,798,200, compares 
with their net worth as per their balance sheets and 
after estimated income taxes, as follows: Fixed and 
other assets at U. S. Dollar cost at date of acquisition 
$251,723. Net current assets converted into U. S. Dol­
lars at official rate of exchange $1,695,357. Due to 
Swift & Company on current account at official rate 
of exchange $75,845. The investments in subsidiaries 
in Continental Europe were written off in prior 
years.
“Domestic Subsidiaries—Not Consolidated—
A. C. Lawrence Leather Company—Swift & Com­
pany owns 961,735 shares out of the whole outstand­
ing capital stock of this company of 1,000,000 shares. 
The following information is taken from its financial 
statements for the fiscal year ended October 28, 1944, 
audited by Arthur Young & Company: The equity of 
Swift & Company has been increased $2,441,907 since 
date of acquisition as a result of profits, losses and 
distributions. The net carrying value of this invest­
ment is $8,674,434, which compares with a book value 
of $13,029,243 as shown in that company’s annual 
report for this year. Swift & Company’s proportion 
of the profit for the year was $1,061,660 and the 
dividends received were $717,933 as taken up in the 
income account herewith. Renegotiation of Govern­
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ment contracts to December 31, 1943, resulted in a 
refund settlement of $156,771 after income and excess 
profits taxes applicable thereto and provided for, 
which has been charged against the current year’s 
profits. No provision has been made out of said 
profits, for refund on the Government business sub­
ject to renegotiation for the period subsequent to 
December 31, 1943, as it is considered impossible to 
make any determination at this time. The accounts 
would be affected only by the net of such refund after 
taxes. This company’s product inventories are valued 
on the elective method (last-in, first-out) adopted 
as of January 1, 1941. Regarding other domestic sub­
sidiaries—not consolidated, the equities have, in the 
aggregate, increased $656,996 since date of acquisition 
as a result of profits, losses and distributions. The 
equities in their net earnings for the current year 
exceeded the dividends received and taken up in the 
income account herewith by $37,005.”
Armour and Company in its annual report for the 
fiscal year ended October 28, 1944, consolidated all 
of its subsidiary companies but showed a separate 
columnar balance sheet with one column combining 
all the domestic companies and separate columns for 
the South American companies, Europe (principally 
England) and others (principally Cuba). A separate 
statement of foreign income was also included.
Paramount Pictures, Inc., in its annual reports for 
several years has shown a columnar consolidated 
statement separating United States and Canadian 
companies and “other foreign companies.”
Warner Bros. Pictures, Inc., in the consolidated 
balance sheets submitted with its annual reports has 
separated in columns the companies operating in the 
United States, the British Isles and “other foreign 
countries including Canada.”
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CHAPTER 6
INVESTMENTS AND FUNDS
By H. T. Scovill
1National Committee on Municipal Accounting, Municipal 
Accounting Statements, Bulletin No. 12, June 1941, p. 168.
Copyright 1945 by American Institute of Accountants
IN their simplest aspects investments and funds owned by a business concern present few difficul­ties from the accounting point of view. Investments 
usually consist of bonds or stocks. Real estate, life 
insurance policies, and special types of notes are also 
frequently held as investments. It is always assumed 
by the purchaser that the investment will yield an 
income in the form of dividends, interest, rent, or 
profits. From the financial point of view, a distinc­
tion is frequently made between an asset bought for 
investment and one acquired for speculation. From 
the accounting point of view, however, such distinc­
tion is ignored both in account titles and balance 
sheet designation and location. The differentiation 
in the balance sheet is between short-term investments 
and long-term investments. Those which according 
to the’ declared intention of the management are 
held as temporary investments and which are readily 
marketable are shown as current assets. Others are 
shown under investments.
The term “funds” in its simplest phases in business 
entities refers to cash in the form of bank balances 
available for use at a specified or determinable time 
in the future. It has long been considered, however, 
as including all assets acquired with cash of a specific 
fund and retained along with the cash balance of 
such fund as part of a total readily marketable group 
of assets assembled for a common purpose. Illustra­
tions of a fund of this type are sinking fund, pension 
fund, and building fund.
In non-profit institutions such as hospitals, govern­
mental taxing units, colleges, and other public and 
semipublic organizations, the term “fund” is broader, 
and is defined as a “sum of money or other resources 
(gross or net) set aside for the purpose of carrying 
on specific activities or attaining certain objectives in 
accordance with special regulations, restrictions, or 
limitations and constituting an independent fiscal and 
accounting entity.”1
The term “fund” as used in non-profit institutions 
is not considered further in this treatise because there 
is nothing new in the treatment of such funds that is 
not applicable equally to funds of business concerns 
operated with the profit motive.
As previously stated, few difficulties arise in deal­
ing with the accounting phases of investments and 
funds in their simplest aspects, such as creating the 
fund or acquiring an investment at par or stated 
value, and later using the fund or selling the invest­
ment at cost. Special problems arise, however, in 
handling the accounting aspects of investments and 
funds when some of the following elements are 
present;
(1) Investments are acquired above or below par or 
stated value and are resold above or below cost.
(2) Investments of several small trust or other funds 
are pooled for effective administration.
(3) A special type of bond is acquired on which 
interest accrues from period to period, but is 
received only when the bond matures, or when 
it is sold before maturity at cost plus interest 
plus or minus a premium or discount.
(4) Investment consists of stock in an affiliated con­
cern having the status of a subsidiary corpora­
tion.
(5) A new type of security is created by law or by 
lending agencies in carrying out some pro­
visions of law.
(6) Investments are exchanged for other securities 
in a “blanket” transaction.
(7) The securities are owned by a special type of 
enterprise such as an investment trust.
(8) Assessments are made against stock held as an 
investment.
(9) Securities are used as collateral for loans.
(10) Dividends are received in the form of stock or 
bonds.
(11) Stock rights are received.
(12) There is a marked fluctuation in the market 
price of securities.
(13) Declaration of war causes securities issued by 
foreign corporations or foreign governments to 
become valueless or nearly so.
(14) The corporation or unit of government issuing 
the bonds defaults in payment of interest or 
principal.
(15) There are short sales of securities on the stock 
exchange.
(16) A demand arises within the ranks of account­
ants or elsewhere for a different type of pres­
entation or disclosure of investments or earn­
ings therefrom in financial statements.
If we were to write a monograph on investments 
and funds from the accounting point of view (not 
auditing) we should proceed to discuss rather ex­
haustively the sixteen special situations in the order 
given. Since, however, the purpose at present is to 
emphasize new developments of the last few years we 
shall restrict the discussion but follow the outline. 
In the five-year period 1939-1944 several new develop­
ments have appeared which affect the recording or 
reporting of transactions in investments or funds. 
Some of these reflect the enactment of laws or the 
decisions of courts, some arise from regulations of 
governmental agencies, some spring from pronounce­
ments of committees of the American Institute of
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Accountants, and still others represent the individual 
opinions of authors as expressed in books or maga­
zines. It is possible in a few instances that a given 
topic, within the span of two or three years, has 
received attention of courts, regulatory bodies, Insti­
tute committees, and individuals. Such attention 
creates differences of opinions and causes argumen­
tation. Thus, printers’ ink is used on some topics 
out of proportion to their real importance in the 
business world.
Various accounting aspects of investments are pre­
sented in the following pages insofar as they represent 
new developments or new points of view on any of 
the sixteen subtopics referred to previously.
1. Investments are acquired above or below par or 
stated value and are resold above or below cost. 
Transactions in this category give rise to many 
questions including the whole realm of proper amor­
tization or accumulation of the discount or premium 
whether the latter two items are shown separate from 
investment account or are merged with it, as when 
investment is recorded at cost. Closely related to the 
question of amortization of discount or premium is 
that of the amount of profit or loss realized on the 
sale of the investment in any case. The treatment of 
such profit or loss in the financial statements also
arises.
Little of importance has arisen during the last few 
years to question the reasonableness of the generally 
accepted accounting procedures for recording the 
purchase or sale of investments, the amortization of 
discount or premium, or the calculation or treatment 
of profit or loss resulting from a sale. Three items 
have appeared in magazines, however, which are re­
ferred to below and which relate to three different 
aspects of the topic.
(a) Amortization of bond premium or discount on 
securities held in the portfolio of an educational 
institution.
The matter of amortizing bond premiums and bond 
discounts on securities held in the investment port­
folio of an educational institution was raised in a 
question submitted to the “Accounting Questions’’ 
department of The Journal of Accountancy in 1941.2 
The question was couched in these words:
“In the past, some educational institutions have 
followed the practice of amortizing bond premiums 
over the remaining life of a bond, or to the first call 
date. In some cases this was done without amortizing 
discount bonds in the same fund. There is now ap­
pearing a financial practice of amortizing premium 
bonds over ten years, or the remaining life of the 
bond, or to first call date, whichever is the shorter 
period.
“We would be interested in ascertaining whether, 
for institutions of this type, it would be considered 
accepted accounting practice under today’s economic 
conditions to:
“ (a) Amortize premium bonds over ten years, or 
remaining life, or to first call date, whichever is the 
lesser period, without
" (b) Offsetting by amortizing discount bonds in 
the same investment fund. Aside from the foregoing, 
the accounts are kept on a cash basis.’’
The two answers submitted to this question stated 
that the amortization of premium could be effected as 
indicated without amortizing discounts.
(b) Profits and losses on sale of investment—Alleghany 
Corporation, SEC case.
Inconsistency in the accounting treatment of losses 
and gains on sales of securities owned was the major 
point involved in a hearing before the Securities and 
Exchange Commission in 1940.* 3 This was one of three 
questions arising in the case of the Alleghany Corpo­
ration. In the period 1929 to 1937 profits and losses 
on the sale of securities held as investments were en­
tered in accounts as follows:
Amount of Account
Year Profit (or loss) Affected
1929 $ 613,613.64 Income account
1930 ( 678,265.34) Earned surplus
1931 ( 11,683,764.70) Paid-in surplus4
1932 ( 11,939,367.72) Paid-in surplus
1933-37 8,999.81 Paid-in surplus
In calling attention to the inconsistency of these 
charges and credits, the Commission referred to ac­
counting authorities who maintained that gains or 
losses on the sale of investments should be charged to 
earned surplus, either directly or through profit-and- 
loss account, preferably the latter. The Alleghany 
Corporation took care of this deficiency by filing 
amendments to their reports showing profits and 
losses on sales of securities as transferred from paid- 
in surplus to earned surplus.
(c) An investment or an option?
Another interesting point was raised by the SEC 
in the statements filed by the Alleghany Corporation 
for the years 1935, 1936, and 1937.5 “In the balance 
sheet of December 31, 1935, there appeared under 
'Investments—at Cost’ an item reading ‘Securities in 
escrow under option to The Chesapeake and Ohio 
Railway Company at $13.25 per share (the aggregate 
option price being $5,065,475 against which aggre­
gate payments of $3,440,700 have been made), 
$34,677,600.15.’ The same language was used in sub­
sequent years, but the aggregate reported payments 
were increased to $4,515,475 in the statements for 
1936 and 1937.
2Feb. 1941, p. 172.
3SEC Release No. 2423, March 1, 1940, reviewed by Allan J. 
Fisher in “Accounting Cases,” The Accounting Review, Dec. 1940, 
pp. 495-506.
4This item was charged originally to earned surplus and later
transferred to paid-in surplus.
5Allan J. Fisher, op. cit., pp. 505-506.
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“The Commission contended that the agreement 
was not an option, but a contract to sell, and had 
resulted in a loss of $29,612,125.15 which should have 
been immediately reflected in the accounts. The 
agreement was dated February 1, 1932, and gave the 
Chesapeake and Ohio Railway Company (which 
through an intermediate holding company is a sub­
sidiary of Alleghany Corporation) the privilege of 
purchasing 167,300 shares of Nickel Plate common 
stock and 215,000 shares of Erie Railroad common 
stock for $5,065,475. The object of the transaction 
was to provide Alleghany with funds to liquidate an 
indebtedness to the brokerage house of Paine, Webber 
& Co., and the Chesapeake and Ohio paid $3,440,700 
immediately. The Commission continues, in describ­
ing the transaction:
“ ‘Further, the Railway agreed to pay interest on the 
balance due on the contract; and all cash dividends 
on the securities were to be paid to Alleghany but 
were to be deducted from such interest, or from prin­
cipal if the interest requirements were exceeded. In 
addition, it was agreed that if the Railway failed to 
pay the full purchase price before February 1, 1936, 
either Alleghany or the Railway might cause the 
shares to be sold at public auction. The proceeds of 
such a sale were to go to Alleghany to the extent 
of the unpaid portion of the option price, and the 
remainder, if any, to the Railway. If the proceeds 
of the sale should not suffice to meet the unpaid por­
tion of the option price, then the Railway agreed 
to make up the deficiency.’
“The Commission contended that the down pay­
ment of 67 per cent of the purchase price, the interest 
charged on the unpaid balance, the crediting of divi­
dends to the Chesapeake and Ohio, and the obliga­
tion of the latter to indemnify Alleghany if the full 
purchase price were not realized at public sale were 
inconsistent with an interpretation of the agreement 
as an option. It appeared that the only reason the 
Chesapeake and Ohio (which was financially able to 
pay the full purchase price) did not take immediate 
title to the stock was that it would then have acquired 
a majority control of Erie stock without having first 
obtained permission from the Interstate Commerce 
Commission. Through the Virginia Transportation 
Corporation, the Chesapeake and Ohio already owned 
45 per cent of the voting stock of Erie and 8 per cent 
of Nickel Plate. Consequently, until the approval of 
the Interstate Commerce Commission could be ob­
tained, Alleghany retained voting control of the stock.
“The agreement between Alleghany and the Chesa­
peake and Ohio was extended for two years from 
February 1, 1936 (when it was scheduled to expire), 
and an additional $1,074,755 paid at that time on 
the contract price. The Chesapeake and Ohio ulti­
mately obtained approval of the purchase and paid 
the final $550,000 on January 29, 1938. Only then did 
Alleghany take up the loss.
“The Securities and Exchange Commission held 
that upon the execution of the contract and the down 
payment of 67 per cent ‘the chance that Alleghany 
would not have to take a loss of more than $29,000,000 
can hardly be said to have existed.’ The alternative 
methods suggested by the Commission in accounting
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for this transaction were (1) to charge the $29,612,- 
125.15 to profit and loss when the agreement was 
consummated, or (2) to set up a reserve out of 
earned surplus equal to the loss which would result 
from the contract.”
The controversy concerning the handling of the 
contract with Chesapeake and Ohio was settled by 
creating a reserve for the loss on the amended state­
ments for 1934 to 1937 inclusive. (The statements 
for 1938 reflected the actual loss.)
2. Investments of several small trust or other funds 
are pooled for effective administration.
Although no literature presented new fundamen­
tals on this topic in the war era, the following refer­
ences to earlier treatises are given for use in case one 
might encounter the situation for the first time:
“Plan for Pooling the Investments of Endowment 
Funds,” by Ralph S. Johns. The Journal of Account­
ancy, January 1939, pages 31-37.
“Plan for Pooling the Investments of Endowment 
Funds,” by Harold Bennington. The Journal of Ac­
countancy, February 1939, pages 110-111.
“Pooling of Endowment Fund Assets by Quasi­
public Corporations,” by Ernest Willvonseder. New 
York Certified Public Accountant, February 1939, 
pages 238-240.
“Comments on ‘A Plan for Pooling the Investments 
of Endowment Funds’ ” by Gail A. Mills. The Jour­
nal of Accountancy, March 1939, pages 166-170.
3. A special type of bond is acquired at a discount 
from maturity value which bond is redeemable for 
stipulated amounts at regular intervals.
Since the United States Government has issued 
many of its war bonds at a discount from maturity 
value with provision for redemption at approximately 
theoretical value from time to time at a price fre­
quently referred to as “present worth,” the old ques­
tion has been revived relative to the valuation of 
the investment and the accrual of interest thereon for 
statement purposes.
A business enterprise keeping its accounts on the 
accrual basis would ordinarily set up the investment 
in such bonds at cost. It would later annually debit 
the investment and credit interest income with the 
amount of the increase of redemption value over that 
of the preceding year end. Such annual amount is 
taxable income.  
If one’s accounts are kept on a cash basis, however, 
one is not required to treat as taxable income the 
annual increase in redemption value. One may so 
treat it, however, even on the cash basis if one chooses 
to do so, or he may wait until maturity and consider 
as taxable income of the last year the full amount 
of the difference between the “true discount” pur­
chase price and the redemption price. If a taxpayer 
reports his general taxable income on an accrual
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basis but decides to report such bond “interest” on 
the cash basis, he may begin to do so for any taxable 
year. For the first year of the change in policy, how­
ever, the taxpayer must pay tax on the total accumu­
lated “interest” since date of purchase, which “inter­
est” is described usually as the difference between the 
purchase price and the redemption price at the end of 
the taxable year as recorded on the redemption tables 
furnished by the Treasury Department.
4. Investment consists of stock in an affiliated con­
cern having the status of a subsidiary corporation.
No new principles have been evolved and no new 
controversial material of an unofficial character has 
been published recently affecting the accounting 
treatment of investments in domestic affiliated corpo­
rations or of income arising therefrom.
The following case before the Securities and Ex­
change Commission settled in 1939 dealt with divi­
dends declared by subsidiaries from surplus existing 
at time of acquisition of stock by the parent company.
Amended statements filed in 1939 with the SEC by 
International Salt Company revealed that dividends 
of subsidiaries were originally treated by Interna­
tional as income rather than reductions in the invest­
ment account. Dividends declared by subsidiaries of 
International in 1934, 1935, and 1937 were found to 
come partly or wholly from surplus existing at the 
date of acquisition of the stock by the parent com­
pany, whereas the full amount of such dividends was 
credited to income by International. Final correction 
of the items in controversy was made in amended 
statements filed with the SEC under date of June 5, 
1939. The correction of $579,871.96 for 1934 divi­
dends was reflected in the amended statement of in­
come and surplus by a charge of that amount with 
disclosure phrased “Reduction for dividends re­
ceived from subsidiaries in prior years subsequently 
considered as returns of investment.”6 *
5. A new type of security is created by law or by 
lending agencies in carrying out some provisions of 
law.
There are two types of securities in this category 
that engage the attention of accountants (a) United 
States Bonds covering postwar tax refunds and (b) 
Treasury Tax Notes. Each type has received official 
attention of the committee on accounting procedure 
of the American Institute of Accountants, and the 
former has served as the basis of an accounting re­
lease by the Securities and Exchange Commission.
(a) United States Bonds covering postwar tax 
refunds.
A corporation incurring a liability for federal ex­
cess profits taxes under Section 250 of the Revenue 
Act of 1942 is allowed a postwar refund credit in an 
amount equal to 10 per cent of its excess profits tax.
Meanwhile, instead of carrying the item as an open 
receivable from the government, the taxpayer corpo­
ration within three months after payment of the tax 
receives bonds of a highly restricted type which mature 
in from two to five years after the termination of the 
war. The bonds bear no interest; they are not nego­
tiable or transferable by sale, exchange, assignment, 
pledge, hypothecation, or otherwise before the end 
of the war. After the date of cessation of the war 
the bonds will be negotiable and transferable and 
will be redeemable at the option of the United States.
One’s first inclination, we believe, would be to clas­
sify such bonds as investments and to show them as 
such in the balance sheet. It can hardly be denied 
that they are investments since they possess many of 
the qualities of the usual investment. The Securities 
and Exchange Commission,’ however, has expressed 
the opinion that such bonds shall be shown in the 
balance sheet among “other assets” and not as cur­
rent assets or investments.
The committee on accounting procedure of the 
American Institute of Accountants considered these 
bonds in its study of the whole question of postwar 
refunds and published its findings late in 1942.8 9 9It 
came to the conclusion that the amount of the post­
war credit, “representing government bonds at par, 
or the right to receive such bonds, should manifestly 
be shown as a non-current asset at least so long as 
the bonds remain non-negotiable” (page 149).
Considering a complete typical transaction for post­
war refund in a given corporation, the statements 
should reflect the effects of this journal entry.8
“1. Excess profits tax. .000
2. Postwar refund re­
ceivable (or U. S.
Bonds) ..................000
3. Excess profits tax
payable .................... 000
“Disclosure in the income statement . . . would 
assume the following, or some other reasonably re­
vealing form, when both the postwar credit and debt- 
retirement credit are present;
Income before excess profits
taxes .................................. $000
Deduct excess profits taxes,
gross .................................. $000
Less postwar credit ................$000
Less debt-retirement credit........ 000 000
Net excess profits expense ap­
plicable to the year ........ 000
Net income after excess profits
taxes .......................... 000
6For more complete review of the case, see Allan J. Fisher’s 
“Accounting Cases,” The Accounting Review, March 1941, pp. 
97-98.
7Accounting Series Release No. 38, Dec. 19, 1942.
8American Institute of Accountants, Accounting Research 
Bulletin No. 17, “Postwar Refund of Excess-Profits Tax,” Dec. 
1942.
9Hiram T. Scovill, “Wartime Accounting Problems.” The Ac­
counting Review, July 1943, p. 216.
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“When there is a debt-retirement credit, the amount 
of such credit is deductible from the gross amount of 
the excess-profits-tax liability in the current liability 
section of the balance sheet. For analytical purposes 
the statements might be considered as reflecting a
series of entries like these:
“1. Excess profits taxes (gross)................000
Excess profits taxes payable.......... 000
2. Postwar credit (refund) receivable
(or U. S Bonds).................................. 000
Excess profits taxes....................... 000
3. Excess profits taxes payable................000
Debt-retirement credit.................. 000
“Some difference of opinion exists concerning the 
disclosure of the postwar credit in the income state­
ment rather than in the balance sheet as a deferred 
credit. In the latter case, entry 3 above would show 
a credit to ‘Deferred postwar credit,’ or some simi­
larly named account.”
(b) Treasury Tax Notes.
A new type of investment became available to fed­
eral income taxpayers in 1941 in the form of United 
States Treasury Tax Notes. Because of the peculiar 
nature of these notes and because of the conditions 
governing their issuance, use and redemption, the 
committee on accounting procedure of the American 
Institute of Accountants10 made a unique but justified 
recommendation concerning their location in the 
balance sheet. The recommendation is to the effect 
that under specified conditions the amount of such 
tax notes owned by a taxpayer may be deducted on 
the liability side of the balance sheet from the amount 
set up as a liability for payment of taxes to which 
the notes are related. The principle of offset thus 
recognized is such a marked departure from ordinary 
accounting procedure that much of the material of 
the bulletin is devoted to a rationalization of the 
recommendation. The use of such tax notes in the 
future is likely to prevail, so it seems appropriate to 
quote at length from the bulletin (pages 119-121):
Summary Statement
“ (1) The usual procedure of showing the notes in 
the current asset section of the balance sheet is ob­
viously proper, and especially should they be so shown 
if, at the date of the balance sheet, or at the date of 
the report of the independent auditor, there is evi­
dence of intent to use the notes for other purposes or 
if such presentation is required under accounting 
definitions of applicable bond indentures or preferred 
stock agreements.
“ (2) Since the tax notes were presumably pur­
chased with the intent that they be used for the pay­
ment of federal income and excess profits taxes, it 
is also good accounting practice that they be shown 
as a deduction from the accrued liability for such 
taxes in the current liability section of the balance 
sheet. The full amount of the accrued liability should
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be shown and the tax notes should be deducted there­
from in an amount equal to their tax payment value 
at the balance-sheet date.
Discussion
“United States Treasury Tax Notes, Tax Series 
A-1943 and B-1943, have been authorized and issued 
under a ‘Tax Savings Plan’ for the stated purpose of 
making it easier for taxpayers to meet the increasing 
taxes required by’ the National Defense Program. 
Taxpayers may purchase the notes while income is 
accruing for use as a medium of payment of the in­
come and excess profits taxes subsequently falling due. 
The notes are issued in the name of the purchaser; 
they cannot be transferred or used as collateral. They 
may be redeemed at the purchase price on or before 
maturity; no advance notice of redemption is re­
quired as to Series A while Series B may be redeemed 
sixty days after date of issue on thirty days’ notice. 
After three months from date of issue, but not before 
January 1, 1942, the notes may be surrendered by the 
purchaser to a collector of internal revenue in pay­
ment of current or back federal income and excess 
profits taxes. The tax-payment value increases, be­
ginning January 1, 1942, from month to month to 
maturity.
“The plan under which the notes are issued is 
designated by the United States Treasury Department 
as a ‘Tax Saving Plan’; the purchase of such notes 
is, as a practical matter, a temporary investment, at 
a low yield, in securities which are designed to be 
used as tax-paying media. It is clearly proper that 
they be treated like any other temporary investments 
and that as such they be shown in the current asset 
section of the balance sheet.
“In making the purchase it is obviously the inten­
tion of the purchaser to use the notes to pay the taxes 
since he receives no interest or other advantage unless 
the notes are so used; some purchasers will doubtless 
view the transaction as being, to all intents and pur­
poses, an advance payment of the tax. On the basis 
of this practical aspect of the situation, and in the 
absence of evidence of a contrary intent, or require­
ments under applicable bond indentures or preferred 
stock agreements, it is permissible, and in accordance 
with good accounting practice, that the notes be 
shown in the current liability section of the balance 
sheet (to the extent of the accrued liability for such 
taxes) as a deduction therefrom. The full amount of 
the accrued liability should be shown with a deduc­
tion for the tax payment value of the notes at the 
date of the balance sheet.
“Having purchased the notes for the purpose of 
discharging his tax liability, it is possible that the 
purchaser may, as a result of changed circumstances, 
decide to use the notes for other purposes. In this 
situation, i.e., if at the date of the balance sheet or at 
the date of the independent auditor’s report, there is 
evidence that the original intent has been changed, 
the notes should be shown in the current asset section 
of the balance sheet. In addition, the notes should be
10American Institute of Accountants, Accounting Research Bul­
letin No, 14, “Accounting for United States Treasury Tax Notes,” 
Jan. 1942.
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so shown if required under applicable bond inden­
tures or preferred stock agreements.
“It is a general rule of accounting that the offset­
ting of assets against liabilities in the balance sheet 
is improper and it is recognized that the purchase 
of the tax notes is not, technically, a payment or dis­
charge of the tax liability. It is not intended that 
the permissible accounting procedure of showing the 
notes as a deduction from the tax liability is to be 
interpreted as in any way relaxing or modifying the 
general rule against offsetting. However, if account­
ing is to be of maximum usefulness in the conduct of 
business, recognition must be given to the practical 
aspect of the situation. On this basis the purchase 
of the notes may be treated as in substance a prepay­
ment of the tax. The deduction from the tax liability 
is permissible because of the peculiar circumstances 
attendant upon the purchase of the notes, and is not 
to be construed as warranting offset accounting in 
other situations.
“So long as it is the intent of the purchaser to use 
the notes in payment of the tax they should be shown 
at their tax-payment value. The increment should 
be reflected as interest in the income statement but 
it is not intended that this recommendation be inter­
preted as in any way relaxing or modifying the gen­
eral rule against recognition of income based on mere 
intent. Ordinarily this increment would be rela­
tively immaterial so that the purchaser may defer 
recognizing it as income until the notes are applied 
ih payment of taxes due. Where there is evidence of 
changed intent they should be stated at the purchase 
price, i.e., the surrender value.”
Since the publication of Accounting Research Bul­
letin No. 14 containing the comment on interest as 
stated in the last paragraph above, the Bureau of In­
ternal Revenue has ruled that interest on such notes 
accrues only when constructively received by the pur­
chaser or his estate through acceptance of the notes 
and accrued interest thereon by the Collector of 
Internal Revenue in payment of taxes.11
6. Investments are exchanged for other securities in 
a “blanket” transaction.
A court decision dealing with the procurement of 
securities in exchange for an issue of bonds is perti­
nent to the subject of investments only in a negative 
sense. Such a decision was rendered by the U. S. 
District Court for the District of New Jersey on June 
14, 1941,12 in the case of American Smelting and Re­
fining Company v. United States. The plaintiff in 
this case issued its first mortgage bonds in exchange 
for certain securities. The value of the securities re­
ceived, based upon New York Stock Exchange quota­
tions, was less than the face amount of bonds issued. 
The plaintiff, as a taxpayer, claimed that the differ­
ence constituted bond discount which should be 
amortized over the life of the bonds. The Commis­
sioner of Internal Revenue refused to allow such a 
deduction. The Court upheld the Commissioner. The
reviewer, James L. Dohr, believes the Court made an 
unwise decision.
This is pertinent to the subject of investments only 
in that it reveals that in such a case the difference 
between the par of the bonds issued and the market 
value of the securities received in exchange therefor is 
not treated as a premium on the securities acquired 
as an investment.
7. The securities are owned by a special type of enter­
prise such as an investment trust.
Since a separate section on investment trusts is in­
cluded in this refresher material, that phase of the 
subject “investments” is not covered in the section on 
investments and funds.
8. Assessments are made against stock held as an 
investment.
There is nothing new in procedure, or in account­
ing treatment of stock assessments, that justifies con­
sideration here.
9. Securities are used as collateral for loans.
There seems to be nothing new in this category of 
investments. The accounting principles that have 
prevailed in the past are rather simple and hence need 
no special attention.
10. Dividends are received in the form of stock or 
bonds.
Accounting literature has been enlivened greatly 
in the war period by reports of court decisions on 
stock dividends, by theoretical articles, and by a pro­
nouncement thereon from the committee on account­
ing procedure of the American Institute of Account­
ants. One observes in several places a tendency to 
depart from the doctrine of Eisner v. Macomber. 
Some interesting ideas are reflected in the references 
cited and quoted below.
The United States Supreme Court in three cases in 
1942 sustained its five-to-four decision in the Eisner v. 
Macomber case of 1920 that common stock dividends 
on common stock were not taxable as income to the 
recipient thereof.13 In sustaining the famous decision, 
however, eight of the nine justices left very definitely 
the impression that they would rule as constitutional 
(not violating the Sixteenth Amendment) an Act of 
Congress to tax stock dividends to the recipient if 
Congress should in the future enact such legislation. 
The majority of the judges said they could not do 
otherwise than support the Eisner v. Macomber deci­
sion at this time because since the time of that decision
11I. T. 3538; 1942-11-11023.
12Reviewed in “Findings and Opinions” department of The 
Journal of Accountancy, Aug. 1941, p. 186.
13J. Marvin Haynes; “Implications of Recent Supreme Court 
Decisions on Stock Dividends,” in L. R. B. and M. Journal, 
June 1943, page 28. For a review of the legal aspects of all three 
cases by James L. Dohr, see The Journal of Accountancy, May 
1943, pp. 466-467.
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Congress had passed laws adopting the principle then 
enunciated. Until Congress passes a law rendering 
stock dividends taxable the Court will not be able to 
reverse its former decision of 1920.
In an article entitled “Legislation and Litigation in 
re Stock Dividends,” William L. Ashbaugh14 * *in dis­
cussing another Supreme Court decision on stock divi­
dends (Helvering v. Griffiths, March 1, 1943) says, 
among other things, in a well-prepared treatise, “It 
would be regrettable if the government should spon­
sor legislation to attempt to tax any amount as income 
representing distributions of common stock on com­
mon stock, and it is hoped that the Griffiths litigation 
was founded upon a desire finally to terminate this 
question.”
Mr. Ashbaugh closes with these observations:
“If the Treasury was impelled by the theory that 
the Macomber decision should be upset, and if further 
legislation is to be sponsored in that direction, it is 
likely to prove futile. For many years the revenue 
laws have provided that a recapitalization is a re­
organization; also that an exchange of common stock 
for common stock in the same corporation is not 
taxable to the shareholders. Therefore, if the Treas­
ury persuades Congress that as a prospective measure 
an attempt should be made to tax as income any 
amount in respect of distributions of common stock 
on common stock, there is no likelihood that even 
if the Supreme Court should uphold such a provision 
it would produce any substantial amount of revenue 
to the Treasury. In that event, instead of a stock divi­
dend the corporation would probably recapitalize, 
issuing, say two shares of no-par common stock in 
exchange for each share of par-value common stock 
and restating the amount of the capital; or merely 
transfer from surplus to capital or capital surplus 
such amount as they deem advisable.”
A consideration of the accounting aspects of stock 
dividends falls primarily under the general subject of 
capital stock or surplus. Certain phases of the topic, 
however, are related to investments held as assets by 
a corporation. In other words, the recipient of stock 
dividends must be guided by sound principles and 
procedures of accounting comparable to those apply­
ing to the declarer of such dividends.
The committee on accounting procedure of the 
American Institute of Accountants issued a pro­
nouncement covering both aspects of the subject in 
1941.15 After defining stock dividends the bulletin, in 
section II, presents a “Statement of Accounting Prin­
ciples as to the Corporate Recipient.” Only the latter 
is of importance here.
The conclusion is expressed in these terms:
“(1) An ordinary stock dividend is not income from 
the corporation to the recipient in any amount.
“ (2) Upon receipt of such a dividend, the cost of the 
shares previously held should be allocated equitably 
to such shares and to the shares received as a stock 
dividend.”
In the discussion, the committee mentions some of 
the arguments in favor of and some against consider­
ing such dividends as income. It quotes from the 
well-known decision of Mr. Justice Pitney in Eisner 
v. Macomber, 252 U. S. 189, wherein it was held 
that stock dividends are not income under the Six­
teenth Amendment, and concludes with these ob­
servations:
“As against these basic facts, the arguments in favor 
of treating stock dividends as income are not con­
vincing and, in the last analysis, as previously stated, 
are largely arguments in favor of recognizing cor­
porate income, as it accrues to the corporation and 
before any distribution, division, or severance, as 
being income to the stockholder. Perhaps the atmos­
phere would be clarified if some term other than 
‘dividend’ were used in connection with the issuance 
of additional shares to represent the capitalization of 
earned surplus.
“Since the ordinary stock dividend is not income to 
the recipient, it follows that a stockholder’s interest 
in the corporation remains unchanged except as to 
the number of share units constituting such interest. 
The recipient should therefore regard the dividend 
as merely adding to the number of share units held. 
The cost of the shares previously held should be allo­
cated equitably to such shares and to the shares 
received as a stock dividend. In the ordinary case, 
the allocation is made and the adjusted cost per share 
is determined by dividing the original cost by the 
aggregate holding including the dividend shares. 
When original shares or dividend shares are disposed 
of, a gain or loss is determined on the basis of the 
adjusted cost per share.”
Under date of October 7, 1943, the New York 
Stock Exchange issued a “Statement on Stock Divi­
dends” in which it quoted from Accounting Research 
Bulletin No. 11 of the American Institute of Ac­
countants and concluded with this sentence, “The 
Exchange has modified its policy, as previously ex­
pressed in reports adopted in September 1929 and 
1930, to conform to this position.”
H. W. Bordner in 1942 prepared a criticism of 
Bulletin No. 11 of the committee on accounting pro­
cedure of the American Institute of Accountants 
dealing with stock dividends. The main point of 
attack is on the lack of consistency in treatment of 
such dividend by the issuer and the recipient. After 
some discussion the author says:16
“The treatment of stock dividends as income is 
consistent with the entity of a corporation, and in 
fact emphasizes that view; the stockholder has some­
thing he did not have before—this view is directly
14The Journal of Accountancy, July 1943, pp. 11-13.
15American Institute of Accountants, Accounting Research Bul­
letin No. 11, “Corporate Accounting for Ordinary Stock Divi­
dends,” Sept. 1941.
16Howard W. Bordner: “Corporate Accounting for Ordinary 
Stock Dividends,” in The Arthur Andersen Chronicle, July 1942, 
pages 139-144.
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opposed to the investor looking through the corpo­
rate entity and accruing income as earned before 
distribution.
“The refusal to recognize stock dividends as income 
also raises certain problems of inconsistency that can­
not be explained away. Some of these problems are 
as follows:
“(1) An investor is permitted to recognize as 
income at market value dividends from accumulated 
earnings paid in stock of another company. It is 
impossible for him to differentiate between such a 
dividend and a stock dividend.
“ (2) A holder of preferred stock who receives com­
mon stock of the company in payment of dividends is 
required to treat the market value of the stock re­
ceived as income under present income tax laws and 
regulations. It is impossible to logically differentiate 
between such a dividend and a stock dividend on 
common stock paid in common stock. The income tax 
laws seek to differentiate between the two types of 
dividends based on whether or not there is a result­
ant change in interest in the corporation, but this 
distinction has no practical significance.
“ (3) A common stockholder may receive a cash 
dividend that is properly considered as income to­
gether with a stock purchase right entitling him to 
subscribe for shares of new stock on a basis that will 
exactly require the use of all the cash received as a 
dividend. His final status would be the same as 
though the stock purchased had been received as a 
stock dividend. It would be illogical to permit such 
a cash dividend to be treated as income if it is held 
that a stock dividend is not income; yet there is 
probably nobody that would take this view.
“ (4) When a stockholder has the option of taking 
cash or stock as a dividend it is impossible to tell 
an investor that he receives income only if he elects 
to receive cash. Many accountants would permit the 
investor in such a case to treat the stock received as 
income. It is impossible to differentiate this case from 
an ordinary stock dividend.
“I believe, therefore, that stock dividends should 
be recognized as income to the investor after con­
sideration of the same criteria as govern the treatment 
of cash dividends as income plus consideration of 
whether in fact after such dividend the original stock 
is actually worth as much as it cost (otherwise the 
loss should be recognized). If this is combined with 
the acceptance of the principles of the Institute com­
mittee governing the accounting for stock dividends 
by the issuer, I can see no harmful results.”
Although most authors in considering whether or 
not stock dividends constitute income approach the 
question with reference to the application of income 
tax laws, Thomas York approaches the subject as a 
general accounting proposition from a general busi­
ness point of view under the caption, “Stock and 
Other Dividends as Income.”17 His point of departure 
is a quotation from the decision of the Supreme 
Court of the United States in the case of Koshland v. 
Helvering (298 U. S. 441), sometimes called the 
“different interest” rule or test, namely:
“On the other hand, where a stock dividend gives 
the stockholder an interest different from that which 
his former stock holdings represented he receives 
income. The latter type of dividend is taxable under 
the Sixteenth Amendment.”
Mr. York first lays a background for a discussion 
of the nature of stock dividends by examining care­
fully the distinctions between several classes of stock. 
First he draws a sharp distinction between the two 
fundamental classes of stock, namely, non-participat­
ing preferred stock and common stock. The ordinary 
share of preferred stock, he says, “is essentially a 
money claim against the issuing corporation for 
dividends while the corporation is a going concern 
and for principal or liquidation price upon its being 
wound up and dissolved.” In contrast he points out 
that “A share of common stock can in no sense be 
regarded as a money claim. It merely represents . . . 
an undivided fractional interest in, or a uniform 
proportional part of, the entire corporate property 
such as it happens to be, subject, however, to the 
prior money claims of creditors and preferred stock­
holders.”
“The fact that non-participating preferred stock 
constitutes a security sui generis, more closely, how­
ever, resembling bonds than common stock, is largely 
overlooked or ignored. All too frequently a tendency 
is evinced to consider preferred and common stock­
holders as substantially constituting a single class, in 
general denominated ‘stockholders.’ ... It is over­
looked that the right to prior payments accorded to 
preferred stock and the limitation of the amount of 
such payments which such prior right necessarily im­
plies, renders such stock a fundamentally different 
type of security from common stock.”
Failure to observe this distinction between pre­
ferred and common stock is the cause of much of the 
confusion that exists as regards the respective rights 
of the two classes of stockholders.
After considering at some length these aspects of 
the subject, Mr. York asserts that “all stock dividends 
may be grouped into the following two general classes: 
“1. Dividends declared in any class of stock on pre­
ferred stock.
“2. Dividends declared in any class of stock on com­
mon stock.
“This two-divisional grouping furnishes the basis 
for a logical approach to the consideration of the 
question as to which stock dividends may fairly be 
regarded as income to the recipients and which may 
not be. It will be observed that the grouping is en­
tirely predicated upon the difference in the classes 
of stocks on which stock dividends are declared. As 
will be learned in the course of this discussion, the 
type of stock in which the dividend is declared is not 
a factor in the determination of which stock dividends 
are, and which are not income.
“It requires no extended argument to show that17
The Accounting Review, Sept. 1940, pp. 380-393.
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the first of the foregoing types of stock dividends, 
that declared in any kind of stock on preferred stock, 
is income to the preferred shareholders under all 
circumstances.”
In supporting his division of all stock dividends 
into two general classes, the author makes several 
pertinent analyses and observations, among which 
are the following, which seem to contain the major 
points:
“A dividend on preferred stock, like interest on 
bonds or any other form of corporate obligation, is 
essentially compensation for the use of money loaned, 
and it is immaterial in what form it is paid so far 
as the question of its constituting income to the re­
cipient is concerned. Like interest on bonds, divi­
dends of whatever kind on preferred stock represent 
losses to the common stockholders, owners of the 
residual interest, but pure gains to the preferred 
stockholders. . . .
“In numerous instances preferred stockholders are 
entitled to a so-called optional dividend. They have 
the right to demand, in lieu of a stipulated amount 
of cash dividends, a certain number of shares of a 
specified class. It is evident, however, that when a 
preferred stockholder exercises his option and takes 
stock in place of cash, the transaction cannot be re­
garded in its entirety as a stock dividend. From the 
moment the directors declare such optional dividend, 
the corporation incurs a cash liability, and if a pre­
ferred stockholder subsequently  elects to take stock 
in lieu of cash because its current market value is 
greater than the cash dividend credit, he in effect 
applies the credit against the subscription price for 
the stock. An optional dividend of this nature thus 
consists of a cash dividend coupled with a subscrip­
tion privilege, which is similar to ordinary stock 
rights save for its lack of transferability and its not 
being evidenced by certificates or warrants. Such 
dividend is, accordingly, not a stock dividend, since 
as already pointed out, a stock dividend is in effect an 
involuntary cash subscription to stock. But in any 
event when the preferred stockholder, in an optional 
dividend, takes stock instead of cash, it is clearly in­
come to him.”
The author concludes his discussion of preferred 
stock with the following summary, “It does not mat­
ter of what rank preferred stock may be, whether 
senior or junior to another preferred issue; a stock 
dividend declared on it is income.” He adds, how­
ever, that “Where stock is preferred only as to divi­
dends but not as to principal or liquidation payment, 
or vice versa, where its right to prior payment ap­
plies only to the liquidation payment, there appears 
to be no method of absolutely determining whether 
a stock dividend upon it is or is not income.”
Proceeding to a consideration of the second class 
of dividends—those declared in any class of stock on 
common stock, Mr. York reminds the reader of “the 
obvious fact that by reasons of their interest being 
the residual one, the gain which common stockhold­
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ers acquire individually when they receive a dividend 
is completely canceled by the loss they sustain in 
consequence of the reduced value of their respective 
interests in the corporation. As already pointed out, 
there is in this respect a wide difference between the 
position of the common stockholders, on the one 
hand, and the position of those who own any form 
of prior interest in the corporation, bondholders 
and other creditors, and also preferred stockholders. 
The interest and dividends received by the latter 
groups is an unqualified gain to them, since it is not 
offset by any loss in the value of their interest or 
prior equities by reason of the receipt of such pay­
ments. But the very opposite is true of dividends of 
any kind distributed to common stockholders.”
These conclusions are reached subject to some 
additional comments regarding the inadequacy of 
our taxing methods to reach the income accruing 
to common stockholders when applied only as divi­
dends are received in cash:
“On the basis of the foregoing discussion, the fol­
lowing two generalizations may be made, by way of 
summarizing the entire situation with respect to the 
nature of dividends in general, and stock dividends in 
particular, from the point of view of whether they 
are income or not:
“First, all kinds of dividends, including all types 
of stock dividends, are income when declared on 
preferred stock.
“Second, all kinds of dividends, including all types 
of stock dividends, are not income when declared on 
common stock.
“These generalizations are true irrespective of 
whether the dividend in question is charged to an 
existing earned surplus, or to paid-in surplus in the 
absence of an earned surplus (due either to lack of 
accumulated earnings or to the previous capitalization 
of an existing earned surplus), or whether it is 
charged to and impairs the stated capital, even if the 
latter partially represents accumulated earnings in 
consequence of the previous capitalization of earned 
surplus. The same generalizations apply to all priv­
ileges issued to stockholders to subscribe for stock, 
or to purchase property or corporate obligations, 
below market value. Any such 'rights’ issued to pre­
ferred stockholders are income to these stockholders; 
and those issued to common stockholders are not in­
come to them.”
11. Stock rights are received.
The problems created by the receipt of rights to 
subscribe for additional shares of stock are similar 
in many respects to those arising from the receipt of 
stock dividends. No important developments have 
been reported recently from regulatory bodies, in­
ternal revenue bureau or other sources relative to 
the status of stock rights. It may be assumed, there­
fore, that in such realms and also in estates and 
trusts, the treatment of stock rights received follows 
the practices and principles that have prevailed for
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some time, as presented in several text and reference 
books and articles.18
12. There is a marked fluctuation in the market price 
of securities.
As in former years, fluctuations in the market price 
of securities are not reflected from month to month 
in the accounts of the owner thereof. The annual 
balance sheet, however, reflects price changes if the 
policy is adopted of valuing such items at market, 
or at cost or market whichever is lower. Dealers in 
securities are permitted to use either of these meth­
ods of pricing or cost price in balance sheet presen­
tation. The ordinary industrial concern, however, 
normally carries investments at cost, ignoring price 
fluctuations.
13. Declaration of war causes securities issued by 
foreign governments to become valueless, or 
nearly so.
If a corporation holds foreign securities of any 
type either as a temporary or a long-term investment, 
such security inevitably diminishes in value if there 
is a declaration of war that involves the country or 
countries concerned. In such an emergency a tem­
porary investment might become a long-term invest­
ment of doubtful value. Any of the securities that 
became worthless would be written off in the usual 
manner. During the period of uncertainty adequate 
reserves should be created against a decline in value.
If the investment of a corporation in foreign se­
curities happens to be of such a nature and in such 
an amount as to give it control of a foreign corpora­
tion, a number of additional problems arise, including 
the rate of exchange to use in converting the invest­
ment for purposes of preparing a consolidated balance 
sheet, how to record profits, losses, and dividends, 
and how to value the investment if the properties of 
the foreign corporation are in enemy territory or are 
partially destroyed.
Even before the United States entered the war the 
situation in other countries caused a serious problem 
to arise in dealing with matters of foreign exchange. 
On October 19, 1939, the committee on accounting 
procedure of the American Institute of Accountants 
was asked by the executive committee of the Institute 
to study “the question of treatment of foreign busi­
ness operations of United States corporations in view 
of present disturbed conditions.” The committee, 
recognizing the urgency of the situation, issued its 
pronouncement in December, 1939, as Accounting 
Research Bulletin No. 4. Some of the material con­
tained therein deals with subjects other than invest­
ments and are treated elsewhere in this series of 
topics. The recommendations of the committee on 
investment phases, however, are included in para­
graph 6 (page 30) as follows:
“6. The following procedures are among the pos­
sible ways of providing adequate disclosure of 
information relating to foreign subsidiaries:
“ (a) To exclude foreign subsidiaries from con­
solidation and to furnish: (1) statements in which 
only domestic subsidiaries would be consolidated; 
and (2) as to foreign subsidiaries, a summary in 
suitable form of their assets and liabilities, their 
income and losses for the year, and the parent com­
pany’s equity therein. The aggregate amount of in­
vestments in foreign subsidiaries should be shown 
separately, and the basis on which the amount was 
arrived at should be stated. If these investments in­
clude any amount of surplus of foreign subsidiaries 
and such surplus had previously been included in 
consolidated surplus, the amount should be separately 
shown or earmarked in stating the consolidated sur­
plus in the statements here suggested. The exclusion 
of foreign subsidiaries from consolidation does not 
make it permissible to include intercompany profits 
which would be eliminated if such subsidiaries were 
consolidated.
“(b) To consolidate domestic and foreign sub­
sidiaries as hitherto, and to furnish in addition the 
summary described in (a) (2) above.
“ (c) To furnish: (1) complete consolidated state­
ments, and also (2) consolidated statements for do­
mestic companies only.
“ (d) To consolidate domestic and foreign sub­
sidiaries as hitherto, and to furnish in addition parent 
company statements showing investment in and 
income from foreign subsidiaries separate from those 
of domestic subsidiaries.”
14. The corporation or unit of government issuing 
bonds defaults in payment of interest, or prin­
cipal.
Default in payment of interest or principal by a 
mortgagor according to most trust indentures is 
sufficient cause for initiation of foreclosure proceed­
ings by the holder of the bonds. At times the holder 
acts with other bondholders through a committee for 
protection of bondholders. Such procedure is usually 
accompanied by an exchange of bonds with the 
committee for a certificate of deposit (of bonds). At 
some time subsequently, the original bonds are re­
turned to the holder or some other securities are 
returned in lieu thereof, depending on the success 
of the issuing corporation and the apparent soundness 
of its financial structure. Proper recording, reporting, 
and evaluating of the bonds or other evidences of 
debt constitute the main accounting problems in 
such cases.
Nothing especially new has developed recently in 
accounting principles or procedures relative to such 
situations. One case has arisen, however, which has 
a bearing on the subject.
An opinion of the Securities and Exchange Com­
18See, among others, the Accountants’ Handbook, 3rd ed., 
edited by W. A. Paton (New York: Ronald Press Co., 1943) , 
pp. 475-476.
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mission19 in 1942 relative to interest on defaulted 
bonds applied specifically to investment trusts, but 
its principles could be applied to a non-financial busi­
ness whose officers might be inclined to speculate to 
the extent of buying bonds with interest in default. 
In the specific case referred to in the release the 
investment company purchased at a “flat” price of 
$260,000, $1,000,000 principal amount of bonds with 
attached defaulted interest coupons amounting to 
$250,000. The company subsequent to the purchase 
received an interest payment of $40,000 on account of 
defaulted interest coupons for the period prior to 
the purchase. The question was raised as to the 
treatment by the investment company of the $40,000.
The opinion stated, among other things, this basic 
principle:
“Under such circumstances the bond and defaulted 
coupons should be treated as a unit for accounting 
purposes, and collections on account of the defaulted 
interest coupons should be treated not as interest on 
the sum invested, but rather as repayments thereof. 
Moreover, in view of the uncertainty of eventually 
receiving payments in excess of the purchase price,
. . . ordinarily no part of any payment, whether on 
account of principal or the defaulted interest, should 
be considered as profit until the full purchase price 
has been recovered. . . . After payments are received 
on account of the principal and defaulted interest in 
an amount equal to the purchase price, any further 
collections thereon should be treated . . . not as 
interest, but as profit on securities purchased.”
Accounting Series Release No. 36 referred to above 
met with disapproval of investment companies and 
of some accountants, after they had had an oppor­
tunity to examine its contents.20 The National Asso­
ciation of Investment Companies, after careful con­
sideration of the matter, decided to request that the 
release be modified, and at a meeting of the Com­
mission on December 29, 1942, representatives of 
the Association suggested the following amendment:
“When an investment company receives a payment 
of interest on bonds of a domestic corporation which 
at the time of acquisition were, and still are, in de­
fault as to any interest payments, the payment re­
ceived may be treated as income to the recipient 
irrespective of the period to which it may have been 
allocated by action of the debtor or any court or 
other authority ordering such payment, subject to 
the following:
“ (1) The payment shall have been earned by the 
obligor company, as indicated by court order or other 
evidence.
“ (2) The aggregate amount of such payments in­
cluded in income must not exceed interest at the 
coupon rate on the face amount of the bond for the 
period during which the bond has been held.
“ (3) The weight of evidence available to the 
holder at the time of receipt of such payment shall 
indicate that the recovery of the cost of the bond
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(less any credits thereto) is not in substantial 
jeopardy.
“ (4) Amounts so included in income shall be segre­
gated in a separate item in the income statements.
“In respect of interest payments on defaulted cou­
pons of obligations of a foreign country, state, or 
municipality, or any political subdivision of such 
foreign country, such payments may be treated as 
current income, provided that the conditions and 
limitations set forth above in items 3 and 4 are met, 
and provided further that the aggregate amount of 
such payments included in income must not exceed 
interest at the coupon rate on the face amount of the 
bond, or at any adjusted rate, whichever is lower, for 
the period during which the bond has been held.”
An advisory committee of the American Institute 
of Accountants had reviewed this proposal at the 
request of the investment company group and had 
expressed the following opinion, which was trans­
mitted to the SEC:
“It is believed that strict application of the main 
principle enunciated in Accounting Series Release 
No. 36 would not in every case result in an equitable 
allocation of the receipts of interest on defaulted 
bonds between investment cost and income. We think 
it would be reasonable to permit exception to the 
main principle in special cases where all of the 
conditions recited in the attached statement are 
satisfied.” (The conditions referred to are those stated 
in the four numbered paragraphs above.)
It was reported on January 5th that the Commis­
sion had decided not to approve any modification of 
Accounting Series Release No. 36. The question of 
the extent to which any deviation from the recom­
mended procedure may be acceptable to the Com­
mission remains, therefore, a subject of conjecture.
15. There are short sales of securities on the stock 
exchange.
Accounting treatment for short sales is well es­
tablished and it seems that nothing new has de­
veloped recently on this subject.
16. A demand arises within the ranks of accountants 
or elsewhere for a different type of presentation 
or disclosure of investments or earnings therefrom 
in financial statements.
A number of illustrations of this type of situation 
might be cited, but there are only two that are of 
recent development. One is the treatment of the 
Treasury Tax Notes as deductions from the liability 
for federal taxes on the balance sheet. This is dis­
cussed under item 5 above. The other is the location 
in the balance sheet of United States Bonds received 
as evidence of a postwar credit for excess profits taxes. 
It also is discussed as part of item 5 above.
19Accounting Series Release No. 36, Nov. 6, 1942.
20As revealed in an editorial, “Interest on Defaulted Bonds,” in
The Journal of Accountancy, Feb. 1943, pp. 101-102.
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CHAPTER 7
TANGIBLE FIXED ASSETS
By William D. Cranstoun
THE application of accounting principles to the treatment of tangible fixed assets begins with recording their acquisition and ends with the record 
of their final disposition. The application of the prin­
ciples is evidenced throughout by the amount or value 
at which these assets are carried on the balance sheet 
and by the amounts included in the income state­
ment representing the allocation of cost over the 
period of their useful life.
One interpretation of the basic principle involved 
was set forth in a statement on accounting principles 
prepared by the executive committee of the Ameri­
can Accounting Association, issued in June, 1941, 
in these words:1 “Factors of production and other 
resources of an enterprise are measured at the date 
of acquisition by costs incurred or amounts invested, 
on a cash or cash-equivalent basis, and at later dates 
by the balances of costs incurred or amounts invested 
after taking into account the effects of operation and 
other subsequent events.”
There is some doubt as to whether the last clause 
in this quotation is entirely in accord with present 
thought, which holds that, although depreciation or 
amortization for a year may properly take into con­
sideration occurrences during the year, it is not in­
tended to be a measurement of all such occurrences 
and that depreciation accounting is a process of allo­
cation, not of valuation.2
The processes of accounting are largely directed to 
showing the effect of “operation and other subsequent 
events” by matching all costs in appropriate fashion 
against revenues. In order to make this possible these 
processes are first concerned with proper recording 
of costs and then with the determination of a suitable 
method, or methods, for their allocation against reve­
nues. Costs cannot be allocated against revenues fairly 
unless they are recorded correctly, and it is essential 
for proper allocation that all cost factors requiring 
distinctive methods of allocation be recorded sep­
arately. This chapter will, therefore, be devoted to a 
discussion of two problems; first, recording costs of 
tangible fixed assets and, second, distributing such 
costs against revenues.
Tangible fixed assets are considered to be those 
assets used by a business in production of goods or 
services and are thus distinguished from assets held 
for sale. The term, as used in this chapter, will be 
considered to represent land, buildings, machinery 
and equipment, including wasting assets, such as min­
eral deposits and standing timber. Intangible assets, 
such as goodwill, patents, and trade marks, and tangi­
ble assets such as real estate and buildings held merely
as temporary investments, will be excluded. They 
are subject to accounting procedures different from 
those applied to assets used in production of goods 
or services.
Although no important change in accounting pro­
cedures relating to fixed assets has occurred in the 
past four or five years, accepted principles have had 
to be applied to new situations arising out of war 
production requirements. During these years, too, 
ideas on depreciation accounting have been clarified 
through public discussion and through accounting 
research bulletins issued by the committee on 
accounting procedure of the American Institute of 
accountants. These will be referred to later.
Land, Buildings, Machinery and Equipment
Omitting from consideration for the present those 
enterprises having to do with wasting assets, such as 
minerals, gas and oil, or timber, the fixed assets which 
we are discussing cover a wide range of property 
and their costs may include cost of physical units, 
construction and installation cost, and an apportion­
ment of indirect expense. These assets are variously 
classified for administrative purposes and for record­
ing in the books of account. Proper classification is 
important for the reason previously mentioned, that 
costs may be rationally allocated against revenues. 
The primary classifications of fixed assets are usually 
land, buildings, and equipment.
Land, for the purposes of this discussion, is limited 
to sites of buildings used in the operation of a busi­
ness and the land which is itself used in connection 
with those operations, such as yards and storage space. 
Lands representing utility rights-of-way and land 
covering mineral deposits or on which timber is lo­
cated, as well as farm lands, are excluded from 
consideration.
The general term “buildings” frequently embraces, 
not only the buildings housing operations but other 
improvements of a closely related type. These are 
listed in the Accountants’ Handbook3 as:
Fixed containers (such as grain elevators).
Structures facilitating operations, not buildings 
in a narrow sense (such as wharves, dams, trestles, 
retaining walls, etc.).
1American Accounting Association, “Accounting Principles 
Underlying Corporate Financial Statements,” The Accounting 
Review, June 1941, pp. 133-9.
2American Institute of Accountants, Accounting Research 
Bulletin No. 20, November 1943, p. 167.
3Accountants’ Handbook, 3d ed., edited by W. A. Paton (New 
York: Ronald Press Co., 1943), 1461 pages.
Copyright 1945 by American Institute of Accountants
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Fixtures and attachments of a permanent character 
with a useful life comparable to that of the struc­
ture to which they are attached (piping, wiring, 
and other special features).
Drains, sewers, conduits, and tunnels.
There is little need to record separate costs for those 
assets physically associated with a structure whose an­
ticipated lives are the same as that of the structure.
The term “equipment” embraces a wide range of 
fixed assets within the limit of those we are now con­
sidering, in fact, everything not properly described 
as land or included in the general term “buildings.” 
Subordinate classifications would include such groups 
as the following:
(a) Machines and devices employed in production.
(b) Delivery equipment.
(c) Dies and patterns.
(d) Small tools.
(e) Office furniture and mechanical devices, such 
as typewriters and calculating machines.
 All tangible fixed assets now being considered, ex­
cept land, have this characteristic in common, they 
are required for and are used in the production and 
distribution of goods and services. Their life is limited 
and their usefulness for these purposes expires by 
reason of:
(a) The passage of time.
(b) The wear and tear occasioned by use.
(c) Accidents.
(d) Obsolescence.
Recording Acquisition
Cost is now generally accepted as the basis of fixed 
asset accounting, at least under normal conditions 
and for general purpose accounting.4 The committee 
on accounting procedure made a pronouncement to 
that effect in April, 1940. The bulletin in which this 
pronouncement was made recognized, however, that 
in the case of some companies fixed assets were car­
ried at appreciated values, and expressed strongly 
the opinion that depreciation charges relating to 
appreciation should be charged to income.
Variations from the basis of historical cost, insofar 
as accounting for industrial enterprises is concerned, 
are usually limited to cases in which quasi-reorgani­
zations have occurred, or those in which the practice 
of a past period survives as to part, at least, of its 
fixed assets.
Although the basis of fixed asset accounting may 
be considered as fairly established, many problems 
arise in recording cost. That is not only because of 
the nature of the consideration given for their acquisi­
tion, but, in many instances, because established cost 
attaches to a group of assets consisting of dissimilar 
elements. In such cases, need to break down total
cost is apparent in order that provision for deprecia­
tion may be intelligently estimated.
Assets are usually acquired for cash, or its equiva­
lent, or in exchange for capital stock. Those acquired 
for cash include direct purchases of complete units and 
units constructed by the company. In the former 
case, some additional costs for installation or adapta­
tion may be incurred directly by the company.
Assets Acquired for Cash
When assets are purchased from outsiders for cash, 
or its equivalent, problems arise as to recording cost 
only when the consideration covers a group of assets. 
Then the necessity of appropriating the cost against 
the units or classes of units acquired presents itself. 
The solution may be found in various expedients. In 
some cases, the assets acquired may have belonged 
as a whole to another enterprise, and information as 
to their relative original costs and as to depreciation 
reserves shown by the records of the previous owner 
may be available and may serve as a guide in dis­
tributing cost among the various units. In the case 
of the purchase of new equipment, broken down costs 
can usually be obtained if efforts are made to that 
end. There remain, however, many situations in 
which the only expedient available is to appraise the 
various assets acquired and to apportion total cost 
to the several units in the ratios indicated by the 
appraisal.
An entire series of problems arises when fixed assets, 
instead of being acquired by purchase, are constructed 
or manufactured by the company which is to use 
them.
The initial difficulty where accounting methods 
have not been designed to care for such a situation, 
is to provide means to determine the cost of the new 
project. The accounting forms and procedures used 
for the normal type of transactions must be supple­
mented, or modified, to facilitate the segregation and 
collating of expenditures relating to capital expendi­
tures.
The adoption of a work order form, to be filled out 
at the inception of a project, is of prime importance. 
The work order records the authority for the project, 
a description of the work to be performed, cost esti­
mates and other particulars, in sufficient detail to 
permit comparison of actual cost with estimated cost 
as to any desired subdivision or classification of ex­
penditure.
Subsidiary accounts should be scheduled to accumu­
late the details by these classifications, and suitable 
instructions should be issued to all departments con­
cerned so that payrolls, material requisitions and all 
other underlying records and forms will furnish prop­
erly classified data.
4George O. May, Financial Accounting, (New York: Macmil­
lan Co., 1943), p. 108.
James L. Dohr, “Cost and Value,” The Journal of Account­
ancy, March 1944, p. 193.
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Unless all costs pertaining to the construction job 
are segregated and suitably classified, some part of 
the expenditures may burden regular operating re­
sults and distort income for the period. On the other 
hand, if costs are not fully identified and recorded, 
future periods will be favored by reason of reduced 
depreciation charges.
A company carrying on its own construction must 
decide what part, if any, of general overhead shall be 
capitalized and whether or not an equivalent of con­
tractor’s profit is to be added to cost. General ac­
counting opinion as to industrial enterprises, which 
are here considered, not only disapproves of adding 
profit, but limits cost to expenditures which are 
directly applicable to the improvement project. Capi­
talization of any part of general and administrative 
expense which would have been incurred in the 
normal conduct of business, if the capital project had 
not been undertaken, is frowned upon. It is, of course, 
quite proper to apply factory general and depart­
mental burdens to the cost of machines fabricated 
in a company’s own plant. A different policy is fol­
lowed in public utility accounting for reasons which 
will be apparent when the purposes of that branch 
of accounting are considered.
Mention should be made of the procedures required 
where a corporation has a continuing research and 
development department in whole, or in part, de­
voted to originating and improving machines and 
devices for use by the company in the manufacture 
of its product. The cost of operating such a depart­
ment ordinarily should be absorbed in current operat­
ing expense, but when one of its experimental 
projects has reached a point where its practicability 
and utility are assured, engineering and designing ex­
pense should be segregated and spread over the costs 
of machines, constructed, or those to be constructed 
within a reasonable period. Whether or not any part 
of the expenses of the department applicable to the 
period of experimentation on such a project should 
be capitalized depends on the circumstances. There 
is virtue in conservatism in such a case, if for no 
other reason than that the cost of experimentation 
may have been excessive in relation to the results 
achieved.
Assets Acquired in Exchange for Capital Stock
The problems involved in valuing fixed assets ac­
quired in exchange for captial stock may be twofold.
The first difficulty lies in the determination of total 
cost. This problem might be restated as an effort to 
determine the value at which capital stock was issued. 
The further difficulty of allocating cost to the various 
units acquired is usually present as well. If the ac­
quisition of assets takes place at the organization of 
a company the problem is somewhat different from a 
situation in which a company has an established busi­
ness and its capital stock has a recognized market
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value. In the first instance, there is no presumption 
as to the value of the consideration. The value of the 
capital stock rests on the assets, tangible and intangi­
ble, for which it was issued, and it is as to these things 
that we inquire. It seems obvious that in these cases 
careful appraisal of the assets acquired is necessary. 
The values, determined by the appraisal, should be 
recorded as the consideration for which the capital 
stock was issued and, in turn, the cost of the assets 
acquired. In the second instance, when capital stock 
has a recognized market value, it is not unreasonable 
to give consideration to market quotations in arriv­
ing at the fair value of assets acquired in exchange 
for stock. That method should not be used, however, 
as the basis for recording the acquisition of assets 
without a further check by the appraisal method.
It should be pointed out that in many cases in 
which capital stock is issued for fixed or other assets, 
the exchange represents a mere change in the form 
of ownership of a continuing business. Often the 
values at which some or all assets were carried on 
the books of the predecessor organization are carried 
forward to the books of the purchaser. It is clear that 
this may be quite unjustifiable, as the new company’s 
records should reflect, as nearly as possible, actual 
values received in exchange for capital stock. Carrying 
forward old values may be convenient in connection 
with the preparation of income tax returns, for the 
reason that no gain or loss on the transfer of assets is 
recognized in these cases, but that does not constitute 
an adequate reason for ignoring a controlling prin­
ciple.
George O. May, in a recent book,5 alludes to the 
time when it was common to place property acquired 
for an original issue of capital stock on the books of 
the company at the par of stock issued therefor, but 
adds that such purely arbitrary assumptions are now 
discredited.
Property Acquired in Exchange for Other Property
Where an exchange of property occurs, especially 
when a supplementary balancing consideration is in­
volved, the terms of the contract relating to the ex­
change may contain some expression as to the value 
of the respective properties. However, such state­
ments cannot be considered as establishing anything 
more than a basis for exchange. The necessity for 
an unprejudiced valuation of the property received 
is inherent in such a situation. It has been suggested 
that when properties are exchanged it is sufficient to 
appraise either the property given up or the one re­
ceived, but there is, in fact, no alternative, for only 
by valuing the property received can it be determined 
if a profit or loss occurred with respect to the property 
given up.
5Financial Accounting, (New York: Macmillan Co., 1943).
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Plant and Property Records
Whether fixed assets are acquired for cash, for capi­
tal stock, or for other properties, when acquisition 
covers a group of assets the same problem exists of 
allocating costs to individual units. Thereafter, the 
duty devolves on the accounting department of the 
purchasing company to install and maintain records 
of the properties in such detail as will serve the 
needs of plant accounting. The records start with 
controlling accounts on the general ledger for each 
broad classification of tangible fixed assets. The type 
and completeness of subsidiary records vary widely, 
even among the larger corporations. Ideally, where 
the properties are large enough to justify the practice, 
each general ledger classification should be supported 
by one or more subsidiary ledgers. In these ledgers 
it is desirable to maintain a separate record for each 
unit or group of identical units having the same cost 
and age. Suitable detailed plant records are necessary 
for efficient plant administration.6 They permit com­
pilation of maintenance cost statistics, and provide a 
basis for intelligent estimates of useful life of plant 
units. They simplify the problems related to provi­
sion for depreciation and enable the management to 
check the adequacy of depreciation rates. Frequently 
they provide space for entry of insurable values and 
are made to tie in with insurance coverage.
Notwithstanding the great value of detail in plant 
records, this should not be carried beyond the point 
where useful purposes are served.7
Land
The recorded cost of land acquired as sites for 
buildings used for the purposes of an industrial enter­
prise, or land acquired with such buildings located 
thereon, should include the following:
(a) Legal services relating to acquisition, includ­
ing title expense.
(b) Surveying and preparing for use, including 
necessary removal of buildings and structures.
(c) Permanent improvement and special assess­
ments.
When a single consideration is given for mixed 
assets which include land, it is necessary that the con­
sideration be apportioned so that the share or amount 
applicable to land be determined. As provision for 
depreciation ordinarily is not made with respect to* 
land, it is important to segregate its cost.
Restating Tangible Fixed Asset Values
Recording the cost of tangible fixed assets has been 
discussed in the preceding paragraphs, and it has 
been asserted that cost has been generally accepted 
as the basis of accounting for these assets. However, 
it has long been recognized that, in the event of a 
presumedly permanent decline in value, assets may be
written down to prevailing values. This is an inci­
dent to some quasi-reorganizations.
It is necessary to point out that there is some 
opinion favoring restatement when a presumedly per­
manent increase in value has occurred. The merits of 
this proposal cannot be weighed until consideration 
is given to the causes which might bring about an 
increase in value presumed to be permanent. Such a 
change might represent the following:
(a) Increase in value of land by reason of de­
velopments outside of the enterprise, such as 
growth of the community.
(b) Increased earning power of the plant.
(c) Higher current price base for component parts 
of assets.
(d) Change in the value of money.
It is obvious that a mere increase in the value of 
land on which a plant is situated does not make it of 
greater value to the owner so long as it is used for 
its original purpose, nor does it increase the value of 
the plant and equipment located thereon. Further­
more, the increase in the value of the land is not 
realizable without providing for the company’s re­
quirements elsewhere, which might involve addi­
tional expense equal to, or exceeding, any profit 
realized on the sale. In this situation, little argument 
would exist for increasing book value to give effect 
to a rise in market value, with the possible excep­
tion that, if a loan made on the property were com­
pletely out of line with the amount at which the 
property was carried, an adjustment upward might 
be desirable.
The second case mentioned, in which a presumed 
permanent increase in value is occasioned by in­
creased earning power, would probably arise only 
when a plant had been acquired at an abnormally 
low price because of the inability of the previous 
owner to operate profitably. Profitable use by a new 
owner might be considered to have restored normal 
value to the property.
It would be argued by many that, in this instance, 
normal values should be recorded on the books so that 
costs might include depreciation charges in accord 
with going concern values and in order that net in­
come might be related to the actual capital invested, 
even though part of that capital represented a loss to 
the previous owner rather than a contribution from 
present stockholders. In extreme cases such a course 
might be justified, but ordinarily it would be pref­
erable to adhere to the cost basis. The reasoning 
Would be that an advantageous purchase of plant 
should be reflected as certainly in profits as would a 
favorable purchase of materials.
6A method for keeping unit records on equipment is de­
scribed in Chapter 16 on Accounting Systems.
7For a detailed discussion of plant records, see “A Case Study of 
Accounting for Fixed Assets,” by T. A. Selogie, NACA Bulletin, 
Vol. 23, No. 4, Oct 15, 1941, pp. 221-232.
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An increase in the current replacement price base 
of plant assets, the third cause mentioned above, 
should not, of itself, create the presumption of a 
permanent increase in value, but many adjustments 
upward in the book value of plant have been made 
on such grounds. The objections generally offered 
to this procedure are directed, not only to the de­
parture from a cost basis, but also to ascribing per­
manency to current replacement prices.
There is the further objection that an appraisal 
ordinarily embodies a large measure of mere opinion. 
Appraisals made at the same time, under the same 
conditions, of the same things, may differ substan­
tially. That is not to say that appraisals are not 
useful, but merely that they may not be sufficiently 
conclusive to warrant their substitution for cost in 
the accounts of a company, particularly as the stated 
cost ordinarily represents a determined fact.
The last cause mentioned, that of a change in the 
value of money, relates to a situation in which in­
flation had changed the prices of all commodities as 
expressed in dollars. Should inflation be of such 
moment as to create an important change in the gen­
eral price structure, it would probably not only be 
desirable, but necessary, for all business enterprises 
to recognize the condition by converting the old dol­
lars representing investment in fixed tangible assets 
to new dollars just as we have been wont to convert 
items expressed in foreign currencies to dollar values’. 
The reason, in both cases, is the same—to have a com­
mon unit of value for all items on a financial state­
ment. Strictly speaking, the proposed procedure 
would not constitute a recognition of a presumed 
permanent increase in the value of assets. On the con­
trary, it would constitute a recognition of a presumed 
permanent reduction in the value of the dollar. This, 
in itself, would constitute a departure from the gen­
eral assumption of a stable monetary unit on which 
current accounting practice is based.8
Leaving aside the requirement for new procedures 
which might arise in a period of inflation, one can­
not visualize many situations in which a restatement 
of the value of assets upward would appear appro­
priate in the light of present accounting opinion.
Distributing Costs Against Revenues
General recognition has long been accorded to the 
idea that cost of products and services cannot be 
fairly or correctly stated without the inclusion of an 
appropriate portion of the cost of fixed assets utilized 
or consumed in the processes of production. It has 
also been generally recognized that the useful life of 
some of these assets is shortened by the development 
of more economical instruments of production, and 
that this fact should be anticipated, so far as possible, 
in allocating the cost of fixed assets.
Differences of opinion have arisen as to what basic 
cost should be the subject of apportionment over the
cost of production. The proponents of one idea 
argued that cost applicable to current output should 
be measured by present-day costs of fixed assets as 
opposed to historic costs. The very practical objection 
to this theory, however, lay in the fact that present- 
day costs were changing things and that a reserve 
accumulated under this theory would be related to 
no basic cost, historic or replacement. Partly because 
of that fact, but chiefly because of recognition of the 
underlying principle that proper accounting is di­
rected to the allocation of actual costs against reve­
nues, historic cost has been generally adopted as the 
basis.
The problems of allocation have been too great, 
however, to permit of the general acceptance of one 
system or method as applicable to all conditions and 
situations. Only one of the factors entering into 
these problems is ordinarily known with anything 
approaching certainty, that is, the cost of fixed assets. 
Other factors must be estimated, or even become the 
subject of mere guess. Under these circumstances it 
is not surprising that various systems have been sug­
gested for apportioning the cost of fixed asset service 
against the cost of production.
The methods represented by the term “deprecia­
tion accounting” have competed, in some fields at 
least, with other systems such as the replacement, re­
tirement, retirement reserve, and the appraisal 
method, but it is now generally considered that as 
to industrial enterprises, depreciation accounting is 
preferable to other systems. Before attempting to dis­
cuss depreciation accounting, a review of the chief 
characteristics of other systems which differentiate 
them from depreciation accounting may be useful. 
Replacement and Retirement Systems
Neither replacement nor retirement accounting is 
concerned specifically with provision for the exhaus­
tion of assets throughout their useful life. Both 
methods omit any charge to costs or expense until 
a replacement occurs. Under replacement accounting 
the cost of the replacement is charged off, with the 
result that property accounts always remain station­
ary, except as to actual improvements or additions, or 
withdrawals from service. Under the retirement 
method, the cost of the unit retired is charged off 
and the replacement cost is capitalized. Under either 
of these systems any exhaustion in the useful life of 
assets still in service is disregarded. Neither of these 
systems appears suitable for the accounts of industrial 
enterprises with which this chapter is concerned, but 
the replacement system has one fault not included 
in the retirement system. After the first replacement, 
accounts under that system no longer show the cost 
of existing assets, as the cost of a replaced asset re­
mains in the accounts although the cost of the unit
8George O. May, Financial Accounting (New York: Macmil­
lan Co., 1943), p. 46.
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which superseded it may have been greater or less. 
The operation of the replacement system and the 
retirement system, in contrast with straight-line de­
preciation accounting, described later herein, is illus­
trated in the example which follows:
Consider a situation in which the fixed assets of a 
company consist of ten items of varying lives, or their 
replacements. The book value of each item at the 
end of the sixth year (net of reserve as to straight­
line value) under each system is shown below. To 
simplify the presentation it has been assumed that 
the items having a life of less than six years were 
retired at the end of their theoretical life without any 
salvage value and that—
(a) replacement had been made at a cost 10 per 
cent greater than that of the items retired;
(b) as to straight-line depreciation, separate rates 
had been used consistent with their estimated 
lives,
Book Value at End of Sixth Year
Cost of
(
Re­
tirement
Accounting
Re­
placement
Accounting
 
Straight
Line
Item Life
Original
Cost
Replace­
ment
Depre­
ciation
a 4 years ............ .................. $ 500 550 $ 550 $ 500 $ 275
b 4 “ ........ .................. 500 550 550 500 275
c 4 “ ............ .................. 600 660 660 600 330
d 5 “ ............ .................. 800 880 880 800 704
e 7 “ ............ .................. 700 700 700 100
f 7 “ ............ .................. 2,100 2,100 2,100 300
g 7 “ ............ .................. 700 700 700 100
h 7 “ ............ .................. 1,400 1,400 1,400 200
i 8 “ ............. .................... 800 800 800 200
j 7 “ ............ .................. 1,400 1,400 1,400 200
$9,500 $2,640 $9,740 $9,500 $2,684
To illustrate:
Item “a”, costing $500, was completely depreciated 
under the straight-line method at the end of four 
years, was then retired and replaced by a new item 
“a” at a cost of $550. At the end of a further period 
of two years the latter cost had been depreciated 50 
per cent, and the net book value, therefore, was $275.
In this example the company would have expended
Cost of original installations 
Cost of replacements..........
Total expenditure .... 
Charged to profit and loss..
Under the retirement and replacement systems, 
fixed assets, in the above example, would appear on 
the company’s balance sheet at the end of the sixth 
year at $9,740 and $9,500 respectively. Under depre­
ciation accounting, as used in this instance, fixed 
assets would be shown at $9,740 less a reserve of 
$7,056 for depreciation.
a total amount of $12,140 for the purchase of fixed 
assets, $9,500 on original installations, and $2,640 on 
replacements, as to which cost of first units was $2,400. 
Under the retirement system, profit and loss at some 
time during the six-year period would have been 
charged with a total of $2,400; under the replacement 
system, the amount would have been $2,640; under 
straight-line depreciation, as described, the charge 
would have been $9,456,
Re­
tirement
System
Re­
placement
System
Straight-
Line
Depre­
ciation
. $ 9,500 $ 9,500 $ 9,500
2,640 2,640 2,640
12,140 12,140 12,140
2,400 2,640 9,456
$ 9,740 $ 9,500 $ 2,684
Assuming that replacements were made simultane­
ously with the expiration of the stipulated life periods 
for these items, the situation at the end of eight 
years, when all items would have been replaced at 
least once, would show less disparity in the profit- 
and-loss charges and in book values. The amounts at 
the end of eight years would be as follows:
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Book value
Total accumulated charge to profit and loss
The retirement reserve system, which differs from 
the retirement system, has one feature in common 
with depreciation accounting. It involves creation of 
reserves, but reserves which, in this case, are not 
presumed to measure depreciation of all depreciable 
property but are intended to care for retirements 
before their occurrence and to equalize charges for 
retirements. Moreover, under retirement reserve ac­
counting, the provision for reserves may be de­
termined by factors not directly related to require­
ments. In some cases, for instance, a percentage of 
income is set aside.
Appraisal System
The appraisal system of allocating the cost of fixed 
assets is analogous to the inventory method of de­
termining cost of sales. The reduction of value be­
tween appraisal dates is considered the cost applica­
ble to the intervening period. The system is further 
complicated when the appraisals are based on a price 
basis departing from original cost. This system, if 
applied on the basis of original cost to the owning 
company, may be considered to fall within the re­
quirements of the definition of depreciation account­
ing—a systematic and rational distribution of cost, 
but, for many reasons, it is unsatisfactory except for 
the periodic determination of the cost of tools or 
patterns which have been consumed or become ob­
solete. It should be pointed out, however, that some­
what arbitrary pricing is found necessary in attempt­
ing to appraise on the basis of original cost and that 
there are no scientific methods for determining the 
proportion of useful value consumed as of a particular 
date.
Depreciation Accounting
In the past, considerable confusion has been cre­
ated by the necessity of using the term “depreciation” 
in more than one sense even within the limits of a 
technical paper on accounting or an accounting re­
port. Thought on this subject was greatly clarified 
when Bulletin No. 20 of the committee on accounting 
procedure of the American Institute of Accountants 
was issued in November, 1943. Bulletin No. 16 had 
already defined depreciation. The appendix to Bul­
letin No. 20 contained a definition of depreciation 
accounting which, as slightly amplified in Bulletin 
No. 22, follows:
“Depreciation accounting is a system of accounting 
which aims to distribute the cost or other basic value
Retirement Replacement
Straight-
Line
Accounting Accounting Depreciation
. . $10,450 $ 9,500 $ 8,932
. . $11,260 $12,210 $12,778
of tangible capital assets, less salvage (if any), over 
the estimated useful life of the unit (which may be a 
group of assets) in a systematic and rational manner. 
It is a process of allocation, not of valuation. Depre­
ciation for the year is the portion of the total charge 
under such a system that is allocated to the year. Al­
though the allocation may properly take into account 
occurrences during the year, it is not intended to be 
a measurement of the effect of all such occurrences.”
The definition clearly sets forth the purpose of 
depreciation accounting and disclaims the significance 
sometimes attached to the annual provision for de­
preciation.
The systematic distribution of cost or other basic 
value of tangible fixed assets is effected by various 
methods consistent with the definition of deprecia­
tion accounting. These methods are variously classi­
fied by different writers on accounting. From one 
point of view they are broadly classed as time methods 
and output methods, the distinction between these 
being with respect to the estimate of the useful life 
of an asset. Under the one method, life is measured 
by years; under the other by potential production 
units. The time method is ordinarily preferred, es­
pecially for longer lived assets, but with assets whose 
total productive output can be reasonably estimated, 
the second method is not inappropriate.
Other classifications of method are based on dis­
tinctions of a different type. Professor Kester9 lists:
1. Proportional methods on fixed base.
2. Uniformly varying amounts methods.
3. Compound interest methods.
4. Miscellaneous methods.
The two broad classifications, that is, time and 
output, cover a number of methods distinctly dif­
ferent in detail:
Time Methods
Interest methods 
Declining balance method 
Straight-line method
Output Methods 
Output units 
Production hours
Interest Methods
The interest methods are seldom used in industrial 
enterprises. The more usual instances of their use are
9Roy B. Kester, Accounting Theory and Practice, Vol. II,
2nd ed. rev. (New York: Ronald Press Co., 1925), Chapter XV.
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found in the so-called sinking-fund plan in which 
a calculation is made of an amount which, if set 
aside periodically and compounded at a given rate 
of interest, at the end of the estimated life of a pro­
duction unit will equal the value to be charged off.
In theory, funds equal to the instalments are set 
aside periodically, along with interest on the accu­
mulated balance, the interest for each period being 
added to the amount of the instalment in determining
the depreciation or amortization expense for a period. 
If the instalments are actually deposited with a trus­
tee and invested (in which case the term “sinking 
fund method” is more appropriate) the interest in­
come is recorded on the books and serves to offset 
that part of the charge to depreciation representing 
interest. In the first case, a company’s accounts would 
show the following if the annuity instalment were 
$100 and the interest rate 4 per cent;
First Instalment ..........................................................
Second Instalment ......................................................
Specified ...................................................................
Interest on First Instalment ................................
Third Instalment
Specified ...................................................................
Interest on $204.00 ................................................
Depreciation
Expense
$100.00
Reserve
$100.00
$100.00
4.00 104.00 104.00
100.00
8.16 108.16 108.16
If the funds had actually been placed apart from 
the business and had yielded interest at 4 per cent, 
the accounts would have reflected the facts in the
same manner, but the further facts relating to the 
sinking fund, cash, and income would have been 
recorded in the following manner:
Sinking
Fund Reduction
Deposit in cash Income
First Instalment .................................................. .......................... $100.00 $100.00 $
Second Instalment ................................................ .......................... 100.00 100.00
Interest—one year on $100.00 ............................ ............................ 4.00 4.00
Third Instalment .................................................. ............................ 100.00 100.00
Interest—one year on $204.00 ............................ .......................... 8.16 8.16
The use of the sinking-fund method is open to 
the objection that the charge to depreciation in­
creases periodically and thus later years are penalized 
in comparison with the early years when maintenance 
and repair charges are presumably much lower. 
Declining Balance Method
The use of the declining-balance method requires 
a higher percentage rate and results in relatively 
higher depreciation charges in the early years of the 
life of an asset than either the sinking-fund method 
or straight-line depreciation. For that reason, it has 
been advocated by many. In spite of that fact, it has 
not been adopted to any great extent.
Straight Line Method
Under the straight-line method the amount to be 
depreciated is divided by the number of periods in 
the estimated life of the asset to determine the peri­
odic charge. It is based on a preliminary assumption 
of convenience that depreciation occurs evenly over 
the life of an asset. That assumption is subject to 
qualifications when abnormal conditions are believed
to have accelerated or retarded depreciation. When 
this is the case, it is not unusual for companies using 
the straight-line method to increase or reduce provi­
sion for depreciation in the belief that the pace of 
production affects life span.
Temporary changes in depreciation rates when pro­
duction is abnormal are not inconsistent with 
straight-line depreciation. These changes are justifi­
able on the grounds that portions of the life span of 
an asset may be detached, in one case to be placed 
in parallel with the current section and, in the other, 
to be used to lengthen the useful life.
The general adoption of the straight-line method 
of providing for depreciation may be attributed prin­
cipally to its simplicity, but, in most instances, it is as 
logical as alternative methods, and approximates 
actual depreciation as nearly as they would. Further­
more, because of its general use, a greater volume 
of data is available to aid in the determination of rates 
suitable for specific cases.
At this point it may be well to compare the calcula­
tions under the three depreciation accounting meth­
ods which have been described. In the example which
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follows, the asset being depreciated cost $5,000 and
was presumed to have had a useful life of ten years 
with a salvage value of $500 at the end of that term.
Sinking
Straight
Line
Declining
Balance
Fund 
(4% Com-
Year (9%) (20.57%) pounded)
1 $ 450.00 $1,028.50 $ 374.81
2 450.00 816.90 389.80
3 450.00 648.90 405.39
4 450.00 515.40 421.61
5 450.00 409.40 438.47
6 450.00 325.15 456.01
7 450.00 258.30 474.25
8 450.00 205.15 493.22
9 450.00 162.95 512.95
10 450.00 129.35 533.49
Salvage value 500.00 500.00 500.00
$5,000.00 $5,000.00 $5,000.00
The percentage indicated above for application on 
the declining-balance method is determined as fol­
lows:
Original cost=$5,000.00
Salvage value=$500.00
Rate of depreciation=X
$5,000 x (1. —X)10=$500.00
X =.2057 or 20.57%
Depreciation Rates by Asset Groups
The records of comparatively few corporations in­
clude sufficient detail to permit consideration of each 
unit independently in the periodic provision for de­
preciation. Because of that fact, and in the interests 
of simpler methods, depreciation has been calculated, 
for the most part, either on very broad classifications, 
such as buildings, machinery, automobiles, etc., or by 
a further subdivision into groups within those classi­
fications.
When depreciation was calculated on individual 
units, the accumulated reserve as to each unit was 
always determinable. This, of course, was not usually 
true with respect to units included in a group with 
an over-all depreciation rate. However, until recent 
years, it was quite generally the practice to adopt the 
convenient assumption that, at any given date, the 
same percentage of cost had been accumulated in the 
reserve for depreciation with respect to each unit in 
a group. When any unit was retired, an adjustment 
was made in the current profit and loss to cover the 
deficiency or surplus in the accumulated reserve on 
the item retired on the basis of that assumption. It 
was later recognized that depreciation rates estimated 
for any group, even a group consisting of units having 
identical characteristics, must represent estimates 
of the average useful life of all units in the group, 
rather than an identical estimate as to the life of each
separate unit; further, when the units did not have 
identical characteristics, that an estimate for the whole 
group must, in addition, represent an averaging of 
the average lives of the various types of units included 
in the group. Recognition of these facts made a dif­
ferent procedure necessary with respect to units re­
tired. Except in unusual circumstances, a strong pre­
sumption existed that a unit had been fully 
depreciated when the time came for its retirement. 
In such case no profit-and-loss adjustment was re­
quired. The Bureau of Internal Revenue insists on 
this view.
This group-average method has one noticeable dis­
advantage. It does not provide means of checking the 
correctness of the estimate of average life, and that is 
peculiarly necessary when a group includes items of 
widely different costs and of varying life terms. Some 
corporations are meeting the difficulty by maintaining 
individual unit records as to the more important 
items, but where that is done there seems to be little 
reason to continue calculation by groups.
The notes attached to the financial statements of 
the Wheeling Steel Corporation for the year ended 
December 31, 1944, contained the following com­
ment on the subject of depreciation:
“Provisions for depreciation of depreciable steel 
plant property, based on an annual composite rate, 
are intended to provide for depreciation including 
normal obsolescence of the depreciable assets as a 
group. No losses are recognized on the retirement of 
specific items of property in the ordinary course of 
business, the cost (net of salvage obtained) of such 
items being charged to reserve for depreciation. 
Losses are recognized on extraordinary retirements 
occasioned by changes in or improvements to the art 
of manufacturing which could not be foreseen at the 
time the depreciation rate was determined, which 
losses are considered to represent abnormal obso­
lescence not provided for in the annual composite 
depreciation rate. Losses are also recognized on re­
tirements or sales of other properties subject to deple­
tion, amortization or specific rates of depreciation.” 
Accelerated Depreciation
The increase in straight-line depreciation rates to 
compensate for abnormal plant activity has already 
been mentioned. In the case of many fixed assets, 
increased use means increased wear which should 
be recognized in making provision for depreciation. 
However, it cannot be assumed that depreciation in­
creases or decreases in the same ratio as the varia­
tions in production or in plant activity. Some fixed 
assets are subject to little additional wear and tear 
by reason of increased production, and those as to 
which the increase is substantial do not suffer uni­
formly.
The problem of determining a factor of increase 
to be applied to supposed normal rates is too complex 
for the promulgation of general rules. Any rate of
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increase which would be appropriate with respect 
to one industry or one type of equipment might be 
quite unsuitable in another industry or as to different 
types of equipment.
The entire matter of accelerated depreciation rates 
is closely bound up with repairs and maintenance for 
the reason that, when equipment is used excessively, 
there is usually less opportunity for making repairs. 
In such case it is necessary to consider the need of 
provision for deferred maintenance as well as for 
increased depreciation.
The Treasury Department has recognized the jus­
tice of claims for extra depreciation where excessive 
activity has seemed to warrant the allowance, but no 
rulings have been made which could be used as a 
general guide in establishing acceleration rates. Ap­
parently objective evidence as to abnormal physical 
deterioration must be provided in each case. It is 
interesting to note, however, that in some instances 
in which abnormal depreciation has been allowed, 
the increased depreciation was attributed to use of 
new and inexperienced employees. That fact empha­
sizes the necessity for a constant review and check of 
depreciation rates in relation to all operating condi­
tions.
Although it is impracticable to establish a formula 
which can be generally employed to govern rates for 
abnormal depreciation, conclusions reached as to 
one company by Earl A. Saliers may be cited. In an 
address delivered in Dallas in 1942, he offered the 
following rates for overtime activity based on the 
experience of a large steel company whose regular 
rates were predicated on an eight-hour day:
8 hours—normal depreciation
9 ” 5% of normal depreciation, additional
10 ” 10%
11 ” 15%
12 ” 20%
13 ” 25%
14 ” 30%
15 ” 40%
16 ” 50%
17 ” 60%
18 ” 70%
19 ” 80%
20 ” 90%
21 ” 100%
22 ” 115%
23 ” 130%
24 ” 150%
The increase over normal depreciation is 5 per 
cent per each hour over eight hours up to fourteen 
hours, and thereafter the rate of acceleration in­
creases until, for the twenty-fourth hour, it reaches 
20 per cent.
The matter of accelerated depreciation has been 
repeatedly raised in renegotiation of war contracts.
A pertinent WCPAB regulation reads as follows:
“A department conducting a renegotiation may 
allow depreciation on machinery and equipment at 
higher than ordinary rates when, because of its use 
for extraordinary consecutive periods of day and 
night shifts, or other circumstances, it is concluded 
that such higher rates would be allowable under the 
Internal Revenue Code.”
Depreciation on Appreciation
The matter of restating the value of tangible fixed 
assets where a presumably permanent increase in 
value has taken place has already been discussed in 
this chapter, and the opinion has been offered that 
such procedure could be favorably regarded only 
under certain unusual circumstances. However, it is 
not long since the practice of writing up assets was 
very common. The increase in book value resulting 
from an appraisal was credited usually, though not 
always, to appreciation surplus. Many companies in 
such circumstances divided subsequent charges for 
depreciation between the current profit-and-loss ac­
count and appreciation surplus, the share of the 
latter being the part of the charge applicable to the 
appreciation in values.
Although the practice of increasing the book values 
of fixed assets to accord with supposed current values 
is no longer followed to any great extent, appreci­
ated values still remain on the books of many com­
panies as a result of appraisal adjustments made 
before these had fallen into disrepute. Accounting 
opinion, in such cases, now insists that the full 
amount of depreciation be charged against current 
profit and loss, holding that the public has a right to 
assume that values shown on the balance sheet with 
respect to depreciable assets are being systematically 
amortized against operations during the useful life 
of the assets.
The committee on accounting procedure of the 
American Institute of Accountants issued a bulletin 
entitled “Depreciation on Appreciation” in April, 
1940, expressing that view.
Amortization of Emergency Facilities
The so-called period of national emergency which 
preceded participation of this country in the present 
world struggle provided a seeming departure from 
previous accounting procedures relating to the 
amortization of the cost of tangible fixed assets. As 
will be shown later, no new principle was introduced, 
though an old one was adapted to new conditions.
The urgent need for ships, guns, and other requi­
sites for national defense found the country without 
adequate facilities for the production of these things. 
Steps to increase such facilities were imperative. To 
encourage the full cooperation of private enterprise, 
Congress provided a special inducement which mini­
mized the risk which otherwise would have faced
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business in the overexpansion of plant. It was gen­
erally recognized that facilities of the type and 
quantity required for defense purposes might, when 
the national emergency had passed, prove unnecessary 
for normal needs or not be adaptable to such pur­
poses. Congress, therefore, provided, as to facilities 
constructed to meet the national emergency, that cost 
might be amortized over a period of sixty months or 
less.
This privilege was made subject to specific require­
ments. The term “emergency facility” was to repre­
sent any facility, land, building, machinery, or equip­
ment, or part thereof, the construction, reconstruction, 
erection, or installation of which was completed after 
June 10, 1940, or which was acquired after such date. 
It was requisite that a certificate of necessity be ob­
tained from the proper government agency within a 
required time as to every addition or improvement 
for which the privilege of short-term amortization 
was sought. No company was forced to adopt ac­
celerated amortization, nor was it obligated to con­
tinue that procedure. Notice of intention was re­
quired, however, to qualify for the privilege.
The law provided that the amortization might be 
redistributed over a period shorter than sixty months, 
if the national emergency ceased before the expira­
tion of that period or if the emergency requirement 
for a particular facility terminated earlier. The ter­
mination of the national emergency was to be sig­
nalized by presidential proclamation, but determina­
tion of the cessation of emergency as to a particular 
facility required a certificate from a specified 
government agency.
The particulars with respect to emergency facili­
ties are largely applicable to income tax phases of 
accounting, and would require less mention in a 
chapter devoted to tangible fixed assets were it not 
that the special amortization privilege, in some in­
stances, appears to conflict with usual accounting 
procedures.
No accounting problem of consequence arose from 
the introduction of emergency facilities where the 
same amortization policy was adopted for general 
accounting purposes as that used for the preparation 
of income tax returns. Amortization of the cost of 
land was new to industrial enterprises, but a mere 
change of rates as to other fixed assets reflecting, as 
it usually purported to do, a lower estimate of the 
period of actual usefulness than the theoretical useful 
life of the assets, was not a departure from the es­
tablished practice of spreading cost of production 
facilities over their useful life. However, in many 
instances it was apparent that the usefulness of so- 
called emergency facilities would survive the emer­
gency. Where such a situation existed, a company, of 
course, had the right to depreciate at normal rates, 
but frequently, because of high tax rates and abnormal 
profits, the choice was made to amortize cost over the
shorter period. A company following this policy had 
to decide whether the short-term amortization would 
only be used for purposes of income tax deductions 
or also be adopted for general accounting purposes. 
Writing off the cost of production facilities over a 
period materially shorter than the period of actual 
usefulness is no more to be encouraged under ordinary 
circumstances than the failure to write it off within 
that period. The question has arisen as to whether 
the particular circumstances in these cases justified 
a departure from normal procedures. This question 
has not been answered unanimously either way. 
Some have argued that consistency demands the same 
treatment of amortization or depreciation for tax 
purposes as for statement purposes, but can hardly 
point to the general adoption of that type of con­
sistency. The argument on the other side is not 
without merit. The tax advantage lying in short-term 
amortization is obvious in many cases. On the other 
hand, why should the operations of some extended 
future period be charged with no part of the cost 
of facilities used in production during that period? 
A decision is made more difficult because, under 
either procedure, the future period will be penalized 
as to income taxes because the right to deduct depre­
ciation will have been lost. The fact is that, when 
cost of a facility is written off before its useful life 
expires, the chance of complete compliance with 
previous procedures vanishes. There remains only 
the possibility of making the most practical com­
promise. That would seem to lie in spreading depre­
ciation, for general accounting purposes, over the 
entire estimated life of the property. The abnormality 
in future profit-and-loss statements will be less in 
that case than if the alternative method were em­
ployed.
Restatement of Depreciation Reserve
When overconservatism has resulted in the accu­
mulation of excessive reserves for depreciation, a 
question arises as to whether the situation should be 
met by such a reduction in future rates as will com­
pensate eventually for the previous overaccrual or 
if the preferable course would be to adjust past 
accruals so that the reserves may be fairly stated 
currently. The decision must be reached by weighing 
the effects of the alternate procedures as they apply 
to each case. The reduction of future rates sufficiently 
to offset past errors will inevitably result in over­
statement of future earnings. The relative measure of 
such overstatement is an important consideration. 
However, a strong argument exists for limiting ad­
justment in these cases to a reduction of future rates. 
If the reserve itself is adjusted through surplus, the 
total amount of depreciation shown in past and fu­
ture income statements will exceed the cost of the 
assets to be depreciated. On the other hand, if a 
substantial adjustment is made in the current income
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account to correct the cumulative overdepreciation 
of a number of years, the results may be to present 
a misleading statement. With due recognition of the 
fact that accounting errors of the past can seldom be 
corrected in a completely satisfactory manner, it 
seems that, in most cases, the disturbance to the 
reasonable flow of financial information will be mini­
mized by restricting the adjustment of past overde­
preciation to a compensating adjustment of future 
rates. For a time the plant cost will continue to be 
overamortized, but the error is at least on the side 
of conservatism.
Other considerations are introduced when cir­
cumstances indicate that past provisions for deprecia­
tion have been inadequate rather than excessive. 
Inadequacy must be recognized and the amount of 
previous shortages must be charged either to the 
current profit-and-loss account or to earned surplus. 
Accounting pronouncements have provided no sure 
guide as to which practice should be followed. The 
choice favors the current profit-and-loss account un­
less that course leads to distortion of the current 
statement. The exact meaning of distortion is left to 
judgment, not to definition. When an adjustment 
compensating for inadequate past depreciation is 
effected, the way is cleared for suitable depreciation 
charges in future income statements.
Many cases occur in which excessive depreciation 
rates are alleged by the Internal Revenue Bureau, 
and disallowance of the supposed excess charges for 
one or more years is the result. Rates are prescribed 
for the future. In many such cases the affected com­
pany adjusts its books by reversing the disallowed 
charges and revises its future rates to conform to 
the dictum of the tax authorities.
There is no justification for these book adjustments 
unless the company concurs with the opinion of the 
Treasury agents. If the rates originally set are still 
considered fair and if the revision for tax purposes 
is accepted under mental protest, the books should 
not be adjusted. Provision for depreciation once 
established should stand until it appears to manage­
ment either inadequate or excessive. Separate calcu­
lations for tax purposes do not constitute any undue 
burden, and management can justify itself to stock­
holders only by using its own judgment as to provi­
sion for depreciation. It may be added that an 
adjustment of the books to conform to disallowances 
by taxing authorities does not usually produce a fair 
reserve on any theory, for the reason that it fails to 
restate the provision for the entire life of the assets 
depreciated. •
A similar problem presents itself when repairs and 
replacements charged to expense by management are 
disallowed for tax purposes. In such case, the capi­
talization of items involved is undesirable unless the 
management fully concurs with the views of the tax 
authorities and then only if the amount involved is
important. If, in the judgment of management, the 
items were properly chargeable to expense, they 
should not be later capitalized. The viewpoint of 
tax authorities and management are necessarily dif­
ferent, and management has an obligation to stock­
holders which is not shared by the Treasury Depart­
ment.
Provision for Depreciation in Its
Relation to Working Capital
Some strange comments on depreciation have re­
sulted from superficial reasoning. An impression 
seemed to gain ground, for a time at least, that large 
corporations, through excessive depreciation charges, 
were able to accumulate huge additions to their 
working capital.
It is true that the recovery of part of the cost of 
fixed assets through the sale of products, if unac­
companied by replacements or new plant investment, 
results in an increase in working capital. However, 
total capital does not increase in such case. The trans­
fer of some of the investment in fixed capital to 
working . capital is all that happens. A growing 
business, however, more often than not continually 
adds to its investment in fixed assets to meet new 
requirements. The capital requirements for that 
purpose are apt to outrun the recovery of its earlier 
investment through the sale of products.
The mere fact that provision for depreciation is 
set up on a company’s books does not in itself release 
funds to working capital. Sometimes a loss is suffered 
equal to, or exceeding, the depreciation provision. 
The capital invested in fixed assets is only released 
and transferred to working capital when that in­
vestment is returned, in whole or in part, through 
the sale of the product at a price which covers 
all costs.
Ordinarily, any such release of investment in fixed 
assets is not readily identified. The funds released may 
be offset by new investments in fixed assets, or may 
increase current assets or decrease liabilities. It is not 
customary to set aside cash in a separate fund to 
match the provision for depreciation.
Capital and Revenue Expenditures
The preceding paragraphs have been concerned 
with recording costs of fixed assets and allocating 
those costs against revenue. However, only the orig­
inal cost of assets has been considered so far, costs 
ordinarily undertaken to provide facilities useful for 
a number of years.
The primary classification of all business expendi­
tures is that which distinguishes between charges 
applicable to a single accounting period and those 
applicable to more than one period. Expenditures of 
both types are made in relation to fixed assets. Distinc­
tion between these is difficult in many situations.
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Expenditures other than for original installation 
include the following classifications:
Additions and betterments 
Renewals and replacements 
Maintenance and ordinary repairs 
Extraordinary repairs 
Alterations and moving expense.
The problem of establishing procedures to ac­
count properly for expenditures in some of these 
classifications involves the treatment of the cost 
of facilities retired and consideration of related de­
preciation reserves.
Additions and Betterments
No particular problem arises in recording the cost 
of mere additions to facilities, other than difficulties 
which apply with respect to an original plant installa­
tion. However, accounting for expenditures for bet­
terment of existing equipment or buildings may be 
complicated by the need of accounting for units or 
parts replaced. The cost of these must be removed 
from plant account and an adjustment must be made 
in depreciation reserves. When depreciation is pro­
vided on the basis of units of equipment, no diffi­
culty need be found in determining the amount of 
depreciation previously provided on units retired, 
but when provision is based on broad classifications 
with average rates, the case is different. The usual 
assumption of complete provision will be then in­
applicable, unless the items retired have completed 
their useful life. If they are removed only as an 
incident to the introduction of more efficient units, 
the best possible estimate must be made of the related 
amount included in the depreciation reserve.
Plant account should be charged with the cost of 
the new unit or units, and credited with the cost of 
those removed. So far as depreciation has been pro­
vided, the amount of the latter should be charged 
against the reserve, and any excess, including cost 
of removal, less salvage, should be charged to current 
profit and loss.
Debit
Plant account
Reserve for deprecia­
tion
Profit and loss
Salvage
Credit
Plant account
(Cost of new unit)
Accumulated depreciation
 provision related to items 
retired
a—Cost of items retired in 
excess of provision for
■ depreciation, less sal­
vage
b—Cost of removal
(Estimated amounts to be 
recovered)
(Cost of unit retired)
Renewals and Replacements
The terms “renewals” and “replacements” are 
used, to a great extent, interchangeably, but the term 
“renewals” has a narrower application than “replace­
ments,” as it is limited to instances in which the 
new installation replaces a similar unit, whereas, in 
many cases, a superior or different item may replace 
equipment retired.
The accounting procedure employed with respect 
to either is the same as that described for betterments. 
Plant account is charged with the cost of the new 
and credited with the cost of the retired assets, with 
appropriate adjustment for any undepreciated cost. 
The object to be pursued, where depreciation ac­
counting is in use, is to have plant account always 
represent the cost of units in service. Failure to clear 
that account of all of the cost of units removed from 
service, or no longer serviceable, will defeat that 
object. It is too often true that assets actually dis­
carded but not physically dismantled or removed, 
remain in accounts when they are not specifically 
replaced by new units. By such omissions, losses fail 
of recognition and both accumulated profits and 
assets may continue to be overstated over a long 
period. Property records, properly maintained, pro­
vide the best insurance against such a situation. 
Maintenance and Ordinary Repairs
Expenditures for maintenance and ordinary repairs 
of fixed assets are considered to be applicable to the 
accounting period in which they are made. They 
constitute part of the normal running expenses inci­
dent to operation. The life of a unit is customarily 
estimated on the assumption that repairs will be made 
as required. Their cost should be charged to current 
profit and loss.
Extraordinary Repairs
The term “extraordinary repairs” is used variously 
in substitution for replacements and rehabilitation 
expense, but, in a more distinctive application of the 
term, it represents repairs made necessary by an un­
usual occurrence such as fire, flood, or explosion. 
Expenditures made necessary in such cases should not 
be capitalized and preferably should be charged 
against profit and loss in the year in which they are 
made unless the expenditure has been anticipated by 
adequate provision prior to the period in which the 
disaster happened.
Relocation and Moving
When the cost of relocating equipment within the 
same premises, or of moving from one location to an­
other, is substantial, it is not unusual to capitalize 
such cost and to allocate it over succeeding periods.
Better practice, however, is to absorb the expenses 
in the period in which incurred. In any case, the 
allocation should not carry over a long period.
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Use of Depreciation Reserve
Charges against the reserve representing accumu­
lated depreciation on units retired have been dis­
cussed. The reserve has other uses. When a facility 
or unit, without being replaced, has had its expected 
life extended substantially by reason of extraordinary 
expenditures for rehabilitation, it is quite in order 
that some part, or all, of such expenditures be charged 
against the reserve for depreciation. The charges, 
however, should be limited to an amount which would 
be in accord with the cost basis of the original in­
stallation and which would not exceed the provision 
included in the reserve for a period equal to the 
estimated extension of life.
Wasting Assets and Depletion
The term “wasting assets” is generally understood 
to include
(a) Standing timber
(b) Oil and gas resources
(c) Mineral deposits
The reduction in the value of these resources in 
the process of utilization differs from depreciation 
which takes place with respect to buildings and ma­
chinery. Wasting assets are diminished in volume, 
not in over-all usefulness as in the case of depreciable 
assets. They enter directly into the product sold and 
are not replaced. Depletion occurs instead of depre­
ciation.
Cost
The ownership of wasting assets may or may not be 
represented by title to the land in or on which they 
are located. The right to remove the timber, oil, gas, 
or minerals may be all that is acquired, in which 
event there may be little or no initial cost to cap­
italize. The consideration for the rights received may 
consist of future royalty payments. Capital stock of a 
company undertaking to develop or operate a project 
is often the consideration given for title or lease. In 
such cases the same procedure should be followed as 
in the acquisition of other assets for capital stock, 
and cost should be recorded on the basis of actual 
value at the date of acquisition. When title to land 
is included in the purchase, its estimated residual 
value should be stated separately. As the income tax 
viewpoint is of primary importance in considering the 
treatment of wasting assets, the regulations of the 
Bureau of Internal Revenue should be consulted in 
estimating the fair value of wasting assets and in 
recording such value. It is highly desirable to appor­
tion estimated values to particular properties and 
locations to facilitate the subsequent spread of cost 
over production.
Development Expense
The general practice is to capitalize development 
expense until production is under way. Carrying
charges are similarly treated. Where possible, these 
are segregated as to particular areas or projects. 
Some variation from the general practice has been 
existent among oil companies. There a choice seems 
to have been exercised as to the treatment of part of 
the cost of drilling oil wells. So-called intangible 
costs, which include wages and other drilling expenses 
having no salvage value, have been charged against 
current income by some companies. In the case of 
other companies, these costs have been capitalized.
The entire cost of drilling unproductive wells has 
been capitalized or written off against income.
A paper prepared by J. F. S. Arthur of Dallas, 
Texas, read at the annual meeting of the American 
Institute in 1940,10 referred to the fact that four out 
of twenty oil companies, whose published statements 
indicated the treatment accorded intangible costs, 
charged such costs to income account as incurred. 
The remaining sixteen capitalized them and, in most 
instances, wrote them off on the same basis as deple­
tion of producing properties. The writer stated his 
belief that there was no logical basis for the imme­
diate charge of costs against income.
A regulation of the Treasury Department, how­
ever, has permitted an option between charging off 
or capitalizing intangible costs, but a recent federal 
court decision has pronounced the regulation invalid. 
The Supreme Court will doubtless be asked to review 
that decision. The Bureau of Internal Revenue now 
states that it will continue to follow the regulation 
giving the taxpayer that option unless the Supreme 
Court or Congress should indicate disagreement with 
such regulation.
In mining projects, development costs include strip­
ping, drilling shafts, drainage, and all other such 
charges not related to current production.
In the development of standing-timber properties 
where cutting is deferred, expense for the protection 
of properties may be capitalized as well as insurance 
and reasonable administration charges. The addi­
tional cost may be compensated for by increasing 
value through growth.
Depletion and Depreciation
Systematic spreading of the cost of acquisition and 
the cost of development in the case of wasting assets 
involves an estimate of recoverable units of product. 
The period of life which has been discussed in rela­
tion to fixed assets has no application here.
The proportion of accumulated costs distributable 
against a period is measured by the ratio between 
the output for the period and the total estimated 
available resources. An illustration with respect to a 
coal property would be:
10 “Accounting Policies and Practices as Reflected by Published 
Statements of Several Oil Companies” in Experiences with Ex­
tensions of Auditing Procedure, (papers presented at the 53rd 
annual meeting of the American Institute of Accountants), 1940, 
pp. 243-252.
Tangible Fixed Assets Ch. 7-p. 15
Cost of property, including engineering and
development expense.................................. $50,000
Estimated available tonnage based on engi­
neering survey.............................................. 1,000,000
Estimated depletion cost per ton.................. 5 cents
Tons extracted during period...................... 100,000
Total depletion expense for period.............. $5,000
The calculation of provision for depletion on this 
basis is in accordance with accepted accounting pro­
cedures, and is suitable for general accounting pur­
poses.
However, the provisions of law governing de­
ductions for income tax permit the use of discovery 
value in lieu of cost as the basis for depletion with 
respect to certain natural resources. A further depar­
ture from ordinary procedures is that depletion, in 
many instances, need not be calculated on either 
cost or discovery value, but as a percentage of gross 
income for the taxable period. There is a proviso, 
however, that depletion allowable under the percent- 
age-of-income method shall not exceed 50 per cent 
of the net income from the property (before con­
sideration of depletion). It is quite possible that, in 
some cases, the accumulated depletion provided on a 
percentage-of-income basis may actually exceed the 
total cost of the wasting asset.
Wasting-asset enterprises necessarily have structures
and equipment constituting depreciable assets. The 
cost of these is subject, in general, to ordinary depre­
ciation procedure, but some special considerations 
apply.
The estimated life of such assets must be related 
to the period to be covered by the removal of the 
wasting asset. The useful life of the depreciable 
assets cannot be longer than the latter period. When 
the useful life of buildings and equipment is ex­
pected to outlast the operation of the property, 
depreciation is often apportioned over units of pro­
duction rather than on a time basis. An interesting 
illustration of an extremely liberal application of 
this method will be found in the following quotation 
from a current report to stockholders of an impor­
tant wasting-asset enterprise:
“The company’s policy is to provide for deprecia­
tion of the cost of the several plants over their esti­
mated useful lives, limited to the estimated period 
required for the exhaustion of the mine to which each 
plant is related. Depreciation is calculated on the 
tonnage produced but the useful life of the com­
pany’s plants has been so conservatively estimated 
that if the high average rate of production of the 
past several years is continued, the plants will be 
entirely depreciated in the next four or five years, a 
time which will antedate the obsolescence of the 
plants and, by many years, the exhaustion of the 
mines.”
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CHAPTER 8
INTANGIBLE ASSETS
By Walter A. Staub
THE term “intangible property,” when used by accountants, has a different significance as to cer­tain assets than the legal meaning of the term. For 
example, legal definitions of intangible property 
usually include deposits in bank, shares of stock, 
bonds, and notes and accounts receivable, whereas 
in financial statements such property is included 
among the tangible assets. Some tax laws, however, 
classify such assets as tangible assets, though others 
do not.
The 1918 Excess Profits Tax Act defined “intan­
gible property” for the purpose of computing in­
vested capital as meaning “patents, copyrights, secret 
processes and formulae, goodwill, trade-marks, trade- 
brands, franchises and other like property.” The 
property named in this definition or classification is 
that which for the purposes of financial statements 
the accountant considers as coming within the scope 
of the term “intangible assets.”
Some intangible assets have a limited life. Some­
times the limitation is by agreement, as in the case of 
franchises or concessions for fixed periods. In other 
instances the limitation is by statute, as in the case 
of patents or copyrights. Still other intangibles— 
such as brands, trade-marks, and goodwill in general 
—have no definite term of existence.
This is the distinction made by the committee on 
accounting procedure of the American Institute of 
Accountants in its Accounting Research Bulletin No. 
241 issued in December 1944. The committee, for 
convenience, refers to intangibles having a limited 
existence as Type A, and to those of indefinite dura­
tion as Type B.
The excess of a parent company’s investment in 
the stock of a subsidiary Over its equity in the net 
assets as shown by the latter’s books at the date of 
acquisition, is sometimes treated as an intangible in 
consolidated financial statements of the parent and 
the subsidiary. This class of asset may represent in­
tangibles of either Type A or Type B, or a combina­
tion of both.
Summary Statement
The distinction between Type A and Type B in­
tangibles is the key to the accounting treatment to 
be accorded such assets, and, based thereon, the In­
stitute’s committee, in the aforementioned research 
bulletin, made the following summary statement:
“ (1) The initial carrying value of all types of in­
tangibles should be cost, in accordance with the 
generally accepted accounting principle that assets 
should be stated at cost when they are acquired. In 
the case of non-cash acquisitions cost may be de­
termined either by the fair value of the consideration 
given or by the fair value of the property acquired, 
whichever is the more clearly evident.
“ (2) The cost of Type A intangibles should be 
amortized by systematic charges in the income state­
ment over the period benefited, as in the case of other 
assets having a limited period of usefulness.
“ (3) The cost of Type B intangibles may be car­
ried continuously unless and until it becomes rea­
sonably evident that the term of existence of such 
intangibles has become limited, or that they have 
become worthless. In the former event the cost should 
be amortized by systematic charges in the income 
statement over the estimated remaining period of use­
fulness or, if such charges would result in distortion 
of the income statement, a partial write-down may be 
made by a charge to earned surplus, and the balance 
of the cost may be amortized over the remaining 
period of usefulness. If an investment in Type B 
intangibles is determined to have become worthless, 
the carrying value should be charged off either in the 
income statement or to earned surplus as, in the cir­
cumstances, may be appropriate.2 In determining 
whether an investment in Type B intangibles has 
become, or is likely to become worthless, it is proper 
to take into account any new and related elements 
of intangible value, acquired or developed, which 
have replaced or become merged with such intan­
gibles.
“ (4) Where a corporation decides that a Type B 
intangible may not continue to have value during the 
entire life of the enterprise, it may amortize the cost 
of such intangible despite the fact that there are no 
present indications of such limited life which would 
require reclassification as Type A, and despite the 
fact that expenditures are being made to maintain 
its value. In such cases the cost may be amortized 
over a reasonable period of time, by systematic 
charges in the income statement. The procedure 
should be formally approved, preferably by action of 
the stockholders, and the facts should be fully dis­
closed in the financial statements. Such amortization 
is within the discretion of the corporation and is not 
to be regarded as obligatory.
“ (5) There is a presumption, when the price paid 
for a stock investment in a subsidiary is greater than 
the net assets of such subsidiary applicable thereto,
1The discussion in this chapter makes generous use of the 
material presented in Accounting Research Bulletin No. 24.
2A footnote to the summary in Bulletin 24 states that “other 
problems arising from partial loss of value of type B in­
tangibles are not dealt with herein,” and refers to the discussion 
in the Bulletin which states inter alia that: “The committee 
recognizes that changes in general economic conditions and 
changes affecting the business of a particular company may 
have an important effect on the value, at a given time, of its 
intangibles. It further recognizes the difficulty of determining 
whether adverse changes are temporary or permanent.”
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as carried on its books at date of acquisition, that the 
parent company, in effect, placed a value greater than 
book value on some of the assets of the subsidiary in 
arriving at the price it was willing to pay for its in­
vestment therein. If practicable there should be an 
allocation of such excess as between tangible and in­
tangible property and any amount allocated to intan­
gibles should be further allocated to determine a 
separate cost for each Type A intangible and for at 
least the aggregate of all Type B intangibles. The 
amounts so allocated to intangibles should thereafter 
be dealt with in accordance with paragraphs (1), (2), 
(3), and (4) hereof.
“ (6) In connection with the foregoing procedures, 
the committee recognizes that in the past it has been 
accepted practice to eliminate Type B intangibles by 
writing them off against any existing surplus, capital 
or earned, even though the value of the asset is un­
impaired. Since the practice has been long estab­
lished and widely approved, the committee does not 
feel warranted in recommending, at this time, adop­
tion of a rule prohibiting such disposition. The com­
mittee believes, however, that such dispositions should 
be discouraged, especially if proposed to be effected 
by charges to capital surplus.”
Initial Carrying Value
As in the case of tangible fixed assets, the account­
ing for intangibles should normally be based on cost, 
which may be defined generally as the price paid or 
the value of the consideration given to acquire an 
intangible asset.
Thus the basis is laid for an accounting of the 
full cost of intangibles acquired, whether the ac­
quisition was for cash, for securities of the acquiring 
company, or for other property. Such subsequent 
accounting will consist of either: (a) continuance of 
the full cost in successive balance sheets, (b) amor­
tization through the income statement, especially of 
those intangibles having a limited life, or (c) write­
offs to surplus, either because of demonstrated worth­
lessness or from motives of ultra-conservatism.
Cost Determination
When intangible assets are acquired by specific 
purchase, whether for cash or for securities, the de­
termination of cost follows the same procedure as 
applies in the case of the purchase of tangible prop­
erty. When, in an arm’s-length transaction, the price 
is paid in cash for a specific intangible, that is con­
clusive evidence of the cost.
In the case of non-cash acquisitions, cost may be 
determined either by the fair value of the considera­
tion given or by the fair value of the property ac­
quired, whichever is the more readily demonstrable. 
In other words, a non-cash acquisition involves two 
factors with equal value. When the value of either 
factor is determined, inferentially it determines the 
value of the other.
When the consideration given consists partly or
wholly of capital stock of the acquiring company, 
the transaction may result in an element of capital 
surplus, dependent on whether or not the fair value 
of the intangible acquired exceeds the par or stated 
value of the capital stock, plus cash or equivalent (if 
any), constituting the consideration. Par or stated 
value of stock given in exchange for property is not 
usually conclusive, or even dependable, evidence of 
value or price, as indicated by the fact that shares of 
stock having a wide market seldom sell at exactly their 
par or stated value.
A problem may arise when a group of intangibles, 
or a mixed aggregate of tangible and intangible prop­
erty, is acquired for a lump-sum price or considera­
tion. It is essential in such cases that, in the light 
of the best judgment, an allocation of the aggregate 
cost be made as between tangible and intangible 
property, and that the cost of intangibles be further 
allocated so as to assign a separate cost to each 
Type A intangible so acquired, and for the aggre­
gate, at least, of all Type B intangibles.
In practice, the allocation in the case of a mixed 
aggregate of tangible and intangible property which 
has been acquired for a lump-sum price is made by 
determining the fair value of the various items of 
tangible property acquired, less the amount of liabili­
ties (if any) assumed, and considering the balance of 
the lump-sum price as the cost of the intangibles 
acquired.
Sometimes neither the intangible acquired nor the 
stock issued therefor may have an established value. 
In such a case it may be necessary to estimate the fair 
value of the intangible acquired for the purpose of 
recording the amount paid in for the stock issued. If 
the intangible be of the nature of goodwill the value 
of which is predicated on earning power, the courts, 
and particularly the Tax Court of the United States 
(formerly the Board of Tax Appeals), have resorted 
to a formula under which, after allowing for a fair 
return on the tangible capital employed in the busi­
ness, any excess of average annual earnings over a 
representative period of years (most often five, though 
sometimes as many as ten have been used) is capi­
talized at a rate of return considered suitable in re­
spect of the intangible asset to the use or existence 
of which such excess earnings are ascribed.
In a number of cases involving the determination 
of goodwill for invested capital purposes under the 
1918 Excess Profits Tax Act, or as at March 1, 1913, 
for federal income tax purposes, rates of 8 and 15 per 
cent on tangible capital and intangible capital, re­
spectively, were used for established industrial or 
mercantile enterprises. In view of the radical fall in 
the interest rate during the past decade, lower rates, 
with correspondingly higher capital values resulting 
from the computations, would presumably be used 
in making similar computations for present-day value 
purposes.
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A rather rough-and-ready method of computing 
value for an intangible of the goodwill type is that 
of taking a given number of years purchase of earn­
ings, say, three, four, or five years. In this case, the 
full earnings are the principal element in the valua­
tion, without any deduction for a return on the tan­
gible capital employed. This has the virtue of ex­
treme simplicity and may be a convenient way of 
giving expression to the result of a “horse-trade”— 
which, after all, is the usual way of arriving at the 
value of an intangible in an arm’s-length transaction.
When the computation of value as an imputed cost 
is being made on the earnings basis for an intangible 
with a limited life, as, for example, a patent, the pri­
mary factors of the computation would be the antici 
pated earnings for the remaining life of the patent 
and a discounting thereof to present value. The rate 
used for the discounting factor necessarily should take 
account of the extent to which the commercial value 
of the patent has been developed and any elements of 
risk.
Development of Intangible Value
What has been said above under the head of “Cost 
Determination” has related primarily to intangibles 
which are purchased in a matured state and with 
presumably some demonstrated earning power, as, 
for example, the goodwill of a department store or 
the trade brands of a cigarette or drug company. Suf­
ficient accounting problems may arise in such cases 
to tax the judgment and skill of the accountant in 
seeking for their answer. An even more difficult situ­
ation, however, is likely to be encountered when large 
expenditures are being made for research, develop­
ment, advertising, and other promotional measures.
The question naturally arises in such a case whether 
the expenditures are resulting in the creation of an 
intangible asset, such as a patent, trade brand, news­
paper or magazine circulation, or a more general type 
of intangible, such as goodwill.
When the entire operations of a company are being 
concentrated on the invention of a device and the 
creation of a market therefor, the problem is, in 
principle at least, somewhat simpler than when such 
activities form but part of the current operations of 
a company. In the former case, the expenditures of 
the research and development period (less any inci­
dental income) may be regarded as constituting de­
ferred charges, the ultimate disposition of which as 
either warranted capital charges or as expenditures 
to be written off as a loss (or, perhaps, partly one 
and partly the other) is to be decided upon at the 
end of the development period. If it is then evident 
that a valuable intangible asset has resulted from the 
research and development expenditures, capitalizing 
them is both warranted and desirable. If during the 
development period the prospect of ultimate success 
and profitableness seems too remote to be counted on,
prudence may well call for an even earlier writing off 
than the end of the period of research and develop­
ment.
Where the research and development activities are 
incident to the larger business of a company, there 
may likewise be justification for carrying forward, 
or even immediately capitalizing, such expenditures 
as appear to be resulting in, or to give promise of, the 
creation of intangible assets, such as patents, circula­
tion, etc. However, the experience in the field of 
industrial research has been that the ultimate outcome 
is so uncertain that it is usually the part of wisdom 
to charge off such expenditures as part of the current 
operating expenses of the business. This seems par­
ticularly desirable where the research activities are a 
continuous part of the company’s operating program 
and in a sense, therefore, fixed operating costs some­
what similar to selling, administrative, and other 
general expenses that are not taken into account 
in determining costs which are applied to the in­
ventory of manufactured goods or work in process.
The absorption of current research and develop­
ment costs in the income statement may be regarded 
as a part of an over-all program of maintenance and 
replacement of intangible values to which further 
reference is made hereinafter under the head of 
“Maintenance of Value of Intangibles.”
Intangibles in Consolidation
Where a parent corporation has made a stock in­
vestment in a subsidiary, at a cost in excess of the 
net assets of the subsidiary as shown by its books 
at the date of acquisition, the parent corporation may 
have either: (a) paid amounts in excess of book 
value for specific assets of the subsidiary, or (b) paid 
for the general goodwill or excess earning power of 
the subsidiary. If practicable, such an excess should 
be divided as between tangible and intangible assets. 
Then, if practicable, the amount allocated to in­
tangibles should be further allocated as between each 
Type A intangible and, at least, the aggregate of all 
Type B intangibles. The amounts so allocated should 
thereafter be dealt with in accordance with the pro­
cedures outlined herein.
Amortization Accounting
The cost of tangible assets having a definitely 
limited term of usefulness is dealt with by deprecia­
tion accounting, which has been defined as a system 
of amortization which aims to distribute the cost or 
other basic value of tangible capital assets, less sal­
vage value (if any), over the estimated useful life of 
the unit (which may be a group of assets) in a ra­
tional manner. In like manner the cost of intangible 
assets having a limited term of existence or useful­
ness, whether limited by law, regulation or agree­
ment, or by their nature, should be dealt with under 
amortization accounting. There may be cases in which
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it is difficult to determine at the time of acquisition 
whether the intangibles are of the class having limited 
life or of the class as to which there is no evidence 
of limited usefulness, but this problem is no different 
in substance from that often encountered in applying 
broad principles to particular situations.
The cost of intangibles classified as Type A should 
be amortized by systematic charges in the income 
statement over the period benefited. If it becomes 
evident that the period benefited will be longer or 
shorter than originally estimated, recognition thereof 
may take the form of an appropriate decrease or 
increase in the rate of amortization or, if such in­
creased charges would result in distortion of the 
income statement, a partial write-down may be made 
by a charge to earned surplus. Ordinarily, therefore, 
a patent will be written off over a 17-year period, 
unless it becomes evident before the end of that 
period that there has been a loss in value of the 
patent.
Although a patent has a statutory life of seventeen 
years, a period of several years may elapse between 
the date of making application for and the granting 
of a patent. Consequently, amortization of the patent 
cost may be amortized over a period of seventeen 
years plus the time estimated to elapse between 
application and granting. The practice is sometimes 
followed of starting the amortization with the grant­
ing of the patent. This has the virtue of practicality, 
but obviously not of precision.
The time method of amortizing patents is one 
which, as intimated above, needs to be applied with 
discretion and the results of such application should 
be made the subject of constant review. Patents are 
subject to obsolescence or supersession through new 
inventions, and a decision that a given patent in­
fringes in whole or in part upon that held by some­
one else promptly raises the question whether the 
circumstances call for a write-off, either in part or in 
whole, or at the least an acceleration of periodical 
amortization.
A type of intangible, closely related to patents 
because of representing a grant of government pro­
tection, is that of copyrights. Their term is twenty- 
eight years with a renewal, in certain circumstances, 
of a further term of twenty-eight years. Here, how­
ever, the amortization of the cost over the nominal 
life would in most cases be unrealistic. Few books 
have a market extending over twenty-eight years, let 
alone fifty-six. Even scientific books seldom have a 
continuous market for that length of time, and the 
more ephemeral type of literature, such as fiction, 
“ebbs out life’s little day” in but a few years, or less. 
Consequently, a realistic plan of amortizing copy­
rights is to spread the cost on a unit basis of sales 
in each fiscal period as compared with the expected 
total sales, with frequent revision in the light of the 
actual sales. Put in another way, periodical revalua­
tion of each copyright is the practical way of handling 
this situation.
Maintenance of Value of Intangibles
The intangibles classified as Type B may be carried 
continuously at cost unless and until it becomes 
reasonably evident that their term of existence has 
become limited, or that they have become worthless. 
In the former event they should be reclassified as 
Type A and thereafter amortized by systematic charges 
in the income statement over the estimated remaining 
period of usefulness. If that period of amortization is 
relatively short so that misleading inferences might 
be drawn as a result of the inclusion of substantial 
charges in the income statement, a partial write-down 
may be made by a charge to earned surplus and the 
balance of the cost may be amortized over the remain­
ing period of usefuless.
In the event of complete loss of value, a charge 
should be made either in the income statement or 
to earned surplus, whichever in the circumstances 
may be appropriate. In determining whether such a 
charge-off is necessary, consideration may usually be 
given to the fair value of all Type B intangibles, 
whether purchased or developed in the ordinary 
course of business.
This amounts to recognizing that the practical 
method of dealing with intangible assets having an 
indeterminate life in many, if not most, instances 
is that of replacement accounting. When substantial 
sums are expended every year for newspaper, maga­
zine, and radio advertising and other promotional 
measures, and for research and similar development, 
they may be regarded as maintaining the value of 
existing intangibles in the same sense that the cost 
of replacing worn-out ties (which is absorbed as a 
maintenance cost) maintains the value of that ele­
ment of the track and roadway of a railroad.
Still further, if a given trade-brand or trade-mark 
is losing its appeal, and current promotional expen­
ditures result in the establishment of a new brand or 
trade-mark, or in increased prestige and appeal of 
another of the brands or trade-marks owned by a 
company, a replacement or transfer of value is taking 
place which obviously warrants the consideration of 
trade-brands and trade-marks en bloc in determining 
whether or not a loss of value has occurred which 
calls for a write-off of the amount at which intangibles 
are carried as an asset.
Discretionary Amortization of Intangibles
As pointed out in Accounting Research Bulletin 
24, in many cases intangibles acquired by purchase 
may merge with, or be replaced by, intangibles ac­
quired or developed with respect to other products 
or lines of business, and in such circumstances the 
discontinuance of a product or line of business may 
not in fact indicate loss of value.
There is a basic distinction between the nature of
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intangibles with indeterminate life, such as trade- 
brands, trade-marks, formulae, and goodwill (which 
may be maintained indefinitely), and the nature of 
depreciable assets, such as buildings and machinery 
(which must be replaced in the ordinary course of 
business), or depletable assets, such as mines and tim­
berlands (which will be exhausted and, except as to 
timberlands, cannot be replaced). Hence, the plan of 
allowing for depreciation or depletion of tangible 
assets, which rests on estimates of life or of mineral 
or timber content, is not as readily applicable in 
the accounting of intangible assets with indeterminate 
life. In the case of the former, the estimates relate 
primarily to physical factors, whereas, in the case of the 
latter, estimates of useful life have no such basis and 
would be primarily motivated by a policy of ultra­
conservatism in setting up a plan of depreciation 
(amortization) for intangibles in respect of which 
there is no factor indicative of loss of value in the 
predictable future.
It follows that there is no basic reason for, Or scien­
tific method of, writing-off or amortizing the cost of 
Type B intangibles, the value of which is continuing. 
To require the compulsory amortization of intan­
gibles, the value of which is being currently main­
tained or even enhanced, seems a departure from the 
“going concern” concept of financial statements and 
an attempt to provide for losses which may be sus­
tained upon termination or liquidation of an enter­
prise at some time in the future. If, however, a 
corporation decides to amortize the cost of a Type B 
intangible, as to which there is no present indication 
of limited existence or loss of value, by systematic 
charges in the income statement, long established 
custom indicates such procedure to be permissible 
despite the fact that expenditures are being made to 
maintain its value.
The plan of amortization in such a case should be 
reasonable and should be based on all the surround­
ing circumstances, including the basic nature of the 
intangible and the expenditures being currently made 
for development, experimentation, advertising, and 
sales promotion. Where the intangibles are important 
income-producing factors and are being currently 
maintained, the period of amortization should be 
reasonably long. The procedure should be formally 
approved, preferably by action of the stockholders, 
and should be fully disclosed in the financial state­
ments. It is to be emphasized that such amortization 
is entirely within the discretion of the corporation and 
is not to be regarded as mandatory.
Further, in the opinion of the writer, it is desirable 
that the amortization charge be set forth as a deduc­
tion from, or appropriation of, income after the net 
income from operations of the period is shown. Other­
wise, the income of the period is being doubly 
charged, once with the expenditure for the main­
tenance of the value of the intangibles, and again
with the cost of the intangibles, the value of which is 
being maintained. Such a double charge against the 
operations of a period seems especially objectionable 
when the net income is being used as an indication of 
current earning power and consequently a factor in 
estimating the value of the intangibles which have 
been used in realizing the net income.
Write-off When No Evidence of Loss of Value
In adopting the procedures set forth above, the 
Institute’s committee recognized that in the past it 
had generally been considered proper to eliminate the 
cost of Type B intangibles from the accounts, in whole 
or in part, by a charge against any existing surplus, 
capital or earned, even though the value of the asset 
is unimpaired. Since the practice has been long estab­
lished and widely approved, the Institute’s committee 
did not feel warranted in recommending adoption of 
a rule prohibiting such disposition.
The committee expressed the opinion, however, 
that such disposition should be discouraged, espe­
cially if proposed to be effected by charges to capital 
surplus, and pointed out that the reduction of the 
investment, upon which the responsibility and ac­
countability of management is based, might give rise 
to misleading inferences if subsequent earnings were 
compared with the reduced base.
Since the promulgation of Bulletin 24, the Securi­
ties and Exchange Commission has issued Release No. 
50 in its accounting series. In it the chief accountant 
of the Commission considered a case in which the 
facts were stated to be as follows:
“The goodwill in question resulted from the ac­
quisition during the year of the assets and business 
of a going concern at a price of $2,000,000, payable 
in cash or its equivalent. It was determined that 
$1,750,000 was paid for the physical assets acquired 
and $250,000 for goodwill. It is now proposed to write 
off this goodwill by a charge to capital,surplus.”
The chief accountant’s opinion was expressed as 
follows:
“In my opinion the proposed charge to capital sur­
plus is contrary to sound accounting principles. It 
is clear that if the goodwill here involved is, or were 
to become, worthless, it would be necessary to write it 
off. Preferably such write-off should have been accom­
plished through timely charges to income, but in no 
event would it be permissible, under sound accounting 
principles, to charge the loss to capital surplus. The 
procedure being proposed would, however, evade such 
charges to income or earned surplus and would conse­
quently result in an overstatement of income and 
earned surplus and an understatement of capital.”
The chief accountant’s opinion appears to be based 
upon the premise that, because a loss of value which 
may occur at some indeterminate time in the future 
should be charged to earned surplus at that time, a 
present write-off of an intangible asset which has lost
Ch. 8-p. 6 Contemporary Accounting
none of its value (obviously, goodwill which has just 
been purchased would not be deemed to have imme­
diately lost its value) should likewise be charged to 
earned surplus. It may well be argued, however, that 
the effect of writing off goodwill with undisputed 
continuing value is: (a) to eliminate from one side 
of the balance sheet an intangible asset, and (b) cor­
respondingly to reduce on the other side of the balance 
sheet the capital stated as employed in the enterprise. 
Since the earned surplus has not in fact been reduced 
by a distribution of profits or by a loss actually sus­
tained, a charge to capital surplus would in such 
circumstances seem not only warranted but in some 
respects more fully to reflect the present fact.
To be sure, if, as and when it becomes evident that 
the goodwill has lost its value a charge should be 
made to earned surplus for the loss then sustained, 
and a corresponding credit made to capital surplus to 
restore the amount of the earlier charge thereto.
It would appear from the chief accountant’s opinion 
that, if he gave consideration to the view of the prob­
lem set forth above, he must have concluded that the 
adjustment between earned surplus and capital sur­
plus which should be made when the loss of goodwill 
becomes evident might be overlooked or ignored, and 
therefore he prefers the ultra-conservative procedure 
of understating earned surplus and correspondingly 
overstating capital surplus during the period in which 
the goodwill continues to have a value equal to its cost.
Balance Sheet Presentation of Intangibles
The asset side of a balance sheet is prepared usually 
on the basis of the relative current status of the assets 
listed, the chief exception being in the public-utility 
field, where fixed assets employed in the business are 
usually stated first. In most other enterprises, how­
ever, cash on hand and demand deposits in banks 
will be listed first, intangibles being at or near the 
bottom of the asset side, usually as a separate item. 
If included with tangible fixed property, the caption 
should indicate that fact. If the basis of valuation 
of intangibles is not indicated, the reader is entitled 
to assume the basis to be cost. If amortization is a 
factor, that fact should be indicated.
At the turn of the century when many of the large 
corporations of the present day were organized as 
the result of consolidations, a common practice was 
to show upon the balance sheet a property account 
which comprised both tangible and intangible fixed 
assets. It was about two decades later that a distinc­
tion began to be made in published balance sheets 
between tangible and intangible fixed assets. Today 
there are relatively few cases in which the intangible 
assets are not set out separately in published balance 
sheets.
Those intangibles which are the subject of periodical 
amortization or revaluation, such as patents and copy­
rights, should preferably be segregated from intangi­
bles of indefinite duration such as goodwill and trade 
brands. •
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CHAPTER 9
LONG TERM LIABILITIES AND CAPITAL STOCK
By George O. May
THE treatment of long-term liabilities and capital stock together in a single chapter is appropriate because in some cases and for some purposes the dis­
tinction between a long-term liabilitiy and capital 
stock is narrow and not of great significance.
The principal categories of long-term liabilities are 
bonds, debentures, and purchase money obligations. 
Some are secured by mortgages or charges on prop­
erty; some bear interest payable unconditionally; in 
some cases (e.g., income bonds) payment of interest 
is conditional on its being earned. More than one- 
half of the bonds to be issued under railroad re­
organization plans of recent years are income bonds. 
The line between income bonds and preferred stocks 
is particularly narrow, but in the past has been impor­
tant on account of tax considerations. Recently, how­
ever, the tax law has begun to recognize the essential 
similarity between interest on income bonds and divi­
dends on preferred stocks. Such dividends are now 
allowed as deductions from income subject to the 
normal corporate income tax in the case of public 
utilities.
Long Term Liabilities
Accounting at Time of Creation
In considering the proper accounting treatment of 
long-term liabilities it is necessary to bear constantly 
in mind that they may be regarded either (a) as debt, 
(b) as loan capital,1 or (c) as related to service con­
tracts for the use of money for a period of time. Just 
as under a lease the lessor receives possession of a 
building and agrees to restore it at the end of the 
lease and to pay for the right to use it in the mean­
time, so a borrower receives money and agrees to re­
turn it and pay for the use of it during the term of 
the loan. When the date of payment of a liability is 
deferred by agreement there is normally either an 
explicit or an implicit compensation for the defer­
ment which should be isolated and given separate 
accounting treatment.
A useful approach to the question is to consider, 
first, the simplest form of contract which imposes on 
a corporation an obligation to pay certain sums over 
a considerable period of years in the future. As an 
illustration, let it be assumed that the contract obli­
gates the corporation to pay the sum of $120,000 six 
months after the effective date of the transaction and 
amounts diminishing at the rate of $1,500 each half 
year at half-yearly intervals over a total period of 
twenty years.
In considering the proper accounting for such a
contract naturally the first step is to ascertain what 
consideration was received by the corporation there­
under. This consideration may be either cash or its 
equivalent in property having a definite and readily 
realizable market value, or it may be property such 
as a plant or business the value of which is a matter 
of judgment and uncertainty. In practice, such con­
tracts are frequently in the form of bond indentures 
and contain provisions for the issue of evidences of 
participation in the contract in the form, perhaps, of 
bonds which have a nominal par value and to which 
coupons may be attached covering the nominal 
amount of interest. These are parts of the mechanics 
of the transaction and should not be regarded as 
changing its substance.
Several situations likely to be encountered may be 
considered in order. First, there are the cases in 
which the consideration received by the corporation 
is cash (or something equivalent to cash). In such 
cases it is manifest that the excess of the amount pay­
able over the amount received as consideration for 
the contract should be regarded as the compensation 
paid for the use of the money during the period for 
which it remains in the hands of the corporation. 
Clearly this compensation should be charged to in­
come; how much should be charged in successive 
periods will require careful consideration. The an­
swer cannot be found by accepting without question 
declarations as to the amount of the total payments 
that represent interest on the loan. For the moment, 
however, attention may be confined to the question 
of the entries to be made at the time when the con­
tract is entered into.
Case 1. (a) If a contract is in the simplest form and 
the consideration received in cash in our illustrative 
case is assumed to be $2,400,000, it would seem that 
the transaction was equivalent to the corporation’s 
borrowing $2,400,000, repayable by equal semi­
annual instalments over a period of twenty years 
with interest at 5 per cent on the unpaid principal. 
The first payment of $120,000 would be made up 
of interest $60,000 and principal $60,000.
(b) If the cash consideration received was $2,000,000. 
the transaction might be described as a loan of 
$2,000,000 repayable by semiannual instalments at
1The Canadian Income War Tax Act allows as a deduction 
“such reasonable rate of interest on borrowed capital used in 
the business to earn the income as the minister in his discretion 
may allow.”—The Canadian Chartered Accountant, April 1945, 
p. 218. In the case discussed in this issue of The Canadian 
Chartered Accountant, it was held that the borrowed capital 
was the amount realized in issue of bonds or the face value of 
the bonds. This decision contains an interesting discussion of 
the nature of capital.
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a premium of 20 per cent with interest at 6 per cent 
on the original principal remaining unpaid from 
time to time. These alternatives might be reflected in 
the balance sheet as follows:
(a) Loan received under contract dated
.................., repayable by semiannual
instalments with interest at 5 per
cent........................................................$2,400,000
or
(b) Loan received under contract dated
..................,repayable with interest
at 6 per cent and a premium of 20 
per cent by semiannual instalments 
over a period of twenty years. . . . 2,000,000
In the one instance the interest, and in the other case 
the interest and premium would be chargeable to 
income over the term of the contract.
Case 2. Next to be considered is the commoner case 
in which the contract is a bond indenture and bonds 
are issued which have a nominal par value of $1,000 
each and to which coupons are attached covering what 
is called the nominal interest. If the consideration 
received and the par value of the bonds is the same, 
no question as to the accounting entry to be made 
will arise. If both amount to $2,000,000, a liability 
of $2,000,000 will be set up and the question whether 
it is set up because that is the par value of the bonds 
or because it is the amount of the consideration re­
ceived will be of only academic interest.
Case 3. Next to be considered is the case in which 
the par value of the bonds is greater than the cash 
received, as would be the case if the consideration 
received were $2,000,000 and 2,400 bonds were issued, 
described as being bonds for $1,000, each bearing cou­
pons calling for payment of $30 semiannually until 
the bond is redeemed. In such a case, custom has 
established the practice of setting up the liability at 
the nominal face value of the bond and describing 
the difference between the aggregate principal of the 
bonds and the cash consideration received for the 
issue thereof as “discount on bonds,” though as al­
ready indicated, the issue of bonds is merely part of 
the mechanics of the loan and the difference between 
the par value thereof and the consideration received 
is more truly a premium paid by the borrower on the 
loan or deferred payment than a discount on the 
bond.
Some academic writers argue with reason that the 
accounting treatment should be exactly the same as 
if the bonds had not been issued; that only the 
amount borrowed should be recorded initially on the 
liability side of the balance sheet, and that the prac­
tice of setting up an account called “discount on 
bonds” is unsound and misleading. This position is 
taken in the following statement from “Accounting 
Principles Underlying Corporate Financial State­
ments,” prepared by the executive committee of the 
American Accounting Association, and issued in June 
1941:2
“The excess of the face or maturity amount of a 
liability over the cash or cash equivalent supplied by 
the creditor represents a form of interest payable at 
maturity; on a balance sheet the unaccrued portion 
of such interest should preferably appear as an offset 
to the maturity amount of the indebtedness. Con­
versely, the excess of the cash or cash equivalent sup­
plied by the creditor over the maturity amount rep­
resents a liability payable from period to period as a 
part of nominal interest payments; on a balance sheet 
any unpaid portion of such liability should appear 
as an addition to the maturity amount of the in­
debtedness.”
The answer is that the common practice is long- 
established, and that so long as the true nature of the 
account called “discount on bonds” governs the ac­
counting treatment the gain in theoretical accuracy 
that would result from changing the practice would 
not be sufficient to offset the inconvenience that would 
result from the abandonment of a custom that is 
thoroughly established.
The attempt is sometimes made to defend the prac­
tice of recording the nominal face value of the liabil­
ity in the case of a bond sold “at a discount,” on the 
ground that the par value would be payable in the 
event of default. The argument is not well founded 
—first, because the accounting of going concerns does 
not take cognizance of penalties and other conse­
quences that would follow if the corporation should 
default on its obligations or became bankrupt; and, 
second, because the practice is the same even where 
the corporation has an obligation to retire the bond 
at a figure in excess of its par value.3
Case 4. The next case calling for consideration is 
that in which the amount received is in excess of the 
amount which the company is obligated to pay on 
maturity of the bonds. This case is less common than 
the one just considered, although small premiums are 
today not infrequently realized. The common practice 
in such cases is to record as the liability on the bonds 
the par value and to carry the premium as a deferred 
credit to be amortized over the life of the bond in the 
same way as a discount would be amortized.
Case 5. Turning, now, to cases in which the con­
sideration for the assumption of a liability is a trans­
fer of property which has no readily ascertainable 
market value, the position may first be considered in 
which there is no contemporaneous evidence of sales 
of bonds for cash, from which inferences may be
2The Accounting Review, June 1941, pp. 133-9. For further 
discussion of this method of treatment, see “Accounting Prin­
ciples Underlying Corporate Financial Statements—A Sym­
posium,” The Accounting Review, Jan. 1942. pp. 1-66.
3See, for instance, Goodyear Tire & Rubber Company first 
mortgage, 20-year sinking-fund gold bonds issued in 1921.
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drawn as to the fair market value of the bonds issued 
in the hands of the person to whom they are issued. 
The problem, then, is to establish the fair value of 
the property received in exchange for the bonds 
issued. Upon this question there is often, if not 
usually, room for a fairly considerable difference of 
opinion. In such circumstances if the contract indi­
cates a division between principal and interest that 
is reasonable, it is good practice to treat the principal 
as being the measure of the value received for the 
issue of the bonds. In the illustrative cases already 
used, if 2,000 bonds were issued it would be assumed 
that the consideration received was $2,000,000 and, 
of course, the nominal interest rate 6 per cent. If 
2,400 bonds were issued, it would be assumed that 
the consideration received was $2,400,000 and the 
nominal (and actual) interest rate 5 per cent.
A nice question arises as to the limits within which 
it is reasonable to assume that the principal of the 
bond is the amount of consideration received. If, 
for instance, a bond were issued bearing a 2 per cent 
coupon at a time when similar corporations were bor­
rowing on a 4½ per cent basis, the assumption would 
be unreasonable. This is one of the many cases in 
which the accountant should be on his guard to make 
sure that he does not allow the form of a transaction 
to determine his action without regard to its sub­
stance.
Case 6. Finally, the case may be considered in which 
bonds are issued for property and more or less con­
temporaneously similar bonds are sold for cash. In 
the past it has been the practice to treat bonds issued 
or assumed in a purchase as involving a present cost 
equal to the par value, so long as the nominal rate 
of interest thereon was within normal limits. Illustra­
tions can be found in the reorganizations of railroads 
affected under the jurisdiction of the Interstate Com­
merce Commission. In those cases the accounting has 
proceeded on the basis of taking bonds issued at par 
oven though the market for them as, when, and if 
issued may have been substantially below par. A full 
discussion of this question would involve the whole 
question of what is the measure of value of property 
and would be out of place in this chapter.
Some regulatory commissions, notably the Federal 
Power Commission, have shown a disposition to re­
quire re-accounting in respect of transactions in the 
past in which bonds, and perhaps, also, stock, were 
issued in the acquisition of properties. They have 
undertaken to fix a fair market value for the bonds 
when issued, and to treat this amount as the measure 
of the cost of the property in so far as that cost was 
incurred in the form of bonds. The justice of such 
retroactive adjustments based on present-day esti­
mates of what might have been done at the time of 
the transaction is open to question, especially where 
the Commissions have treated the corporations as 
hound by the accounting of past transactions when
corporations have sought to revise such accounting in 
accordance with more modern views which would pro­
duce results more favorable to them, as for instance 
in the allocation of overhead expense as between 
capital asset and expense accounts. The major im­
portance of the points here raised relates, of course, 
to the accounting for the property acquired rather 
than to the accounting for the liabilities incurred in 
connection with the acquisition of property, though 
the two phases of the problem are closely connected.
It has been pointed out that when bonds are issued 
“at a discount” the recording of the par value in one 
account and the discount in another is a matter of 
accounting convenience. It does not imply that the 
discount on bonds is an asset in the ordinary or col­
loquial sense; it is, however, an asset in the sense in 
which that word is used in accounting as defined by 
the committee on terminology of the American Insti­
tute of Accountants.
Accounting, in the Institute’s view, is a process of 
recording and classifying in accordance with certain 
principles and postulates chosen on the basis of 
scientific usefulness. An asset is, therefore, defined 
as including anything “represented by a debit bal­
ance (other than a deficit) that is or would be prop­
erly carried forward upon a closing of books of 
account kept by double-entry methods, according to 
the rules or principles of accounting.”4 The definition 
goes on to say, “Thus, plant, accounts receivable, in­
ventory, and a deferred charge are all assets in balance- 
sheet classification.”
The point is apt to assume importance in connec­
tion with statutes which limit the payment of dividends 
on the basis of the amount of assets in excess of lia­
bilities and stated capital. A court is liable to assume 
that discount on bonds is not an asset and that this 
disposes of the question at issue. The real issue may 
be stated thus: Admitting that the par value is merely 
an arbitrary figure and the true position is that the 
corporation has agreed to pay not only the nominal 
interest but also a premium for the use of money over 
a period of time, should the liability to be recognized 
in applying the statute at the time of the transaction 
be the amount borrowed rather than the amount to 
be repaid? Insofar as the question is one of account­
ing, the answer to this question must be in the affirma­
tive.
Long-term obligations more often than not are se­
cured in some way. It is not customary or necessary 
in a balance sheet to disclose how they are secured, 
but good practice requires the insertion in the des­
cription of long-term liabilities of language which 
will indicate whether they are or are not secured. 
Thus a liability may be described as a mortgage bond, 
a secured debenture, a purchase-money obligation, or 
an equipment trust.
‘American Institute of Accountants, Accounting Research Bul­
letin No. 9, May 1941, p. 70.
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Long-term liabilities are commonly classified sep­
arately in the balance sheet. Interest accrued is in­
cluded in current liabilities. However, it is common 
to regard as current liabilities all liabilities occurring 
within a year of the date of the statement. Therefore, 
when a bond issue is within a year of maturity it 
should, strictly, be classified as a current liability. 
When the bonds are payable serially, the maturities 
falling within the year should be included under that 
head. The statement might show:
First Mortgage 5 per cent bonds due serially 
1946 to 1960 (maturities of 1945 included in 
current liabilities).... $..........
Where a similar result is achieved through the 
creation of a sinking fund, the accrued sinking fund 
charge is sometimes shown as a current liability. How­
ever, this involves a duplication of liability since the 
the principal of the bond would also be carried as a 
liability. The situation may better be dealt with by a 
footnote.
In England the practice differs from ours and text­
books advocate grouping the principal of long-term 
liabilities and unpaid interest thereon together to 
emphasize the fact that they are secured in the same 
way.
Trust indentures contain provisions of various 
kinds designed to protect the bondholder. These may 
require the maintenance of a minimum relation be­
tween current assets and current liabilities, or re­
strict dividends to surplus in excess of fixed or de­
terminable sum. References to such provisions in 
footnotes should be made in relation to balance 
sheets, whenever they have a material bearing on 
the financial position of the corporation.
Accounting Subsequent to Creation
The major accounting question that arises during 
the time when a long-term liability is outstanding is 
that of dealing with the discount or premium on the 
original issue. The standard practice is to amortize 
the discount over the life on a straight-line basis.
Bonds are often redeemable through the operation 
of a sinking fund, the amounts of which are to be 
applied periodically in repurchasing bonds at the 
market or calling them at prices fixed in the inden­
ture. Such sinking funds make uncertain the average 
length of time that bonds will be outstanding, and 
in order to allocate the discount some estimate has 
to be made. If the margin between sinking-fund 
prices and issue price is fairly narrow, the simplest 
plan will be to assume for this purpose that all the 
bonds will be acquired at the call prices. If they are 
actually purchased in the market at a lower price, the 
question will arise how the saving should be dealt 
with. These differences will ordinarily be carried to 
surplus, either directly or through the income ac­
count. Whether one or the other course should be
followed is a matter for consideration in Chapters 3 
and 4. However, if the purchase price is far below the 
call price, the question will arise whether the differ­
ence should not be dealt with in the same way as dis­
counts on redemption which are clearly attributable 
to declines in value of the enterprise. (See discussion 
later in this chapter.)
In the case of bonds maturing serially the allocation 
of the discount should be made on the basis of the 
average length of time the bonds will be outstanding.
At times in the past there has been a disposition 
to amortize discount on what is called the “effective 
rate basis.” In applying this method, an “effective 
rate” for the bond issue is calculated which repre­
sents the rate of compound interest at which the 
total interest and principal would equal the aggre­
gate payments required to be made. Income is charged 
with interest at this rate on the debt from time to 
time outstanding, the difference between this sum 
and the coupon interest being applied to reduce the 
discount carried forward. It has been claimed for this 
method that it is more scientific than the straight 
line basis, but it is certainly more complicated and 
usually less conservative in its operation, and the gain 
in the approach to scientific accuracy is relatively 
small. A truly scientific computation would involve 
the consideration of many factors. Observation will 
show that the longer the term of a bond the higher 
normally is the effective rate. This is naturally so 
because the element of risk increases with the length 
of the term. It can be argued that the charge against 
the first year of a bond issue should not be greater 
merely because, let us say, the loan contract extends 
for thirty years rather than twenty.5 Today, the pre­
sumption is strongly in favor of amortization on a 
straight-line basis.
A minor argument of practical convenience in 
favor of the conventional treatment is that it elimi­
nates the problem of distinguishing between the dis­
count on the issue and the costs thereof. If this dis­
tinction has to be made, difficult questions arise and 
different results may be reached according to the 
wording employed in the indenture to produce a 
given result. There may be an amount that is clearly 
discount—the amount by which the sales price at pub­
lic offering falls short of par. There will usually be 
clear expenses, such as stamp taxes, legal fees, engrav­
ing, etc., and there is likely to be a payment to the 
distributor which may be partly a discount and partly 
an expense. If the amount borrowed is to be set up 
as a liability and the expenses as an asset, a segrega­
tion is necessary. If the par value is set up as a lia­
bility and the discount and expenses as an asset, none 
is really required. Since this is the common practice, 
it is not necessary to discuss here the problems that
'For a discussion of this point, see: American Institute of Ac­
countants, Accounting Research Bulletin No. 2, September 1939, 
and works there cited.
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would arise in the alternative case. They are presented 
in Paton’s Advanced Accounting.®
Further questions arise if a long-term liability is 
discharged in advance of maturity. If the debt is not 
refunded, the accepted accounting practice is to write 
off the unamortized discount when the bond is retired. 
In accordance with the general tendency to limit nar­
rowly charges to surplus, the charge is normally made 
in the income account, being shown separately if of 
material importance. It is still regarded as acceptable 
accounting practice to make the charge to surplus in 
this as in other cases if the effect of making the charge 
against the income account might probably be to 
create a misconception as to the results of the opera­
tions for the year. However, the best accountants 
resort to this procedure only in rare cases, and some 
would favor eliminating surplus charges altogether.
The proper accounting where bonds are refunded 
has been the subject of as much discussion as almost 
any technical accounting question. Three courses 
have been favored: (1) immediate write-off; (2) 
amortization over the unexpired life of the old bond 
or the new one, whichever is the shorter; (3) amorti­
zation over the life of the new bond.
The accounting considerations have to some extent 
been confused by the introduction into the accounting 
of public utilities of considerations of regulatory 
expediency. The relative merits of the three different 
methods were discussed in the first full accounting 
research bulletin,7 issued in September 1939. At that 
time the view was expressed that emphasis on the de­
sirability of reflecting all costs and expenses in the 
income account in one year or another would create 
a stronger tendency to favor the second method. How­
ever, the war and high income taxes introduced new 
considerations. Under the tax law, unamortized dis­
count is allowable as a deduction in the year in which 
the refunding takes place, and only in that year. With 
taxes as high as those the war produced it became 
clear that distortion of the income account was more 
likely if the unamortized discount were charged to 
surplus and only the reduced income tax charged in 
the income account. The committee on accounting 
procedure felt it necessary to issue a supplemental 
bulletin dealing with this point. In this bulletin8 
it advocated the procedure here suggested of charg­
ing the discount into the income account in the year 
when the debt was retired. It expressed the view, 
also, that if any amount was to be carried forward 
it should not be greater than the excess of the una­
mortized discount written off over the reduction in 
the year’s taxes resulting from the allowance of the 
amount as a tax deduction in that year.
The proper accounting treatment of these transac­
tions may be deduced from consideration of long­
term borrowings in their aspect as service contracts, 
under which the use of money is secured for a term of 
years. Viewed in this way the case presents an analogy
to that of a premium paid on a lease, the accounting 
for which is now based on the notion that such 
lease represents a capacity for service over a period 
of years and therefore the cost of it should be amor­
tized over that period. If the lease becomes burden­
some and it therefore becomes advantageous to 
terminate it, the unamortized cost is written off and 
also the cost of terminating the lease.
Cases in which, owing to changed conditions, leases 
became burdensome, were frequent during the depres­
sion and it was never suggested that the cost of 
terminating them could properly be carried forward 
as a deferred charge, to be spread over the term of 
a new lease at a lower rental.
Frequently where bonds are redeemable in ad­
vance of maturity a premium has to be paid over the 
price which would be payable at such maturity 
(normally the par value). There has been some dis­
cussion over the question whether unamortized bond 
discount and premiums ought to be dealt with sep­
arately or as one. The conclusion reached in Account­
ing Research Bulletin No. 29 was in favor of dealing 
with the two items as one.
It may be worth while to state the argument for 
the opposite view. It is, broadly, that the discount 
has already been incurred. If the contract under which 
it was incurred has ceased to be useful and is to be 
abandoned, the cost incurred should be written off. 
The premium, it is argued, is a new cost; the benefit 
from the incurring of it will be realized only in the 
future and is therefore subject to the general rule 
that costs should be spread over the period during 
which the benefit therefrom may reasonably be ex­
pected to be realized. However, the sounder view is 
that the premium is a part of the cost of getting rid 
of the unsatisfactory contract and should be written 
off just as the cost of removal of an obsolete machine 
is written off.
A more difficult question which has not up to now 
received adequate consideration arises where long­
term liabilities are discharged for less than the net 
book value thereof. (By “net value” is meant the par 
value less any unamortized discount that may be 
carried on the other side of the ledger.) It used to 
be common to treat such differences as gains which 
could be credited to earned surplus or perhaps even 
to income, but this writer, at least, does not regard 
such treatment as always satisfactory. An opportunity 
to retire debt at less than its book value may be due 
to either of two causes or, of course, possibly to the 
two in combination. If a contract for the use of
6W. A. Paton, Advanced Accounting (New York: Macmillan 
Co., 1941, pp. 612-614.
7American Institute of Accountants, Accounting Research 
Bulletin No. 2.
8American Institute of Accountants, Accounting Research 
Bulletin No. 18, Dec. 1942.
9American Institute of Accountants, Accounting Research
Bulletin No. 2, Sept. 1939.
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money for a term of years is made when interest rates 
are low, and interest rates rise, the contracts will 
become unattractive to the lenders and it will become 
possible to terminate them by the payment of less 
than the book value. In such cases it may fairly be 
claimed that the company has made a profit of a 
financial character which can properly be carried 
either to surplus or income.
In other cases it may be possible to retire out­
standing liabilities for less than their book value 
because holders of the debt are distrustful of the 
security for future repayment. The earnings of the 
company may have fallen and the value of its enter­
prise, regarded as a whole, may have become seriously 
diminished. It is not customary in accounting to 
reflect any such fall in what may be termed the value 
of the business or the value of the assets of the busi­
ness considered collectively, in books of account. It 
seems doubtful whether in such circumstances the 
fact that a part of the shrinkage has been passed on 
to creditors should be treated as giving rise to income 
or a surplus to the owner of the equity. If the com­
pany’s books show a deficit and the fall in the price 
of the bonds is attributable largely to the existence of 
that deficit, it may be permissible to regard retirement 
of the debt as passing on a part of the deficit to credi­
tors, and it may not be unreasonable to assume in 
such circumstances that the deficit from the stand­
point of equity-owners has been reduced. However, it 
is probable that in most cases the fall in the value 
of the enterprise will be greater than the amount 
of the deficit recorded.
It seems inevitable that accounting for surplus will 
be reconsidered by the profession in the years that 
lie ahead. In any such reconsideration provision 
should certainly be made for excluding from surplus 
so-called profits on debt retirement which represent 
nothing more than acceptance by creditors of a 
shrinkage in the value of the enterprise which is not 
itself reflected in any way on the books of the corpo­
ration. Until the Institute or one of its committees 
has dealt authoritatively with this question it is 
suggested that the better practice will be to classify 
such profits on debt retirement in a category distinct 
from capital surplus or income.
Capital Stock
The accounting for capital stock, like that for 
bond issues, has been affected by legal concepts. 
“Stock” was in an earlier day a term used to describe 
either all the property that was employed in an enter­
prise or the value of that property. Corporations have 
often been described as “joint-stock associations.” In 
one sense all that is invested in a business at a given 
date may be said to be “capital” even though a part 
may have been derived from earnings of the business.
In accounting it is useful to distinguish between 
what has been put into a business and what has been
left in it. The expressions “capital” and “capital 
stock” are used generally to describe what has been 
put into the business, though they include, also, 
amounts which have been formally given the status 
of capital by action such as transfers from earned 
surplus to capital by order of the directors in con­
nection with so-called dividends or otherwise. In 
some jurisdictions only what has been left in the 
business and has not been formally capitalized may 
be paid out by corporations to their stockholders 
without proceedings for reducing the capital of the 
corporations. In others, including most American 
states, what is paid in may be classified into two 
parts, of which only one—the par value of the capital 
stock, or the stated value—is subject to this restriction.
The importance which for these and other legal 
reasons attaches to the par value of capital stock, 
or stated capital, has led to the amount thereof being 
separately recorded on the books of account and 
balance sheets. This has given rise to the problem of 
describing the excess paid in over the par value or 
stated capital. It might be expected that the solution 
would have been to describe it as “capital” with a 
qualifying adjective or phrase to indicate that it was 
not subject to the same restrictions as the par value 
of capital stock or the stated capital. That this is the 
correct view is now generally recognized by account­
ants. For example, the following statement by the 
chief accountant of the Securities and Exchange 
Commission:10
“. . . it is my opinion that it is necessary to consider 
the entire amount contributed by shareholders as 
capital regardless of whether reflected in the accounts 
as capital stock or as capital or paid-in surplus.”
Unfortunately, what should have been the substantive 
became in general practice the adjective. Instead of 
“excess capital” the term “capital surplus” was gen­
erally adopted. This illogical inversion has created 
endless confusion and much in the way of bad ac­
counting and bad financial practice.
In 1941, the committee on terminology of the 
American Institute of Accountants not only recom­
mended the abolition of the expression “capital sur­
plus” but favored the discontinuance of the use of 
the word “surplus” altogether.11 This was part of an 
effort to secure more general recognition of the fact 
that corporation accounting is a record of investment 
rather than of value. It was felt that the word “sur­
plus” carried in most minds a connotation of value. 
Whatever may happen to “earned surplus” there 
seems to be good ground for hoping that the expres­
sion “capital surplus” will formally be rejected be­
fore long by the Institute’s committee on accounting 
procedure. Insofar as “capital surplus” arises from
10Securities and Exchange Commission, Accounting Series Re­
lease No. 45, June 21, 1943.
11See Accounting Research Bulletin No. 12, Sept. 1941.
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issues of capital stock it will then properly be classi­
fied as “capital” under some such subdivision as 
“paid-in capital in excess of stated capital.”12
More important, however, is the need to secure 
the elimination of the term from corporation laws. 
At present, it appears in the laws of such states as 
Illinois, Michigan, and others. It is also included in 
the draft of a uniform corporation law now under 
consideration by the American Bar Association. That 
draft contains a provision that:
“In order to determine that only a part of the 
consideration for which shares without par value are 
issued from time to time shall be stated capital, the 
board of directors shall adopt a resolution setting 
forth the part of such consideration allocated to stated 
capital and the part allocated to capital surplus, and 
expressing such allocation in dollars. If the board 
of directors shall not have determined within sixty 
days after the issuance of any shares that only a part 
of the consideration for shares so issued shall be 
stated capital, then the stated capital of the corpora­
tion represented by such shares shall be an amount 
equal to the aggregate par value of all such shares 
having a par value, plus the consideration received 
for all such shares without par value.”
Thus, unless the directors otherwise decide within 
the time prescribed, the stated capital will be the 
capital paid in; but the directors have full power to 
make the stated capital (which alone is treated as 
capital) a purely nominal figure if they see fit.
A discussion of the abuses to which such provisions 
have given rise is presented in Chapter 4. Here, it is 
necessary to admit that since corporation accounting 
is a process of significant classification, and since the 
legal distinction between stated capital and so-called 
capital surplus is significant, separate accounts are jus­
tified. However, it would be a highly desirable reform 
if in balance sheets capital surplus were grouped as 
capital rather than as surplus and the designation cor­
respondingly changed. Consideration of the precise 
form of statement will conveniently be deferred to 
a later point in this chapter.
It is doubtful whether general corporation laws 
can be so drawn as to provide adequate protection 
and flexibility to meet the needs of the great variety 
of enterprise organized in corporate reform. Rules 
which suit an integrated steel enterprise might not 
fit the case of the corner grocery.
However, it should not be beyond the capacity of 
legal draftsmen to lay down sound rules either in stat­
utes or corporate charters. The normal source of divi­
dends is current profits, and directors should be entitled 
to rely on accountants for the determination of profits. 
Distributions out of capital, if they are to be permitted, 
should be carefully restricted, be subject to antecedent 
authorization by stockholders, and be described as 
distributions rather than dividends.
There are many to whom the word “dividend”
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still causes an implication such as that asserted by 
Lord Campbell in 1849:13
“It is most nefarious conduct for the directors of a 
joint stock company, in order to raise the price of 
shares which they are to dispose of, to order a fic­
titious dividend to be paid out of the capital of the 
concern. Dividends are supposed to be paid out of 
profits only, and when directors order a dividend, to 
any given amount, without expressly saying so, they 
impliedly declare to the world that the company has 
made profits which justify such a dividend. If no 
such profits have been made, and the dividend is to 
be paid out of the capital of the concern, a gross 
fraud has been practised.”
The danger is mitigated but not removed by ex­
planation in the “dividend” notice of the origin of 
the payment.
Stock Dividends
Issues of capital stock to stockholders without any 
consideration present important accounting questions. 
It is customary to describe those that are accompanied 
by capitalization of surplus as “stock dividends.” 
Those not so accompanied are described as “split- 
ups.” The latter term though less elegant is more 
accurate and unlikely to mislead, and it should be 
employed universally. A “stock dividend” is a divi­
dend only in the sense that it results in a division 
of existing stock into a larger number of shares. It is 
inaccurate to speak, as many statutes do, of “paying” 
a stock dividend out of anything, for nothing is paid 
out—indeed, the result of the action is to preclude the 
possibility of paying out the surplus that is capitalized 
in respect of the dividend.
In the decade that ended with the collapse of 1929, 
periodic stock dividends played a large and mis­
chievous part in creating delusions of value. A profit 
of $1 a share might be made the basis of a so-called 
10 per cent dividend “payable” in stock which had 
a market value of $5 or $20, or more. Of course, 
all that happened apart from the speculative effect 
of the action was that the value which previously 
attached to ten shares thereafter became attached to 
eleven shares. However, it became common (despite 
vigorous protests by individual accountants and 
others) to treat the value of the eleventh share as 
income. In 1929 the New York Stock Exchange 
adopted a rule under which it refused to list stocks 
of companies which treated stock dividends received 
as income in an amount greater than the amount of 
income or earned surplus of the paying company capi­
talized in connection therewith. Most of the impor­
tant offenders had not listed their stocks on the
12“Capital Surplus,” editorial in The Journal of Accountancy,
March 1945, p. 178.
13George O. May, Twenty-Five Years of Accounting Responsi­
bility 1911-1936 (New York: American Institute Publishing
Co., Inc., 1936), Vol. One, p. 68.
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Exchange, so that the direct effect of the rule was 
limited. Nevertheless, the rule had directly and in­
directly a salutary effect.
With the depression, the abuses connected with 
periodic stock dividends became much less serious 
and comparatively few such dividends were paid. 
Nevertheless, the question continued to receive the 
consideration of the stock Exchange and the Ameri­
can Institute of Accountants. In September 1941, 
Accounting Research Bulletin No. 11 was issued by 
the American Institute of Accountants, in which 
corporate accounting for ordinary stock dividends 
was discussed from the standpoint of both the de­
claring and the receiving corporation. As to the 
recipient, the Bulletin said flatly, “An ordinary stock 
dividend is not income from the corporation to the 
recipient in any amount.” It discussed the position 
from the standpoint of the issuing corporation at 
considerable length because it recognized that stock 
dividends were regarded as income by many and it 
was concerned with the inferences which were likely 
to be drawn by investors from the declaration of 
such dividends.
Going perhaps somewhat beyond the narrowest 
limits of the accounting field, the Bulletin expressed 
opinions as to the “proper accounting and corporate 
policy required when such action was taken.” It 
recognized that the amount to be transferred from 
earned surplus to capital was by law within the 
discretion of the directors, but expressed the view 
that the amount of income capitalized per share 
should “bear an appropriate relationship to the ex­
isting capitalization per share.” To this end, the 
number of dividend shares should not exceed the 
number determined by dividing the amount of earned 
surplus authorized to be capitalized by the total 
amount per share in the capital and capital surplus 
accounts of the corporation before the declaration of 
the stock dividend. It suggested, further, that the 
directors “should take into consideration a fair mar­
ket value per share for the increased number of 
shares to be outstanding after the stock dividend, 
and where such fair market value per share is sub­
stantially in excess of the amount per share of the 
combined capital-stock and capital-surplus accounts 
before the stock dividend, they should fix the number 
of dividend shares so that the amount charged to 
earned surplus per share will have a reasonable 
relationship to such fair market value.” It pointed 
out that “Unless such relationship is maintained, the 
stockholder may believe that the market value of 
the dividend shares he receives represents his pro-rata 
share of the capitalized current income of the cor­
poration, whereas the market value per share may be 
materially in excess of such capitalized income per 
share.”
In October 1943, the New York Stock Exchange 
issued a circular14 in which it quoted the substance 
of the bulletin and outlined its position as follows:
“In order that the import of the stock dividend may 
be fairly indicated to the security holder, the Ex­
change, in authorizing the listing of additional shares 
for such a stock dividend:
“(1) Will consider the relationship between the 
amount of the earnings and the fair market value of 
the number of shares to be issued for this purpose; 
and
“(2) Will expect that the amount of earnings or 
earned surplus to be capitalized for each dividend 
share would be at least the fair market value per 
share, it being understood that it is impracticable to 
define exactly 'fair market value’ but it would appear 
that this term would ordinarily mean an amount 
which bears a reasonable relationship to the range of 
market prices established on the Exchange over the 
period during which the income to be capitalized by 
the stock dividend was earned.”
The action of the Stock Exchange in thus imple­
menting the opinion of the Institute’s committee is 
a notable example of cooperative efforts in the pro­
motion of good practice, and making it unnecessary 
for the law to do what it can never do well. Today, 
periodic stock dividends are few in number.
Accounting Research Bulletin No. 11 dealt only 
with dividends in common stock on common stock. 
However, the principle as to the number of shares to 
be issued and the amount to be capitalized in respect 
thereof is applicable, also, to dividends on stock of 
one class in stock of another. Occasionally arrears of 
dividends on preferred stock are discharged partly 
or entirely by the issue of common stock to the 
holders. Since under the tax law such dividends 
would now be taxable income, plans are sometimes 
made which aim to achieve substantially the same 
result without the legal declaration of a dividend. 
For instance, a share of preferred stock substantially 
similar to the previously existing issue, together with 
some common stock, may be exchanged for the old 
preferred stock. In such transactions the amount 
capitalized in respect of the common stock has some­
times been only a small fraction of its market value 
or of the amount of the arrears extinguished by its 
issue.
Cases of this kind should be carefully scrutinized, 
for neither the accounting profession nor such bodies 
as the New York Stock Exchange or the Securities 
and Exchange Commission are prepared to accept the 
view that the accounting should be governed entirely 
by legal technicalities without regard to their sub­
stance. A company which reports a large earned sur­
plus but has been refraining from paying preferred 
dividends, implicitly taking the position that the 
surplus was not available for prudent distribution, 
cannot if the situation is viewed realistically be al­
lowed to claim that it emerges from such a settlement 
of the arrears of dividends with an unrestricted 
earned surplus virtually unimpaired.
14“Statement on Stock Dividends,” Oct. 7, 1943.
Long Term Liabilities and Capital Stock Ch. 9-p. 9
The situation may, perhaps, be dealt with by ap­
plication of the concept of quasi-reorganization. That 
concept has not been expressly applied to such situa­
tions in the past; however, the term would seem to 
be appropriate to describe any form of transaction 
which is not an actual legal reorganization but which 
has the effect of greatly reducing or eliminating lia­
bilities, obligations, book values, or deficiencies, es­
pecially if in connection therewith there is a sub­
stantial change of beneficial ownership. Where such 
events occur the earned surplus cannot well be re­
garded as surviving them. Normally, a new earned 
surplus account is opened as from the date of the 
reorganization or quasi-reorganization.
Split-ups are sometimes legitimate and useful where 
retention of earnings or other causes have brought 
about a greatly enhanced value for the stock, but they 
should occur infrequently. If distributions of stock 
are described as dividends, people will regard their 
frequent recurrence as nothing but natural, where­
as repeated split-ups would be likely to cause con­
cern. The stock exchange which might be doubtful 
of its right to interfere with the dividend policy of a 
corporation, will exercise its discretion in deciding 
whether to list stock resulting from a split-up. A 
split-up does not involve any capitalization of surplus. 
Indeed if a corporation undertook split-ups at short 
intervals, concurrent capitalization of earned surplus 
would be undesirable Because it would lend support 
to the view that dividends were being paid.
In a recent address before the Massachusetts So­
ciety of Certified Public Accountants15 Warren W. 
Nissley analyzed the record of the one important 
company which still pays annual stock “dividends,” 
described in terms of a percentage of capital stock. 
His analysis showed that over six years 59 per cent 
of the reported profits had been distributed in divi­
dends. The amount capitalized in respect of the 
“dividends” was less than 16 per cent of such earnings. 
However, the market value of the stock dividends 
based on the average quotation for the month of 
receipt was 78 per cent of the profits, which added 
to 59 per cent distributed in cash made a total of 137 
per cent of profits. In this case, the disparity between 
the amount capitalized in respect of the stock dis­
tributed and its market value is relatively small com­
pared to others of the past, but even this case illus­
trates the need for the rule laid down in Accounting 
Research Bulletin No. 11,16 and the circular of the 
New York Stock Exchange.17
The Purchase and Resale by a Corporation 
of Its Own Stock
There has been much discussion of the question 
whether purchase and resale by a corporation of 
shares of its own capital stock could result in a 
proper credit to income or earned surplus. The
United States Treasury formerly held that such trans­
actions did not produce taxable income. However, 
in the depression of the early thirties, corporations 
bought their own capital stock on a large scale for 
a variety of reasons, some bad, others worse, a few 
good, and those which bought at its depths were 
often able to resell at much higher prices as recovery 
proceeded. The Treasury saw in these transactions 
a legitimate source of taxes. It reversed its earlier 
position in respect of corporations trading in their 
own capital stocks and was sustained by the courts 
in doing so. Accountants of prominence approved the 
new decision as being in accord with accounting 
principles. To the argument that an association could 
not derive income from transactions with its own 
members they replied that profits from trading were 
income whatever might be the subject of the trades. 
However, in 1938 the American Institute of Account­
ants committee on cooperation with stock exchanges 
made a report in which it expressed the view that 
“such transactions ... do not give rise to corporate 
profits or losses.” The Institute’s committee on ac­
counting procedure later made a report in which it 
expressed its concurrence with the views of the com­
mittee on cooperation with stock exchanges and rec­
ommended that those views be circulated for the 
information of members of the Institute. The execu­
tive committee authorized such circulation without 
approval or disapproval on its part.
An important practical consideration bearing on 
the question arises out of the fact that the purchase 
prices of stock were often less than the par value 
thereof. If the market price of the stock went down, 
it could be retired and a credit to capital surplus 
would be created instead of a loss having to be ab­
sorbed. If, therefore, the view were taken that when 
the market went up and the stock was sold a profit 
was realized, the directors were placed in this posi­
tion: They could make a purchase that was, perhaps, 
open to objection on broad grounds, with the assur­
ance that whichever way the market might go the 
corporation would not be faced with a loss but could 
look forward to either a credit to earned surplus or 
a credit to capital surplus.
This possibility clearly made such transactions dif­
ferent in character from trading in other securities or 
in commodities. The decision of the committee was 
probably in the interest of sound practice—in any 
event, it was generally received as indicating the ac­
cepted accounting view. The most prominent of those 
who disagreed with it has loyally accepted it as the 
decision of the profession in his subsequent published 
works, thus setting an example which should be
15See “The Form and Content of Corporate Income State­
ments,” The Journal of Accountancy, March 1945, p. 195.
16American Institute of Accountants, Accounting Research 
Bulletin No. 11, Sept. 1941.
17“Statement on Stock Dividends,” Oct. 7, 1943.
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generally followed by accountants who find that the 
profession at large has reached a conclusion on a 
debatable question that is at variance with their 
own.18
Retirement of Capital Stock
Retirement at a Discount
Considerations bearing on the retirement of long­
term liabilities at a discount, which have been pre­
sented in this chapter, apply with equal or even 
greater force to retirements of capital stock. It must 
be admitted, however, that at present it is acceptable 
accounting practice to credit such a discount to capi­
tal surplus whatever may be the circumstances. Prob­
ably the only situation in which a credit to earned 
surplus could be justified would be one in which 
part of an issue had been retired at a premium and 
the premium had been charged to earned surplus. 
Clearly if both transactions had occurred in the 
same year they would have been offset, and the fact 
that they occurred in different years should not be 
Regarded as making the offset inadmissible.
It would seem inevitable that new methods will be 
adopted for dealing with cases in which it is clear 
that the discount on reacquisition of capital stock is 
attributable to a major decline in the value of the 
enterprise which has not been reflected on the books 
of the corporation. The simplest solution might be 
to place the major emphasis in balance sheets on the 
amounts paid in and paid out in respect of capital 
stock and to reduce the legal technicalities of par 
value and stated capital to their proper status as 
statistics having a technical legal rather than an 
accounting significance. To illustrate the suggestion, 
a balance sheet might contain the heading “Capital,” 
with a description somewhat as follows;
Capital — paid in on issued
shares $......................
Less—paid out in respect of
stock retired ......................
Net capital paid in $......................
Represented by........shares
of — % preferred stock of
a par value of $..........
per share $..........
..........shares of common
stock having a stated value
of $..........per share ..........
Total stated value of capital 
stock $..........
This solution would not, of course, be available in 
the case of the retirement of liabilities at a discount 
as the result of a similar decline in the value of the 
enterprise. To cover both cases adequately it might 
be necessary to introduce more radical changes into
accounting and a discussion of this subject would go 
beyond the scope of the present work.
Retirement at a Premium
The accounting treatment of the premium on the 
retirement of preferred stock which is called by a 
corporation has in recent years been the subject of 
much discussion and some difference of opinion be­
tween practicing accountants and the Securities and 
Exchange Commission. The position of the chief ac­
countant of the Securities and Exchange Commission 
is stated in Accounting Series Release No. 45, issued 
June 21, 1943, which every accountant called upon 
to deal with the subject should read carefully, 
whether the company with which he is concerned is 
or is not subject to the jurisdiction of the Securities 
and Exchange Commission. The committee on ac­
counting procedure of the American Institute of 
Accountants has not made any public statement either 
concurring in or disagreeing with the position taken 
in the release.
It is probably correct to say that the members of 
the committee disagree to varying extents with the 
release, but that the committee as a whole does not 
regard the differences as either so sharply defined or 
so important as to require a public statement of 
them. It may be worth while to discuss the point at 
some length because important questions bearing on 
the trend of accounting will thereby be brought out.
When a corporation retires preferred stock at a 
premium and does not replace it with a new issue, 
the premium is in the majority of cases charged to 
earned surplus. This, however, is due in many in­
stances to the fact that no other surplus is available. 
However, most accountants would probably not ob­
ject to the adoption of a rule calling for such dis­
position if it were based on considerations of 
uniformity and sound fiscal policy.
The commoner case is that in which a preferred 
stock is redeemed by the issue of new stock carrying 
a lower rate of dividend. The simple case may be 
assumed in which a corporation has an outstanding 
preferred stock carrying 7 per cent dividends, en­
titled to $100 per share on liquidation and callable 
at $110. It replaces this stock with an issue similar 
in all respects except that the dividend rate is reduced 
to 5½ per cent. The subscribers to the new issue are 
told the facts and advised that the premium which 
they pay is to be applied in paying the premium to 
the former stockholders. Is there or should there be 
anything in accounting which forbids the charge 
of the premium paid against the credit for the pre­
mium received? The release, following a view expressed 
earlier by Professor Frank P. Smith (then associated
18For discussion of the case against the committee’s decision, 
see: Robert H. Montgomery, “Dealings in Treasury Stock,” The 
Journal of Accountancy, June 1938, p. 466.
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with the Securities and Exchange Commission) in 
The Journal of Accountancy for August 1941,19 as­
serts that there is a tenet of accounting which forbids 
such a procedure. The American Accounting Asso­
ciation has expressed a somewhat similar view. No 
evidence has been or could be proffered to show that 
such a tenet has been established by custom; it can, 
therefore, only be established on the ground that it 
is called for by equity or regard for economic realities.
Under the tax law the premium is not a distribu­
tion of earned surplus from the standpoint of payor 
or payee. From a legal standpoint there is no objec­
tion to the charge of the premium paid against the 
premium received in the illustrative case set forth. 
To the accountant, these considerations are not con­
clusive of the issue. It is, however, difficult to see to 
what considerations of economic reality or equity 
(using this term in the popular, not the legal sense) 
the profession could appeal if it should insist that 
the premium paid in our illustrative case must be 
charged to earned surplus. Such a rule might prevent 
the consummation of transactions that ought to be 
permitted or encouraged. It might confer a minor 
benefit to preferred stockholders not contemplated 
by the law or their contract, but this purpose does 
not justify requirement of a charge to earned surplus.
In any discussion of the question it should be 
common ground that paid-in premiums, even if car­
ried as capital surplus, are capital. The issue presented 
in our illustrative case may be discussed without re­
gard to the question whether the parties are associ­
ated in a partnership or in a corporation. Suppose 
A (a natural person or a corporation) has an option 
on a business for $200,000. A asks B to put in $100,- 
000, B to receive as a first charge on the profits 7 
per cent on his $100,000 amount and to be entitled 
to repayment of that amount on liquidation, A to 
get the remainder of the profits and to have the right 
to buy out B after ten years for $110,000. More than 
ten years later C comes to A and offers to step into 
B’s place, but to agree to a reduction of the 7 per 
cent to 5½ per cent. A offers B the option of accept­
ing the same terms or being bought out and replaced 
by C. How can it be urged that A’s position is dif­
ferent according as B accepts or rejects his replace­
ment by C? The reasoning in the release leads to the 
conclusion that if A and B are respectively common 
and preferred stockholders in a corporation, ac­
counting should produce different results in the two 
cases; but it fails to say why this should be so. This 
is the real objection by practicing accountants to the 
release. Their attitude is not in any degree attribut­
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able to a reluctance to challenge legalisms; it repre­
sents only a prudent unwillingness to challenge a 
legal rule which rests on contract and accords with 
the realities simply on the allegation that some new 
accounting ukase forbids the treatment.
Reverting to the suggested form of statement of 
capital presented in the discussion of accounting for 
stock retired at a discount, can there be any objection 
to the reflection of the result of the refunding in our 
illustrative case as simply an increase in the amount 
of capital paid in and an equal increase in the amount 
of capital paid out, the net figure remaining un­
changed and the only other change being the sub­
stitution of 5½ per cent for 7 per cent in the descrip­
tion of the outstanding preferred stock?
Clearly the premium on the stock retired is not a 
compensation for any benefit received in the past, but 
a consideration for the relinquishment of a benefit 
in the future. Similarly, from the standpoint of the 
common stockholders, it is a payment for a benefit 
to be received in the future. These considerations 
strengthen the argument in favor of accepting the 
legal rule in this case—indeed, to some accountants 
they are sufficiently persuasive to make inappropriate 
a rule that would require the charge of the premium 
to earned surplus in the case in which the stock 
retired is not refunded. Those who hold this view 
would, however, probably form only a minority of 
the profession.
Leaving out the question of companies subject to 
the jurisdiction of the Securities and Exchange Com­
mission, accountants would probably be wise to take 
the position that:
Premiums on preferred stock retired may be charged 
against—
(a) premium previously received on the issue thereof 
still carried,
(b) premium on an issue of stock made for the pur­
pose of refunding the retired issue (especially if 
the manner of application of the premium has 
been indicated to the subscriber of the new 
issue),
but probably also a charge against any other paid-in 
surplus could be justified. However, it will usually be 
preferable to make the charge instead against earned 
surplus.
Premiums on common stock retired may be charged 
against paid-in surplus on common stock; otherwise 
it should go against earned surplus (though a charge 
against surplus paid in on preferred stock might be 
legally defensible).
19“Preferred Stock Redemption Premiums,” pp. 133-142.
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CHAPTER 10
SPECIAL ITEMS ARISING OUT OF THE WAR
By George D. Bailey
ACCOUNTING and auditing are responsive to 
social conditions and business needs. The war, 
disturbing social and business relationships, has had 
its effect on accounting and auditing procedures and 
practices; in fact, the impact of the war upon account­
ing has been so sharp and so definite as to affect al­
most every phase. It is, accordingly, difficult to select 
some of the various accounting points and label only 
those as “special items arising out of the war.” Never­
theless, since some selection must be made, this 
chapter will deal only with those items which are 
new as a result of the war or are particularly related 
to the war, rather than with items which have, per­
force, an adjusted or modified accounting treatment
as a result of war influences.
A selection made upon the foregoing basis calls for 
discussion and development of the following points:
1. War reserves and the use thereof.
2. Cost-plus-fixed-fee contracts.
3. Renegotiation.
4. Claims under terminated war contracts.
5. Inventories frozen by war controls.
All of the foregoing can be considered phenomena 
of the war, and the importance of each of them can be 
expected to decline greatly, immediately after the war 
period. They are not problems which continue dur­
ing normal peacetime operations. On the other hand, 
each of the items will have some importance during 
the remainder of the war period, and most of them 
will have some effect on the accounting of the period 
of transition from war to peace, and perhaps even on 
that of the early peace years. An understanding of all 
of the points is necessary to any consideration of ac­
counting of the war period, whether that considera­
tion be given at a time of actual participation or en­
tirely in retrospect.
The war has provided a severe test of the account­
ing theories that were generally accepted at the be­
ginning of the war period. The change in the busi­
ness economy, the imposition of a large number of 
social controls, and the moratorium on the play of 
many of the normal checks and balances of a competi­
tive society all gave rise to new accounting problems 
in the recording of and accounting for transactions 
under the new business methods and experiences. Ac­
countants may properly take some satisfaction in the 
fact that the fundamental accounting theories de­
veloped over the years prior to the war were generally 
adequate to deal with the special problems of the 
kind discussed herein, though these had little, if any, 
counterpart in previous experience. In ordinary times, 
new business practices have developed slowly and
their use has extended gradually. Opportunity has 
thus been given to determine, through experience over 
many cases, the soundest and most useful method of 
recording and accounting for transactions under these 
new business practices. Those arising during the war, 
however, developed so quickly and were so important 
from the very beginning that no time was available for 
the gradual development of the proper accounting by 
test against actual experiences in their application. 
Also, accounting practices in recent years have been 
subject to test of their propriety by comparison with 
generally accepted accounting principles and prac­
tices. Where, because of the sudden eruption of 
the problems, no generally accepted practice had de­
veloped, it became one of the responsibilities, of the 
accounting profession to analyze the problems and, 
if possible, to suggest proper accounting practices for 
the handling of each of these new items.
The American Institute of Accountants and its 
members recognized that responsibility. With the ex­
ception of item 5 in the list of items to be discussed 
herein, the special items arising out of the war have 
been the subject of at least one Accounting Research 
Bulletin of the committee on accounting procedure, 
and all have been the subject of articles and speeches 
by members of the profession. The bulletins are as 
follows:
Accounting Research Bulletin No. 13—January 1942 
—“Accounting for Special Reserves Arising Out 
of the War.”
Accounting Research Bulletin No. 15—September 
1942—“The Renegotiation of War Contracts.”
Accounting Research Bulletin No. 19—December 1942 
—“Accounting Under Cost-Plus-Fixed-Fee Con­
tracts.”
Accounting Research Bulletin No. 21—December 1943 
—“Renegotiation of War Contracts (Supple­
ment) .”
Accounting Research Bulletin No. 25—April 1945— 
“Accounting for Terminated War Contracts.”
The text of Bulletins No. 13, No. 19, No. 21, and
No. 25 appears as an Appendix to this chapter. Foot­
notes of the bulletins have been omitted in this re­
printing.
Each of the foregoing bulletins was issued soon after 
the particular accounting problem became important. 
In connection with renegotiation of war contract 
profits, the bulletin (No. 15) issued shortly after the 
passage in April 1942 of the War Profits Control Act 
was supplemented by a second bulletin (No. 21) is­
sued after operations under the Act permitted some 
more definite appraisal of its possible effects on indi­
vidual companies. The bulletin on war reserves (No.
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13) was issued in January 1942 and dealt primarily 
with requirements disclosed by accounting experi­
ences of 1940 and 1941, prior to the full impact of the 
war, but it did endeavor to anticipate the practical 
needs of those same problems in the war period. It 
may well be that in this field also some supplemental 
bulletins will be needed from the profession which 
would give consideration to the actual experiences of 
the war period and more detailed attention to the 
problems of the utilization of those reserves in the 
period of transition from war to peace.
The discussion of the five individual accounting 
items which follows is necessarily based upon the Ac­
counting Research Bulletins of the committee on 
accounting procedure of the American Institute of 
Accountants insofar as they are applicable, the posi­
tion of the Securities and Exchange Commission as in­
dicated in its accounting releases, the positions of 
other professional accounting bodies, and upon actual 
practice as evidenced by corporate financial reports 
for the succeeding periods.
War Reserves and the Use Thereof
 The problem of general war reserves was the first 
one of the special items to receive prominent and 
widespread business consideration. The European 
war began at once to have a major influence upon 
the economy of the United States. In the late spring 
of 1940, the United States Government seriously be­
gan to organize production of materiel which would 
be needed in the event of war and gave many orders 
for the manufacture of war materials and the con­
struction of manufacturing facilities. The increase in 
industrial activity stimulated the demand for non-war 
goods. The increased severity of the war in Europe 
caused a speeding up of purchasing of all goods be­
cause of recognition by the public of the possibility of 
a complete transition to a war economy. Conserva­
tive businessmen believed that such activity carried 
with it the seeds of a compensating lack of activity, 
that there would be unavoidable special costs when 
the war activities should be reduced, that in many 
cases future markets were being anticipated, that ac­
tual costs were being deferred, and, in general, that 
the profits which were being disclosed were not, in 
fact, profits which could be retained through the re­
conversion period. Accordingly, many corporations 
provided reserves for these possibilities under such 
general captions as “reserves for postwar contingen­
cies.” In many cases those reserves were not reserves 
required by generally accepted accounting principles. 
Nevertheless, the practice was quite widespread and 
increased as the intensity of the war increased. The 
times called for some accounting discussion of the 
propriety of such reserves and their treatment in finan­
cial statements. Accounting Research Bulletin No. 13 
of the committee on accounting procedure of the 
American Institute of Accountants was one result.
There were two basic problems to be dealt with in 
this question: first, whether in any event general re­
serves of this nature should be charged against in­
come or whether there should be merely an appropria­
tion of income; and second, what conditions might 
properly be considered in accounting to give cause 
for these reserves.
In general, the reserves could be divided roughly 
into two kinds: (1) the “must” reserves and (2) the 
“may” reserves. Into the first class would go reserves 
for those expenses which were to be expected as a re­
sult of the war work being done, which would be re­
quired before peacetime activity could be resumed, 
and would be necessary to replace the ravages of the 
war activities. Strictly speaking, only such of the an­
ticipated expenses or expenditures as could reason­
ably be estimated or allocated to periods could be 
considered as “musts” under generally accepted ac­
counting principles. Obviously, the difficulties of 
making reasonable estimates of amounts and of the 
length of the war period were so great as to limit the 
positive accounting requirements to only the most 
usual and normal expenses. Thus, even “must” re­
serves were usually in a borderline area where they 
were within the field of management and directors’ 
judgment, rather than that of accounting require­
ments. The “may” reserves, as such, took into con­
sideration the intangible fears of management as to 
transition costs and postwar difficulties and, even to 
a certain extent, were influenced by desires for equal­
ization of income; in many cases they had certain 
aspects of appropriations of income rather than of 
charges thereto.
Accounting Research Bulletin No. 13 took the posi­
tion that reserves in the “must” class, when they could 
be estimated within reason, were properly to be ac­
counted for before the showing of net income, while 
reserves in the “may” classification were preferably 
to be shown as deductions from income first computed 
on the usual basis. The absence of any clear lines of 
distinction between “must” or “may” or “unneces­
sary” reserves made it impossible for the bulletin 
or any bulletin to closely define the various classes. 
As a result, there has not been much crystallization of 
practice, as indicated by the following illustrations 
taken from 1943 published annual reports:
Reserve provisions deducted before deter­
mination of profit in the usual manner:
General Motors Corporation- 
Provision for postwar contingen­
cies and rehabilitation ................ $35,466,845
Radio Corporation of America—
Provision for postwar rehabilita­
tion and for other adjustments of
wartime costs .................................. 2,955,000
B. F. Goodrich Company-
Provision for contingencies..........  4,000,000
U. S. Steel Corporation- 
Estimated additional costs applic-
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able to this period arising out of
war ................................................... $ 25,000,000
Chrysler Corporation-
Provision for plant rehabilitation 
and general reconversion and re­
establishment of automobile busi­
ness .................................................. 18,000,000
Reserve provisions deducted after deter­
mination of profit in the usual manner:
Kelsey Hayes Wheel Company- 
Provision for postwar rehabilita­
tion and other contingencies........ $ 500,000
American Smelting and Refining Co.—
Provision for postwar contingencies 600,000 
Borg-Warner Corporation-
Appropriation for contingencies.. 3,687,461 
Lockheed Aircraft Corporation-
Provision for contingencies and
postwar adjustment ...................... 9,000,000
Probably because Bulletin No. 13 was general in 
its nature and did not spell out in detail the treat­
ment of all the various kinds of reserves, there was 
considerable variety of practice for some time, in­
cluding a substantial body of practice which in­
cluded such a general description as “provisions for 
postwar contingencies” as one of the elements of ex­
pense. One year after the issuance of Bulletin No. 13, 
the Securities and Exchange Commission issued its 
Accounting Series Release No. 42, dealing with the 
same subject as it applied to statements filed with it. 
This took the position that where such postwar re­
serves were established, full and accurate disclosure of 
the reserves established and the purposes thereof 
would be required; particularly where the reserve 
provision was being made for an expense of a cur­
rent year, the Commission has not accepted attempted 
inclusion of such provisions in an unsegregated over­
all reserve, often including in its title the vaguest 
sort of contingencies. (See Chapter 38, Requirements 
of the Securities and Exchange Commission.)
Beginning in 1943, the popularity and general use 
of provisions for postwar contingencies decreased not­
ably. There are probably many reasons to account 
for this, among which undoubtedly are the following:
(1) the fact that the income tax laws passed in 1942 
provided for a carry-back of losses or unused excess 
profits tax credits so that low earnings or losses of the 
immediate postwar period could be offset against 
the earnings of the war period and thus be cushioned 
by the high excess profits tax rates in effect for the 
war period; (2) the fact that price controls were op­
erating in such a way that fears of an immediate and 
drastic postwar break in commodity prices were min­
imized; (3) the cessation of manufacture of many 
articles for civilian use gave assurance of a pent-up 
consumer demand that could be expected to reduce 
the hazards of the postwar conversion period; (4) 
the procedures being developed for dealing with ter­
minated contracts gave assurance of a fair repayment 
of all unrecovered costs; (5) maintenance of proper­
ties was not deferred to the extent anticipated. For 
the year 1944 the number of companies providing post­
war reserves and the amounts thereof were greatly re­
duced from those which provided such reserves for 
1943 and 1942.
In view of this decline, the subject of postwar re­
serves would require little attention at this time were 
it not for the fact that the utilization of such re­
serves in the postwar period presents even greater 
problems than their provision. The plain implica­
tions of Accounting Research Bulletin No. 13 of the 
American Institute of Accountants and Accounting 
Series Release No. 42 of the Securities and Exchange 
Commission are that only those reserves which were 
provided for specific purposes, reasonably defined, 
would be available for use as reserves in the postwar 
period. Even for those reserves, because of the nature 
of the items and the probable size of the expenditures, 
there would seem to be much merit in a practice 
which did not lose sight of the amounts of the expen­
ditures by charging them to a reserve, but instead re­
flected them as expenses in the income statement, and 
brought back separately the appropriate amount of 
the reserve.
The use of the more general reserves, such as re­
serves for contingencies or reserves for postwar ad­
justments, and similarly described reserves, would 
seem to be limited to a return of the reserves to the 
income statement as an item after the determination 
of income on the usual basis as being merely a re­
versal of “may” reserves which were or perhaps 
should have been handled in that same manner when 
the reserve was provided. Each of the foregoing gen­
eralizations, however, needs substantial amplification.
Many of the companies providing reserves did so 
prior to the passage of the tax law permitting carry­
back adjustments; others, after that time, believed 
that the carry-back provision could not be relied upon 
for postwar use and provided the reserves without any 
consideration of probable tax offsets. Research Bul­
letin No. 23 of the committee on accounting pro­
cedure of the American Institute of Accountants 
seems to provide that the reserves when used should 
be considered with respect to the income statement 
only to the extent of the net effect of the expendi­
ture on the income statement. For instance, an ex­
penditure of $1,000,000 for plant reconversion ex­
penses might, with full application of the carry-back 
provisions, result in an offsetting tax reduction of 
$855,000. Thus the income account, after deduction 
of such expenses without the application of the re­
serve, would be penalized by only $145,000. Under 
Bulletin No. 23 it would appear that only such 
amount of $145,000 should be charged to the reserve 
or that such amount of the reserve is all that should 
be returned to income.
Ch. 10-p. 4 Contemporary Accounting
With respect to the reserves where there was no 
such clear definition of the requirements for which 
the reserve was provided, the treatment, when no 
longer required, is not so clear. If the reserve is to 
be brought into the income statement after income is 
determined on the usual basis, good practice would 
appear to require consideration of the reserve only on 
a basis net of the tax reductions accomplished by the 
charges involved. There would appear to be some 
objection to reflecting in the income statement 
amounts to offset the result of such charges as post­
war declines in inventory prices or the downward 
adjustment of the general level of prices during the 
postwar period, or for such items as actual losses dur­
ing the period of reconversion before profitable op­
erations begin to be resumed. It is not easy to draw 
the line between the various postwar difficulties (1) 
which could properly be cared for by the use of gen­
eral reserves, as above outlined, and (2) which would 
be required to be absorbed in the current income 
statement when they happen, with the concurrent re­
turn to surplus of the general reserves provided.
At the time of writing this chapter, there is little 
indication of what the practice will be. There is no 
indication that the general postwar reserves are yet 
being used, and few cases where specific conversion re­
serves are being used. On the subject of use of the 
reserves, undoubtedly there will be further bulletins 
issued by the American Institute of Accountants or re­
leases issued by the Securities and Exchange Com­
mission—probably both. In the meantime, while it 
is premature to suggest the conclusions that will be 
reached, it is likely that conservatism in the use of 
these reserves will have considerable merit. Conser­
vatism would suggest that specific reserves be returned 
to the income statement and considered in the de­
termination of income on the usual basis, but in an 
amount sufficient only to offset the net burden on the 
income account of the expenses for which the reserve 
was provided. Similarly, general reserves would be 
returned to the income statement after the determina­
tion of income on the usual basis only to the extent of 
the net effect of expenditures which might have been 
considered in the “must” class had they been deter­
minable and allocable, with the balance returned to 
surplus. This distinction is still not an easy one be­
cause it leaves in a shadow zone the question as to re­
establishment of a business given up or taken away 
during the war period. It would seem to be sound 
theory that the war period should bear the costs of 
transition to war and the costs of transition back to 
peace; thus the use of reserves would be permissible 
for the expense of reconverting a plant, of carrying an 
organization during the conversion period, and re­
establishing outlets given up for the war period, but 
not, for instance, for any losses incident to the period 
after production operations had been started on the 
peacetime products after reconversion. On the other
hand, it may be that substantial arguments will be 
presented for a policy which recognizes as properly 
chargeable to the war period through the use of 
reserves only those costs that were necessary to the 
war period, and that the expense of. rehabilitation of 
a business as a whole, the re-establishment of distribu­
tor outlets, the cost of deferred advertising, and simi­
lar items are expenses of a peacetime business and 
should not be offset by reserves provided during the 
war period. In the postwar conversion period, it will 
be important to exercise the greatest care in order 
that the income statements for that period may be 
as useful as possible, a goal that might well require 
that excess provisions of the war period not be cleared 
through the income account.
Perhaps in closing this discussion of postwar re­
serves it should again be stated that, at the time of 
writing, the problem is not settled and that account­
ing treatment in the postwar years should be tested 
in the light of information available and practices 
apparent at that time.
Cost-Plus-Fixed-Fee Contracts
The cost-plus-a-fixed-fee type of procurement con­
tract was developed by the United States Government 
procurement offices to meet the need for a type of 
contract that would protect contractors who were un­
dertaking the construction of war plants and other 
facilities and the manufacture of articles with which 
they had no familiarity and with respect to which even 
the design might not have been determined, or where, 
as in the aircraft industry, constant changes were 
expected to be made in the design of the product. 
The experience with cost plus a percentage of cost 
contracts during the preceding war was so bad as to 
preclude their use in this war, so bad as to cause spe­
cific legislative prohibition against their use. The 
CPFF contract was a contract under which the gov­
ernment agreed to pay a contractor all of his costs 
plus a fixed fee which was determined in advance and 
which may or may not have been related to the 
estimated cost on a percentage basis. This type of 
contract was used extensively in the aircraft industry 
and to a lesser extent in the manufacture of munitions 
of various kinds, and was the basis of the management 
contracts.
The CPFF type of contract for materiel procure­
ment has been the subject of extensive controversy. 
During the latter years of the war, they were availed 
of less frequently than at first, and new contracts on 
a fixed-price basis in many cases replaced the CPFF 
contracts as the latter were completed. Nevertheless, 
in spite of the extensive efforts on the part of the pro­
curement agencies to convert supply contracts from 
the CPFF basis to a fixed-price basis, there was in 
the spring of 1945 a substantial amount of procure­
ment still being done on the basis of CPFF contracts.
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and difficulties of change-over are such as to give 
reason to believe that many billions of dollars of 
material will continue to be delivered on that basis. 
At any rate, for 1945 many financial statements will 
need to deal with the problems of CPFF contracts.
The detailed working out of the CPFF principle 
in individual contracts varied considerably; there is 
no need herein to discuss that variety since the nature 
of such contracts is adequately discussed in many 
articles published during the war period. The com­
mittee on accounting procedure of the American 
Institute of Accountants issued Accounting Research 
Bulletin No. 19 which extensively discussed such 
supply contracts and the basic accounting problems 
in relation thereto.
The major accounting and auditing problems in 
connection with CPFF supply contracts may be sum­
marized as follows:
(1) The method of accrual of income.
(2) The method of disclosure in the financial state­
ments.
(3) The problem of allowable costs.
(1) One of the fundamentals of the CPFF con­
tract was that it provided for the payment of a fixed 
fee more or less in accordance with the performance 
under the contract. In some cases, that was on the 
basis of delivery of finished units; in others on the 
basis of relative expenditures in relation to the total 
estimated expenditure, and in still others on a per­
centage of completion basis determined either in 
accordance with an arbitrary formula or estimates 
developed for the particular contract.
Ordinarily, of course, the delivery of the finished 
article has been considered in accounting as the most 
useful date for the accrual of income, but this was 
by no means universal and there was a substantial 
practice of accrual of income in accordance with the 
percentage of completion for certain types of business. 
The nature of the CPFF contracts, which in many 
cases required extensive preparation and usually a 
long time for completion, was such as to point up 
the arguments for the accrual of the fee on the basis 
of work done. The decision of the committee on 
accounting procedure as evidenced in Accounting 
Research Bulletin No. 19 recognized the propriety of 
the accrual of the fee either on the basis of delivery 
of finished units or on the basis of relative work 
done, if such were permitted by contract. This de­
cision was proved to be sound through experience.
Where the progress basis of accrual was applicable, 
the fee was to be accrued at the date at which it 
was billable under the contract. Because of the cus­
tomary lag between the billable date and the date 
of billing or date of allowance, such a specific recog­
nition of the date of accrual proved to be useful. 
In view of the authority of the government repre­
sentative (generally known as the contracting officer) 
over the amount and time of the fee to be paid, the
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determination of the date at which the fee is billable 
carries with it the necessity of a knowledge and con­
sideration of the policies being followed by the 
government in the actual day to day working out of 
the payment of the fee for the particular contract.
The determination of income is concerned in 
essence with the amount properly billable. There is 
a substantial lag between the date of expenditure 
and final approval by the government. In view of 
the fact that the government representatives relate 
expenditures to such other evidence as exists about 
the progress of the work, particularly the constantly 
changing estimates of the cost of completion of the 
entire contract, the accounting accrual of income as 
of the date it becomes billable must depend upon 
whether the expenditures or other basis being fol­
lowed for the determination of progress is actually 
resulting in a fair ratable accrual of income. This 
would be particularly true in the early stages of a 
contract where many of the expenditures might be 
for raw material without any additional work having 
been done by the contractor. On the other side, con­
sideration must be given to whether any revised esti­
mates of the cost of the total contract are so different 
from the original estimate as to require some adjust­
ment in the policy of accrual either by delay or by 
acceleration of accrual from that of application to 
expenditures on a percentage basis.
(2) Accounting Research Bulletin No. 19 was 
quite clear that fees and costs could be shown as sales 
in the income statement and as current assets in the 
balance sheet. Generally speaking, practice may be 
said to have conformed to the Bulletin, in that, for 
the usual type of supply contracts, fees and costs have 
been included in sales and the billable but unbilled 
costs and fees have been distinguished from the billed 
costs and fees in the current assets on the balance 
sheet. There was some practice which treated all of the 
items relating to the CPFF contracts as a separate 
classification on the balance sheet somewhat like a 
showing of a separate fund, or as a separate section; 
this practice, though it had much to recommend it, 
did not have wide usage.
(3) The third major problem is that of the deter­
mination of allowable costs. This is particularly true 
in cases where the CPFF contract is being carried out 
by companies which also operate under fixed price 
contracts or manufacture civilian products, where 
there is a problem of allocation of joint costs between 
the types of contracts or business done. The general 
basis of cost allowances as provided for in the con­
tracts was either by the incorporation of Treasury 
Decision 5000 or by the incorporation of “Explana­
tion of Principles for Determination of Costs under 
Government Contracts,” commonly called the “green 
book,” or in other cases by actual specification in the 
contract of allowable and unallowable costs.
The problem of allowable and unallowable costs.
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proved to be very troublesome. In the first place, it 
was necessary to determine, by agreement with the 
government procurement agency, the general type of 
items of a particular company that had to be excluded 
under the terms of the contract. In the second place, 
there was difficulty in the allocation of joint costs. In 
the third place, there were frequent decisions by the 
major procurement agencies of policies of allowance 
within the general terms of the contract. In addition 
to the, differences of opinion between the contractor 
and the procurement agencies, there were occasion­
ally differences of opinion between the procurement 
agencies and the General Accounting Office of the 
United States, which office examined the propriety of 
the expenditures under the contracts and the methods 
of accounting employed. The result has been that for 
many companies there is a substantial area of dispute 
which is relatively important in relation to capital or 
earnings. There appears to be some practical diffi­
culty in passing these matters to the courts for de­
cision, and the difficulties of final allowance by the  
General Accounting Office for the individual com­
panies may need to be worked out on a practical basis 
which considers the special circumstances rather than 
by meticulous determination of what ought to be 
allowed. Thus, while the rights under good account­
ing might be quite clear, the practical experience of 
each company should be examined as a guide to the 
disallowances that may be anticipated.
The insistence of the procurement agencies on con­
version of CPFF contracts to fixed-price contracts sug­
gests that there may be a substantial number of such 
changes, and there undoubtedly will be many ac­
counting problems in connection with such change­
overs. At the time of writing, there is no clear indica­
tion of how the change-overs will be effected and 
what principles the government will follow therein; 
until that is clear, the accounting problems cannot be 
defined.
Renegotiation
The history, philosophy, and working out of rene­
gotiation of profits of war contracts are discussed in 
detail in another chapter of this refresher course. 
(See Chapter 31, War Contracts.) This section will 
deal only with the accounting problems related to 
renegotiation.
The committee on accounting procedure of the 
American Institute of Accountants issued Accounting 
Research Bulletin No. 15 in September 1942, five 
months after the passage of enabling legislation and 
at a time when there was little information on how 
the Act would be applied. This bulletin quite prop­
erly took the position that the exposure of the cor­
poration to the Renegotiation Act should be disclosed 
but that the amount which might be refunded as a 
result of renegotiation procedures was so uncertain 
that no provision of any amount in the financial state­
ments could be required until the policies of the 
renegotiation boards should be established. This 
same general position was subsequently adopted by 
the chief accountant of the Securities and Exchange 
Commission, who issued a statement setting forth the 
minimum standards of fair disclosure which would 
be required.1
The basic accounting thought in September 1942 
was undoubtedly that the recapture of profits under 
the Renegotiation Act set up a very real liability for 
a corporation, but since the liability could not be 
estimated in any reasonable area it could properly be 
treated by way of a footnote discussion. Later, actual 
recognition in the financial statements of a liability 
became almost imperative. The committee on account­
ing procedure of the American Institute of Account­
ants accordingly issued Accounting Research Bulletin 
No. 21 in December, 1943. This provided that, when 
there had been a determination of renegotiable profits 
for a corporation for a period, such determination in 
most cases provided a basis upon which some general 
estimate could be made of the monetary liability of a 
corporation for a succeeding year, and that failure to 
provide for a liability in the financial statements re­
quired footnotes and disclosures of a very definite 
nature. Practice did develop to the point where cor­
porations generally did provide for possible refunds 
under the Renegotiation Act on the basis of the in­
dicated experience of the individual corporation for 
the preceding periods. There were frequently cases, 
of course, where no reasonable determination could 
be made even in later years, either because there had 
been no refund of profits for a preceding year for the 
particular company or because the individual ele­
ments of a corporation’s business were such as to pre­
clude any advance estimate on the basis of general 
knowledge. In summary, it probably can be said that 
general practice followed the accounting policy of 
providing as accurately as possible for a renegotiation 
refund in the statements for the year in which the 
refund would be applicable, and that only in a small 
proportion of cases was recourse had to footnote dis­
closure only. In general, provisions made by corpora­
tions in advance proved to be inadequate, though the 
substantial number of provisions which proved to be 
excessive or exactly correct demonstrated that busi­
ness as a whole was approaching the determination 
of the refund with a considerable degree of objectivity.
The treatment of the provisions for renegotiation 
in the financial statements is quite clearly set out in 
Accounting Research Bulletin No. 21 in summary 
paragraph 5, which states as follows;
“Provision for renegotiation refunds should be in­
cluded in the balance sheet as a current liability. In 
the income statement such provision should prefer­
1 “SEC Opinion on Provision for Renegotiation,” a letter to the 
secretary of the American Institute of Accountants, March 21, 
1944. The Journal of Accountancy, May 1944, p. 415.
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ably be made as a deduction from sales, with the 
income and excess profits tax and postwar refund com­
puted accordingly. However, because of the interre­
lation between renegotiation refunds and income and 
excess profits taxes, the provision may be set forth in 
the financial statements in conjunction with the pro­
vision for taxes, either as separate items or as a com­
bined amount.”
The Bulletin did serve to crystallize practice in pro­
viding for renegotiation reserves and the preference 
expressed in the foregoing summary appears to have 
had general acceptance, though there has been a great 
variety of other methods of presentation used in actual 
practice. The reserve for contingencies as the sole 
provision for renegotiation seemed to have been used 
much less frequently after the issuance of the Bulle­
tin, but there did continue to be some use of reserves 
for contingencies to take care of possible additional 
requirements beyond the amount provided specifically 
for renegotiation. In general, however, practice may 
be said to have crystallized definitely along the lines 
of the preferences expressed by Accounting Research 
Bulletin No, 21.
Claims Under Terminated War Contracts
The termination of war contracts before completion 
presents a number of accounting problems. Termi­
nations are usually for the convenience of the govern­
ment, and it is expected that they will continue to be 
made on that basis except in the most unusual circum­
stances. Compensation for such termination is to be 
made by reimbursement to the contractor of all the 
costs which he has incurred on the uncompleted por­
tion of his contract plus a reasonable profit. Policies 
to assure fair compensation were provided by the 
Contract Settlement Act of 1944. The termination 
regulations of procurement agencies, particularly the 
Joint Termination Regulation of the War and Navy 
Departments, have provided effective implementation 
of that Act. Various cost memoranda have been issued 
by the Office of Contract Settlement as guides to allow­
able costs. Other procedures have been developed 
whereby advance decision can be obtained by a con­
tractor with respect to points that might prove con­
troversial as to principle or amount. All the fore­
going, plus extensive experience in the settlement of 
contracts, suggests that it is possible in the majority 
of cases to determine reasonably the amount of a 
claim after termination of a contract, including both 
the costs that should be allowed and the profit.
The various accounting problems in relation to 
settlement of claims under’ terminated fixed-price con­
tracts are discussed in considerable detail in Account­
ing Research Bulletin No. 25, issued by the committee 
on accounting procedure of the American Institute of 
Accountants. This Bulletin would seem to need little 
elaboration. The essence of it is that the amount of 
the claim, including profit, is to be accrued for ac­
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counting purposes as of the effective date of termina­
tion. This position is the same as that taken by the 
Bureau of Internal Revenue for tax purposes (see 
Treasury Decision 5405 and Mimeographed Letter 
5766), by renegotiation boards and government de­
partments dealing with termination. It is significant, 
though, that the recognition given to the fact that it 
may not be possible to determine some items with 
sufficient accuracy to include amounts therefor in the 
financial statements does carry with it an explicit rec­
ognition that all other items of the claims must be 
accrued for the financial statements. Thus the fact 
that one element is indeterminate does not carry with 
it accounting acceptance of failure to accrue all the 
other items that are reasonably determinable.
Accounting Research Bulletin No. 25 does not deal 
conclusively with the treatment of subcontractors’ 
claims and recognizes two alternatives as being per­
missible in accordance with sound accounting prin­
ciples. The first alternative would provide for show­
ing the amount of subcontractors’ claims as a footnote, 
while the other alternative would provide for inclu­
sion of such claims in the current assets and current 
liabilities of the contractor who receives the claims. 
Time has not yet permitted accumulation of suffi­
cient experience to give any indication as to which 
alternative will be most acceptable in actual practice.
Inventories Frozen by War Contracts
At the beginning of the war period the manu­
facture of many civilian goods was halted by govern­
ment order. Corporations were left, in many cases, 
with substantial inventories of raw and in-process 
materials, finished products and supplies, as well as 
the special equipment, tools, dies, jigs, and fixtures 
necessary for their manufacture. Such inventory was 
good inventory and was expected to be usable im­
mediately after removal of government restrictions 
against manufacture, and its possession might prove 
to be a substantial competitive advantage in resuming 
pacetime business. Nevertheless, there was little ex­
pectation that manufacturing operations on such 
products would be permitted until the war should 
draw to a close. This case of a slow-moving inventory 
that did not carry implications of loss of useful value 
was a new situation in business and required study 
for the selection of proper accounting practices.
Fortunately, this was an area on which the prob­
lems of the impact of the war were sufficiently similar 
to peacetime problems so that normal criteria were 
available and generally accepted accounting prin­
ciples were evident. There was no bulletin issued by 
the committee on accounting procedure of the Ameri­
can Institute, and apparently none was needed. As 
far as it is possible to deduce practice from the ex­
amination of statements, it would appear that it was 
a more or less general practice to continue to carry
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the raw and. in-process materials, finished products, 
and supplies as inventory and as a current asset, but 
in important cases there was clear disclosure of the 
amount of the civilian inventory that was restricted 
as to sale by government order. It also appears to 
have been usual practice to provide reserves against 
the valuation of those inventories for deterioration 
during the war period and for possible obsolescence
through design changes that could be put into effect 
rapidly enough to affect the first products to be sold 
after the war. Since the inventory was expected to be 
frozen or at least slow-moving, though actually in a 
great many cases means were found of utilizing such 
peacetime inventories in war production, the provi­
sion of such reserves seemed to be sound and in 
accordance with generally accepted principles.
APPENDIX
Accounting Research Bulletin No. 13, “Accounting for Special Reserves Arising Out of the War,’* issued 
in January 1942.
Reserves Considered in This Bulletin
The reserves considered in this bulletin are limited 
to those which are provided as a result of the present 
war and which would not otherwise be required. 
While other accounting problems arising out of the 
war are referred to, the bulletin is primarily con­
cerned with the treatment of such reserves in the 
financial statements of organizations which are sub­
stantially engaged, directly or indirectly, in produc­
tion for war purposes, or are materially affected by 
conditions growing out of the war.
Summary Statement
(1) The committee has previously stated in effect 
that it is plainly desirable to provide, by charges in 
the current income statement, properly classified, for 
all foreseeable costs and losses applicable against cur­
rent revenues, to the extent that they can be meas­
ured and allocated to fiscal periods with reasonable 
approximation. In applying this principle to special 
reserves for war costs and losses, experience during 
and following the first world war and recent well- 
defined social trends should be taken into account.
The charges for which the reserves have previously 
been created should be applied against the appropriate 
reserves, and any unused portion thereof should be 
dealt with in accordance with general practice re­
lating to corrections of estimates made in prior years.
(2) Where reserves are created for possible war costs 
and losses the amount of which is not presently de­
terminable and which do not come within paragraph
(1) , the committee suggests that the provision be shown 
in the income statement as a deduction from the in­
come for the period computed on the usual basis. 
The purpose and amount of such reserves should be 
shown as clearly as possible in the financial statements.
When the costs and losses of this nature are later 
determined they should be brought into the income 
statement, but it is desirable that this should be done 
in such a way as not to obscure the results for the 
period then current.
(3) Where reserves of the second group (paragraph
(2) above) are relatively large it may be undesirable 
to use the term “net” income in relation to any figure 
in the income statement of either the period in which 
the reserves are made or the period in which the costs 
or losses are ascertained and brought into account.
In such cases, the following procedures might well be 
adopted:
I. In the period in which the reserves are created:
(a) Prepare the income statement to show the 
balance of income remaining after providing 
for all reasonably determinable costs and 
losses as required in (1) above.
(b) Deduct from such balance provisions coming 
within the scope of (2) above.
(c) State the remainder as the amount of income 
transferred to earned surplus.
IL In the period in which the costs or losses are 
determined-and brought into account:
(d) Prepare the income statement to show the bal­
ance of income remaining after providing for 
all reasonably determinable costs and losses of 
the period then current.
(e) Show as separate charges in the income state­
ment those items related to prior periods for 
which provision was made in I (b) above.
(f) Show, as a credit in the income statement, 
a transfer from the reserves created under 1(b) 
above to the extent that they have been ap­
plied against the items in 11(e) above.
(g) State the remainder as the amount of income 
transferred to earned surplus.
(4) It is not permissible to create reserves for the 
purpose of equalizing reported income. Reserves for 
the purpose of dividend equalization may be provided 
only by charges against earned surplus; no charges 
may be made thereagainst except for dividends or for 
transfers back to earned surplus.
Discussion
The object of this bulletin is to present recom­
mendations for meeting war conditions in a manner 
consistent with accounting principles previously es­
tablished. The existing situation presents in acute 
form the problem of reconciling two basic accounting 
objectives: first, that of bringing charges as nearly as 
may be into the same accounting period as the revenue 
against which they are fairly applicable, and secondly, 
that of basing accounting entries as far as possible 
on objective evidence or on estimates of a reasonably 
definitive character. In general, the committee be­
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lieves that the first of these objectives should be re­
garded as the more essential; but this conclusion does 
not warrant the presentation of figures in • which 
amounts determined with a reasonable degree of ac­
curacy and in accordance with accepted accounting 
principles are combined indistinguishably with others 
representing mere conjecture.
Limitations of Current Financial Statements
While many items in financial statements are de­
terminable with substantial accuracy, others involve 
estimate or approximation and require the exercise 
of informed judgments within a comparatively wide 
range of reasonableness. There is increasing recogni­
tion of the fact that the significance of periodic finan­
cial statements is limited accordingly. The tentative 
character of such statements is accentuated under war 
conditions because of the change in methods of doing 
business and because accounting measurements are 
largely dependent on the course and duration of the 
war. Current financial statements are, therefore, 
necessarily less indicative of such things as earning 
capacity, ability to pay taxes, and capital value than 
statements prepared under normal conditions.
This committee has in the past emphasized the dan­
gers of attaching undue importance to a single figure 
such as “net income per share.” It feels that today 
the danger is so great as to make undesirable in many 
cases the presentation of a figure designated without 
qualification as net income. Suggestion is therefore 
made of the special form of income presentation set 
forth in paragraph (3) of the Summary Statement. 
It is recognized that other procedures may be de­
sirable, in the judgment of management and the in­
dependent auditor, to reflect the circumstances pe­
culiar to various types of business enterprises or 
further changes in business conditions.
The committee has also recommended extension of 
the practice of including comparative statements in 
the annual reports of corporations. Under existing 
conditions, with pronounced changes in the nature 
of business transactions and other altered circum­
stances, in many cases current statements of income 
may not be fairly comparable with those of prior 
periods; it may be desirable to emphasize the lack of 
comparability in the presentation of financial state­
ments in such cases.
Special War Reserves
An appendix to this bulletin contains a list of 
typical items for which reserves may be needed. Cor­
porate management and accountants should give care­
ful consideration to these and similar items in order 
to decide upon the necessity or advisability of pro­
viding therefor.
In its first bulletin, the commitee said; “The test 
of the corporate system and of the special phase of 
it represented by corporate accounting ultimately lies 
in the results which are produced. These results must 
be judged from the standpoint of society as a whole 
—not from that of any one group of interested 
parties.” On the basis of experience in and after the 
first world war and with the expectation that there 
will be similar adjustments and dislocations of busi­
ness after the present war, the utilitarian concept of 
accounting should prompt accountants and others to 
encourage the establishment of special reserves for 
costs and losses arising out of the war.
Recognition of the necessity of such reserves is 
important, not only in the interests of the business 
enterprise, but in the interest of the national economy 
as a whole. The government might well take account 
of this fact in its fiscal policies generally and in re­
spect of taxation. It would be wise on the part of 
the government to give consideration to the recog­
nition of provisions of this kind as deductions in the 
determination of taxable income, subject to neces­
sary safeguards in regard to the ultimate disposition 
thereof. Such a policy would tend to make taxable 
income more nearly reflect real income, since these 
reserves are intended to give recognition to costs and 
losses related to the war period which are real, though 
in many cases they cannot now be definitely measured.
It is to be noted that reserves for many of the items 
listed in the appendix have the effect of reducing 
the stated amount of fixed assets, while other items, 
such as restoration of facilities or separation allow­
ances, will require expenditure of funds in the future. 
It should be emphasized that the creation of reserves 
for items of the latter kind does not, of itself, pro­
vide funds to meet the expenditures. Such expendi­
tures can be made only from funds of the corporation 
available at the time. The creation of the reserve 
serves an essential purpose, however, in indicating 
the necessity of conserving assets rather than pay­
ing dividends.
Accounting Treatment of Special War Reserves
The committee has stated that “over the years it is 
plainly desirable that all costs, expenses, and losses 
of a business, ... be charged against income.” Ap­
plying this principle to present-day conditions, war­
time revenues should be charged with all reasonably 
determinable costs and losses fairly applicable thereto. 
Specific charges in the income statement should, how­
ever, have a reasonable basis of measurement and of 
allocation to fiscal periods. It will be difficult in some 
cases to follow this general rule in view of the un­
certainty as to the duration of the war and the course 
of post-war adjustment. Much will depend on the 
judgment of the management in the circumstances 
of each particular case, and margins of error will 
doubtless be greater than in normal times.
While no attempt is made in this bulletin to clas­
sify specific reserves, they fall, for accounting pur­
poses, into two groups: (a) those reserves or parts 
of reserves which must be provided in order to con­
form to accepted principles of accounting, and (b) 
those additional reserves or parts of reserves created 
in the discretion of management as a matter of con­
servative business administration, but which are not 
presently determinable within the limits necessary for 
definitive accounting statement.
Reserves for such items as accelerated depreciation 
and accelerated obsolescence, amortization or emer­
gency facilities, and deferred maintenance, will or­
dinarily fall in the first group. Reserves for such 
items as separation allowances to employees (where
Ch. 10-p. 10 Contemporary Accounting
there is no legal obligation to make payment or no 
established policy) and losses due to excess capacity 
after the war will ordinarily fall in the second group. 
Some reserves may fall in part in each group. Doubts 
as to proper classification should be resolved in favor 
of inclusion in the first group.
Items in the first group should be deducted in 
arriving at any figure described as net income; items 
in the second group should be shown as extraordinary 
deductions from net income. If the alternative rec­
ommended in paragraph (3) of the Summary State­
ment is adopted, items in the first group should be 
treated as proposed in I(a) thereof; items of the second 
group should be shown as in I(b) thereof.
Disposition of Reserve Balances
Charges, in the case of reserves of the first group 
mentioned above, should be made against the reserves 
and any unrequired balance should be included as 
a separate item in the income statement after operat­
ing profits or, in exceptional cases, as a credit to 
earned surplus. Charges against reserves of this kind
should be limited to those for which the reserves 
were provided.
Charges, in the case of reserves of the second group, 
should ordinarily be shown in the income statement 
according to the usual rules of classification, and an 
equivalent amount of the reserve shown as an 
extraordinary credit. Any unrequired balances should 
be transferred to earned surplus. Where charges of 
this kind are relatively large, the accounting pro­
cedure may well be such as is indicated in paragraph
(3) of the Summary Statement.
Equalization Reserves
It has long been established in accounting that 
reserves may not be used for the purpose of arbi­
trarily equalizing the reported income of different 
accounting periods. Reserves for dividend equaliza­
tion have no relation to the determination of income, 
and such reserves should be created only by charges 
to earned surplus. No charge may be made thereto 
except for dividends or for amounts returned to 
earned surplus.
APPENDIX
Purposes for Which Reserves May be Provided
(1) Accelerated depreciation of facilities as a result 
of intensive use and of operation by less ex­
perienced personnel.
(2) Accelerated obsolescence of facilities due to in­
tensive research during the war in an effort 
to increase productive efficiency.
(3) Amortization of the cost of rearrangement and 
alteration of existing facilities which will prob­
ably be rearranged in the post-war period.
(4) Amortization of the cost of additional facilities 
acquired, the usefulness of which is expected to 
be substantially reduced at the termination of 
the war.
(5) Losses which may be sustained at the end of the 
war in the disposal of inventories useful only 
for war purposes, or in the adjustment of pur­
chase commitments then open, including any 
amounts which may be paid for the cancellation 
of such commitments.
(6) Losses which may be sustained in the disposal 
of inventories not necessarily applicable to 
war production, due to decline in the price 
level, which, on the basis of past experience, 
usually follows a pronounced rise in prices.
(7) Repairs and maintenance deferred as a result of 
pressure for war production.
(8) Restoration or alteration of facilities to peace­
time production at the end of the war, if it is 
reasonable to assume that such restoration or 
alteration will then be made.
(9) Separation allowances which may be paid to 
employees who are discharged at the termina­
tion of the war.
(10) Losses from destruction of property as a result 
of the action of armed forces or from seizure 
thereof by the enemy.
(11) Decline in the useful value of plant and equip­
ment due to excess capacity resulting from war 
construction.
Accounting Research Bulletin No. 19, “Accounting Under Cost-Plus-Fixed-Fee Contracts,” issued in 
December 1942
This bulletin deals with accounting problems arising 
under cost-plus-fixed-fee contracts, hereinafter re­
ferred to as CPFF contracts.
Summary Statement
(1) Fees under CPFF contracts may be credited to 
income on the basis of such measurement of partial 
performance as will reflect reasonably assured re­
alization. One generally acceptable basis is delivery 
of completed articles. The fees may also be accrued 
as they are billable, under the terms of the agreement, 
unless such accrual is not reasonably related to the 
proportionate performance of the aggregate work
or services to be performed by the contractor from 
inception to completion.
(2) Where CPFF contracts involve the manufac­
ture and delivery of products, the aggregate amount 
of reimbursable costs and fee is ordinarily included 
in appropriate sales or other revenue accounts. Where 
such contracts involve only services, or services and 
the supplemental erection of facilities, only the fee 
should ordinarily be included in revenues.
(3) Unbilled costs and fee under such contracts 
are ordinarily receivables rather than advances or 
inventory, but should preferably be shown separately 
from billed accounts receivable.
Special Items Arising Out of the War
(4) Offsetting of government advances on CPFF 
contracts against amounts due from the government 
on such contracts is permissable only to the extent 
that such items may under the terms of the agree­
ment be offset in settlement, but a more desirable 
procedure in most cases will be to offset the advance 
against the receivable only if that is the treatment 
anticipated in the normal course of business trans­
actions under the contract. In case of offset, the 
amounts offset should be adequately disclosed.
Discussion
Procurement of war materiel is being extensively 
effected by the use of CPFF contracts (a) for the 
manufacture and delivery of various products, (b) 
for the construction of plants and other facilities 
and (c) for management and other services. Under 
these agreements the contractors are reimbursed at 
frequent intervals for their expenditures and in addi­
tion are paid a specified fixed fee. Payments on ac­
count of fee (less 10% which is withheld until com­
pletion) are made from time to time as specified in 
the agreement, usually subject to the approval of 
the contracting officer. In most cases the amount 
of such payments is, as a practical matter, determined 
by the ratio of expenditures made to the total es­
timated expenditures rather than on the basis of 
deliveries or on the percentage of completion other­
wise determined.
The agreements provide that title to all material 
applicable thereto vests in the government as soon 
as the contractor is reimbursed for his expenditures 
or, in some cases, immediately upon its receipt by 
the contractor at his plant even though not yet paid 
for. The contractor has a custodianship responsibility 
for these materials, but the government has property 
accountability officers at the plant to safeguard gov­
ernment interests.
The contracts are subject to cancellation and ter­
mination by the government, in which event the 
contractor is entitled to reimbursement for all ex­
penditures made and an equitable portion of the 
fixed fee.
The government frequently makes advances of 
cash as a revolving fund or against the final payments 
due under the agreement.
There are a large number of CPFF contracts now 
in effect. Additional contracts are being made from 
time to time. The method of compensating the con­
tractor and the financial and other relationships 
between the contractor and the government under 
most of these contracts are generally similar. It is 
manifestly desirable that the results of such contracts 
should be reflected in the financial statements of con­
tractors with such degree of uniformity as may be 
practicable in view of the terms of agreements or 
surrounding circumstances. The committee believes, 
therefore, that a research bulletin . on this subject 
will serve a useful purpose.
Major Accounting Problems
There are a number of basic accounting problems 
common to all CPFF contracts. This bulletin deals
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with four problems which appear to be the most 
important, as follows:
(1) When should fees under such contracts be re­
flected in the contractor’s income statement?
(2) What amounts are to be included in sales or 
revenue accounts?
(3) What is the proper balance-sheet classification of 
unbilled costs and fee?
(4) What is the proper balance-sheet treatment of 
various items, debit and credit, identified with 
CPFF contracts?
1. When should fees under such contracts be reflected 
in the contractor’s income statement?
This committee has heretofore stated that income 
is a realized gain and in accounting it is recognized, 
recorded and stated in accordance with certain prin­
ciples as to time and amount; that profit is deemed to 
be realized when a sale in the ordinary course of 
business is effected unless the circumstances are such 
that the collection of the sales price is not reasonably 
assured; that delivery of goods sold under contract 
is normally regarded as the test of realization of 
profit or loss.
In the case of manufacturing, construction or ser­
vice contracts, profits are not ordinarily recognized 
until the right to full payment has become uncondi­
tional, i.e., when the product has been delivered and 
accepted, when the facilities are completed and ac­
cepted, or when the services have been fully and 
satisfactorily rendered. This accounting procedure 
has stood the test of experience and should not be 
departed from except for cogent reasons.
It is, however, a generally accepted accounting 
procedure to accrue revenues under certain types of 
contracts, and thereby recognize profits, on the basis 
of partial performance, where the circumstances are 
such that aggregate profit can be estimated with rea­
sonable accuracy and ultimate realization is reason­
ably assured. Particularly where the performance of 
a contract requires a substantial period of time from 
inception to completion, there is ample precedent 
for pro rata recognition of profit as the work pro­
gresses, if the total profit and the ratio of performance 
to date to complete performance can be reasonably 
computed and collection is reasonably assured. 
Depending upon the circumstances such partial 
performance may be established by deliveries, expen­
ditures or percentage of completion otherwise deter­
mined. This rule is frequently applied to long-term 
construction and other similar contracts; it is also 
applied in the case of contracts involving deliveries 
in installments or the performance of services. How­
ever, the rule should be dealt with cautiously and 
not applied in the case of partial deliveries and 
uncompleted contracts, where the information avail­
able does not clearly indicate that a partial profit 
has been realized after making provision for possible 
losses and contingencies.
CPFF contracts fall within the basic principles of 
both the foregoing procedures, and have characteris­
tics of both. The risk of loss is practically negligible,
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the total profit is definite, and the contractor is 
performing his obligations since, even on cancella­
tion, pro rata profit is still assured. CPFF contracts 
are quite like the type of contracts upon which profit 
has heretofore been recognized on partial perform­
ance, and accordingly have at least as much justifica­
tion for accrual of fee before final delivery as those 
cited.
The basic problem in dealing with CPFF contracts 
is the measure of partial performance, i.e., whether 
revenues thereunder should be accrued under the 
established rules as to partial deliveries or percentage 
of completion otherwise determined, or whether, in 
view of their peculiar terms with respect to part 
payments, the objective determination of amounts 
billable by continuous government approval, and the 
minimum of risk carried by the contractor, the fee 
should be accrued as it is billable.
Ordinarily it is permissable to accrue the fee as it 
becomes billable. The outstanding characteristic of 
CPFF contracts is reimbursement for all proper costs 
and the payment of a fixed fee for the contractor’s 
efforts. Delivery of the finished product may not have 
its usual legal significance because title passes to the 
government prior thereto and the contractor’s right 
to partial payment becomes unconditional in advance 
thereof; deliveries are not necessarily, under the terms 
of the agreement, evidence of the progress of the work 
or the contractor’s performance. Amounts billable 
indicate reasonably assured realization subject to 
renegotiation, because of the absence of a credit 
problem and minimum risk of loss involved. The fee 
appears to be earned when allowable costs are in­
curred or paid and the fee is billable. Finally, accrual 
on the basis of amounts billable is ordinarily not a 
departure from existing rules of accrual on the basis 
of partial performance, but rather a distinctive appli­
cation of the rule for determining percentage of 
completion.
While it is permissible to accrue the fee as it 
becomes billable, judgment must be exercised, in the 
circumstances of each case, as to whether such method 
of accrual is preferable to those of the usual rules 
of delivery or of percentage of completion otherwise 
determined. While the approval of the government 
as to amounts billable would ordinarily be regarded 
as objective evidence, factors may exist which suggest 
an earlier or later accrual. Such factors would include 
the indications of substantial difference between the 
estimated and final cost so that available data should 
be examined; preparatory or tooling-up costs may 
have been much more than estimated; raw material 
needs may have been greatly and unduly anticipated 
by advance purchases, or delays in delivery schedules 
or other evidence may suggest that costs are exceeding 
estimates. While such factors are normally considered 
by the government and in case of serious doubt, 
billings for fees may be temporarily adjusted to 
safeguard against too early proportionate payment, 
consideration of such factors of doubt cannot be left 
entirely to the government, particularly when any 
substantial lag exists between expenditures and bill­
ings and audit thereof. In such cases, the presumption 
may be that the fee will not be found to be billable,
when presented, and conservatism in accrual will be 
necessary. In some cases, excess costs may be indicated 
to such an extent that accrual of fee before actual 
production would appear unwise. In such cases the 
usual rule of deliveries or percentage of completion 
may be a more appropriate method of accruing fees.
There are further questions as to whether the fee 
may be accrued as it is billed rather than as it be­
comes billable and whether accrual should be on the 
basis of the full fee or 90% thereof. As to the first 
question, it seems obvious that when accrual in rela­
tion to expenditures is otherwise suitable, it should 
be on the basis of amounts billable since delays in 
billing, largely due to the clerical processes involved, 
should not affect the income statement. As to the 
second question, accrual on the basis of 100% of the 
fee is ordinarily preferable since, while the payment 
of the balance depends on complete performance, such 
completion is to be expected under ordinary cir­
cumstances. Care must be exercised, of course, to 
provide for possible non-realization where there is 
doubt as to the collection of claimed costs or of fee 
thereon.
2. What amounts are to be included in sales or 
revenue accounts?
This problem is whether sales or revenue as re­
ported in the income statement should include re­
imbursable costs and the fee, or the fee alone. To a 
great extent the answer to this question depends upon 
the terms of the contract and upon judgment as to 
which method gives the more useful information.
Some CPFF contracts are obviously service con­
tracts, under which the contractor acts solely in an 
agency capacity, whether in the erection of facilities 
or the management of operations. These would ap­
pear to call for inclusion in the income statement of 
the fee alone. In the case of supply contracts, how­
ever, the contractor is more than an agent. For in­
stance, he is responsible to creditors for materials and 
services purchased; he is responsible to employees 
for salaries and wages; he uses his own facilities in 
carrying out his agreement; his position in many 
respects is that of an ordinary principal. In view of 
these facts, and the desirability of indicating the 
volume of his activities, it would appear desirable to 
include reimbursable costs in sales or revenues during 
the accounting period in which the fee is reflected in 
the income statement.
3. What is the proper balance-sheet classification of 
unbilled costs and fee?
The principal reason for unbilled costs at any date 
is the time usually required, after the receipt of 
material or the incurring of expenditure for labor, 
etc., for assembly of the data for billing. The right 
to bill usually exists upon expenditure or accrual, 
and that right is unquestionably a receivable rather 
than an advance or inventory. Nevertheless, there is 
some difference in character between billed items and 
unbilled costs and a distinction should be made 
between them on the balance sheet.
4. What is the proper balance-sheet treatment of vari-
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ous items, debit and credit, identified with CPFF 
contracts?
In statements of current assets and liabilities, 
amounts due to and from the same person are or­
dinarily offset where, under the law, they may be 
offset in the process of settlement, i.e., collection or 
payment. On the other hand, advances received on 
contracts are usually shown as liabilities unless the 
amounts are definitely regarded as payments on ac­
count of contract work in progress, in which event 
they are often shown as a deduction from the related 
asset. The question is therefore presented whether 
various items, debit and credit, identified with CPFF 
contracts may be offset where the same person, the 
government, is the debtor and creditor in each case.
Clearly, under the practice of offsetting accounts due 
to and from the same person, the advance by the 
government on a CPFF contract may properly be 
offset against the amount due from the government 
on that contract. On the other hand, the funds 
received through the advance usually constitute a 
revolving fund, and it is not until performance of 
the latter part of the contract that the advance 
becomes a partial payment. In such circumstances, it 
would seem to be a more desirable procedure in most 
cases to follow the normal course of the business 
transaction and to offset the advance against the 
account only when that is the anticipated business 
treatment. In any case, amounts offset should be 
clearly disclosed.
Accounting Research Bulletin No. 21, “Renegotiation of War Contracts (Supplement),” issued in 
December 1943
This bulletin supplements Accounting Research 
Bulletin No. 15 issued in September, 1942, and deals 
further with the financial statements of contractors 
and subcontractors who are affected by the provisions 
of the War Profits Control Act (Section 403 of Public 
Law 528, 77th Congress, as amended).
Summary Statement
(1) Since renegotiation proceedings have now been 
conducted over a considerable period of time, it is 
to be expected that many companies, particularly 
those which have completed renegotiation proceed­
ings for a prior year, will be in a position to make 
reasonable provision for renegotiation refunds in 
their current financial statements, in accordance with 
the long recognized accounting principle that pro­
vision should be made in financial statements for all 
liabilities that can be reasonably estimated,
(2) Where such provision is made, there should be 
disclosure in the financial statements, by footnote or 
otherwise, of the basis upon which it is made. It is 
recognized that by reason of changed conditions, a 
settlement made in the preceding year may not, in 
some cases, be indicative of the amount refundable 
in respect of the current year, and the provision made 
should take account of this possibility. If, however, 
the provision is materially less than the amount 
which would be indicated on the basis of a prior 
year’s settlement, the reasons therefor and the ap­
proximate effect of the difference upon the net income 
were a refund required on the same basis for the 
current year, should be stated, except as hereinafter 
provided.
(3) Where a provision is not made, a statement to 
that effect should be set forth in a footnote, together 
with appropriate disclosure of the reasons therefor 
and of the company’s renegotiation status. If a settle­
ment has been effected for a prior year, such dis­
closure should, except as hereinafter provided, in­
clude a statement of the approximate effect upon the 
net income were a refund required on the same basis 
for the current year.
(4) The information required under paragraphs
(2) and (3) above in respect of the effect of applying
the basis of a prior year’s settlement to the current 
year, may be omitted if there is substantial reason 
to believe that misleading inferences might be drawn 
therefrom. In such cases, however, a statement should 
be made why the basis used for the prior year is not 
applicable to the current year.
(5) Provision for renegotiation refunds should be 
included in the balance-sheet as a current liability. 
In the income statement such provision should prefer­
ably be made as a deduction from sales, with the 
income and excess-profits tax and postwar refund 
computed accordingly. However, because of the inter­
relation between renegotiation refunds and income 
and excess-profits taxes, the provision may be set 
forth in the financial statements in conjunction with 
the provision for taxes, either as separate items or as a 
combined amount.
(6) If the renegotiation refund required to be paid 
for any year is different from the provision made 
therefor in the financial statements originally issued 
for such year, the difference should be included in 
the current income statement unless such inclusion 
would result in distortion, in which event the adjust­
ment may be made through earned surplus. Where 
earned surplus is thus charged or credited the re­
ported results of the preceding year should be ap­
propriately revised. The committee believes that this 
can best be done by presenting a revised income state­
ment for the prior year, either in conjunction with 
the current year’s financial statements or otherwise, 
and it urges that this procedure be followed.
Discussion
In September, 1942, this committee issued Account­
ing Research Bulletin No. 15, entitled “The Rene­
gotiation of War Contracts.” The summary statement 
of that bulletin reads as follows:
“In the financial statements of contractors or sub­
contractors who are subject to the provisions of the 
War Profits Control Act indication should be given of 
the possibility of renegotiation thereunder of govern­
ment contracts or subcontracts. In some cases a re­
serve, shown as a deduction in the income account, 
may be desirable, but probably in most cases, par-
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ticularly at the present stage, a footnote to the 
financial statements will accomplish the purpose of 
disclosure.”
Prior to the issuance of that bulletin the committee, 
on several occasions, had stated in effect that it is 
plainly desirable to provide, by charges in the 
current income statement, properly classified, for 
all foreseeable costs and losses applicable against 
current revenues, to the extent that they can be 
measured and allocated to fiscal periods with reason­
able approximation. In applying this rule to the 
possibility of renegotiation refunds the committee 
felt that, under the then existing circumstances, 
provision through the medium of a reserve would not 
ordinarily be feasible and that fair disclosure seemed 
to be all that could be required in most cases. The 
committee indicated, however, that it proposed to 
consider the subject further at a later date.
Provision for Renegotiation Refunds
Since the issuance of Bulletin No. 15 many corpo­
rations have completed renegotiation proceedings; 
published and other data with respect to such pro­
ceedings are available to corporations and to 
accountants; and the developments in connection with 
such proceedings have in a measure reduced the area 
of uncertainty with respect to refunds. This is particu­
larly true of corporations which have completed 
renegotiation proceedings for prior years or which 
have progressed in renegotiation discussions to a 
point where differences of opinion as to the total 
refund to be made are not likely to be great. The 
committee believes, therefore that the circumstances 
now surrounding the matter of renegotiation are 
such that Accounting Research Bulletin No. 15 should 
be amplified and that in many cases the accounting 
treatment of possible renegotiation refunds should 
be based upon the established accounting principle 
that provision should be made in the financial state­
ments for all liabilities, including reasonable esti­
mates for liabilities accrued but not accurately de­
terminable. Under this principle, provision should 
be made for possible renegotiation refunds wherever 
the amount of such refunds can be reasonably esti­
mated.
In addition to such provision, disclosure should be 
made, by footnote or otherwise, of the basis used in 
determining the amount thereof, as for instance, the 
prior years’ experience of the contractor or of similar 
contractors, renegotiation discussions relating to the 
current year, etc. Such disclosure is essential if stock­
holders or other interested parties are to be fairly 
informed as to the company’s status under the re­
negotiation law. It is recognized that by reason of 
changed conditions the results of a prior year’s 
settlement may not, in some cases, be indicative of 
the amount refundable in the current year and the 
provision made should take account of this possi­
bility. Nevertheless, if the provision is made in an 
amount materially less than that which would be 
indicated if the basis of a prior year’s settlement 
were applied to the current year, there should be 
included, except as hereinafter provided, a statement
as to the approximate effect of the difference upon 
the net income and the reasons for provision of the 
lesser amount. There is a presumption that refund 
will have to be made on a basis no more favorable 
than that applied in the preceding year; the state­
ment should, therefore, indicate clearly why it is 
believed that the presumption does not apply.
The committee recognizes that there may be cases 
in which misleading inferences might be drawn from 
disclosure of the approximate effect upon net income 
of the difference between the provision made and 
the amount indicated on the basis of a prior year’s 
settlement. The facts with respect to products, meth­
ods of manufacture, selling prices, volume, etc., may 
differ materially in the current year as compared 
with those of the prior year. In such cases, if there 
is substantial reason to believe that misleading in­
ferences might be so drawn, disclosure of the effect 
of the difference on net income may be omitted. 
Disclosure Where No Provision Is Mads
It is recognized that there will be cases where 
reasonable provision for renegotiation refunds can­
not be made. Such situations may exist where rene­
gotiation proceedings for the current year or a 
preceding year have not been completed or where the 
basis of settlement for preceding years is believed 
not to be applicable to the current year. They may 
exist despite the fact that proceedings for a prior 
year resulted in a determination that no refund was 
required. If, however, for any reason, provision is 
not made, a statement as to the reason why no pro­
vision is made, together with appropriate disclosure 
of the pertinent facts with respect to the company’s 
renegotiation status, should be incorporated in a 
footnote. In those cases where a settlement has been 
made in a preceding year, appropriate disclosure 
requires the inclusion of: (a) a statement of why such 
basis is not believed to be applicable and (b) a state­
ment, except as hereinafter provided, of the approxi­
mate effect on the current net income were a refund 
required on the same basis for the current year. Even 
though it is not conceded that the basis of such 
settlement is applicable to the current year, disclosure 
as to the approximate effect of substantially similar 
treatment in the current year is ordinarily essential 
to a fair understanding of the company’s renegotia­
tion status.
As indicated above, there may be cases in which 
there is substantial reason to believe that misleading 
inferences might be drawn from disclosure of the 
effect on net income were a refund required on the 
basis of a prior year’s settlement, in which event 
such information may be omitted. The committee 
feels, however, that any such omission must be justi­
fied by the facts, which should be clearly set forth. 
Financial Statement Presentation
Provision for renegotiation refunds should be in­
cluded in the balance-sheet among the current lia­
bilities.
With respect to the income statement, this com­
mittee has heretofore stated that profit is deemed 
to be realized when a sale in the ordinary course
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of business is effected, unless the circumstances are 
such that the collection of the sales price is not 
reasonably assured. While renegotiation refunds are 
commonly referred to as involving a refund of “ex­
cessive profits,” the provisions of the statute indicate 
that renegotiation involves an adjustment of the 
original contract or selling price. Since a provision 
for renegotiation refund indicates that the collection, 
or retention, of the selling price is not reasonably 
assured, the committee believes that the provision 
should preferably be shown in the income statement 
as a deduction from sales. Because of the interrela­
tionship of renegotiation and income and excess- 
profits taxes, the provision for such taxes, including 
the postwar refund of excess-profits tax, should then 
be computed accordingly.
The amount refundable is, however, frequently 
a net amount, i.e., allowance is made for any income 
and excess-profits taxes which may have been paid 
or assessed thereon. As an alternative, therefore, the 
provision for refund may be shown as a charge in the 
income statement, separately from the provision for 
such taxes, or in combination therewith. The provi­
sion may be shown in the net amount refundable or 
in the amount of the price reduction with appropri­
ate adjustment of the tax provision.
Renegotiation Refunds for Prior Years
A further question arises where a renegotiation 
refund applicable to a particular year is made in an 
amount materially different from the provision made 
in the financial statements originally issued for such 
year. The committee has heretofore indicated that it 
approves the tendency to discourage charges to earned 
surplus even though such charges involve the correc­
tion of estimates made in prior years. It suggests, 
therefore, that the difference between the provision 
made and the renegotiation refund should be shown 
as a separate item in the current income statement, 
unless such inclusion would result in a distortion of 
the current income, in which event the adjustment 
may be made through earned surplus. Where the 
adjustment is made through earned surplus, however, 
there should be appropriate disclosure of the effect 
of the adjustment on the prior year’s net income.
The committee believes that this can best be done 
by presenting a revised income statement for the 
prior year, either in comparative form in conjunction 
with the current year’s financial statements or other­
wise, and it urges that this procedure be followed.
Accounting Research Bulletin No. 25, “Accounting for Terminated War Contracts,” issued in April 1945
This bulletin deals with some of the problems in­
volved in accounting for fixed-price war supply con­
tracts terminated, in whole or in part, for the con­
venience of the government. It does not deal 
specifically with terminated cost-plus-a-fixed-fee con­
tracts nor with contracts for facilities or services, 
although the conclusions reached herein may serve 
as guides for the accounting applicable to such special 
contracts. Contracts terminated for default of the con­
tractor are not considered because it is expected that 
their number will be relatively small and because the 
accounting problems arising thereform are different.
Except where the text of this bulletin clearly in­
dicates otherwise, the term “contractor” is used to 
denote either a prime contractor or a subcontractor, 
and the term “contract” to denote either a prime 
contract or a subcontract.
Summary Statement
(1) The profit of a contractor on a fixed-price 
supply contract terminated for the convenience of the 
government accrues as of the effective date of ter­
mination.
(2) For the preparation of financial statements 
subsequent to termination, those parts of the termina­
tion claim which are reasonably determinable should 
be recorded; when the aggregate amount of the 
undeterminable elements is believed to be material, 
full disclosure with respect thereto should be made 
by footnote or otherwise.
(3) Under ordinary circumstances, the termination 
claim should properly be classified as a current asset 
and separately disclosed in the financial statements 
unless relatively small in amount.
(4) Advance payments received on the contract be­
fore its termination may be shown on the contractor’s 
financial statements subsequent to termination as a 
deduction, appropriately explained, from the amount 
of the claim receivable. Loans negotiated on the 
security of the termination claim, however, should 
be recorded as current liabilities.
(5) All of the contractor’s own cost and profit 
elements included in the termination claim should 
preferably be accounted for as a sale, and separately 
disclosed if material in amount. The costs and ex­
penses chargeable to the claim may then be given 
their usual classification in the accounts.
(6) When items of inventory, the costs of which 
are included in the termination claim, are subse­
quently reacquired by the contractor, the reacquisi­
tion value of those items should be recorded as a 
purchase and applied, together with other disposal 
credits, against the termination claim receivable.
(7) So called “no-cost” settlements—those in which 
the contractor waives the right to make a claim- 
result in no transaction which could be reflected in 
sales. The costs applicable to the contract may be 
given their usual classification in the accounts; the 
inventory retained should not be reflected as a 
purchase but should be accounted for according to 
the usual methods and standards applicable to in­
ventories.
Discussion
The termination of war contracts “for the con­
venience of the government” is intended to adjust 
the production of war materials to the varying re­
Ch. 10-p. 16 Contemporary Accounting
quirements of the military services. Since termina­
tions transfer active contracts in process of execution 
into claims in process of liquidation, they, like con­
tract renegotiations and cost-plus-a-fixed-fee contracts, 
may have important effects on the financial statements 
of war contractors.
Congress, the Director of Contract Settlement, and 
the procurement agencies of the government have 
prescribed the basic policies and principles to be 
applied in the treatment of war contractors affected 
by terminations. Uniform termination articles have 
been adopted for use in war contracts; the Contract 
Settlement Act of 1944 has set the official pattern 
for termination settlement procedures; standard set­
tlement proposal forms have been prepared to assist 
contractors in making their claims; joint regulations 
have been issued by the War and Navy Departments 
as instructions to contracting officers and as guides 
to contractors in termination procedures; and an 
accounting manual has been prepared by those de­
partments.
The Institute’s committee on termination of war 
contracts has followed closely the developments within 
the governmental agencies relating to accounting 
examinations of termination settlements by govern­
ment personnel, and its committee on auditing pro­
cedure has given consideration to the work of the 
independent certified public accountant in termina­
tion matters.
Problems involved in the accounting for terminated 
war contracts are similar to other problems created 
by the war in that they have arisen so quickly that it 
has not been possible to develop generally accepted 
accounting procedures by experience. The commit­
tee has considered a number of the special problems 
involved in accounting for such terminated contracts 
and has reached the conclusions expressed in the Sum­
mary Statement. The considerations underlying these 
conclusions are discussed in the following paragraphs. 
When Profit Accrues
An important problem involved in accounting for 
the effect of terminations is that of determining the 
time at which profit resulting therefrom should be 
recognized. This problem is similar to that described 
in previous bulletins on renegotiation and cost-plus- 
a-fixed-fee contracts in that it involves the accruing at 
a specific date of an element of profit the original 
measurement of which may be difficult and will re­
quire informed judgment, and the final amount of 
which may not be determined until some future pe­
riod.
It has been argued that profit from terminated con­
tracts might be recognized at (a) the effective date of 
termination, (b) the date of final settlement, or (c) 
some intermediate date, such as when the claim has 
been finally prepared or filed. However, the con­
tractor acquires, at the effective date of termination, 
the right to receive payment on the terminated por­
tion of the contract. Furthermore, the effective date 
of termination is the one which is most objectively 
determined for the accrual of such profit.
Under the accrual basis of accounting, revenues
and expenses are recognized, to the fullest extent pos­
sible, in the period to which they relate. Profit on a 
contract of sale is ordinarily taken into account upon 
delivery or performance. However, it is “a generally 
accepted accounting procedure to accrue revenues 
under certain types of contracts, and thereby recognize 
profits, on the basis of partial performance, where the 
circumstances are such that aggregate profit can be 
estimated with reasonable accuracy and ultimate real­
ization is reasonably assured.” Thus, the accrual of 
profit under a cost-plus-a-fixed-fee contract is recog­
nized as the fee becomes billable rather than when it 
is actually billed. Under the Contract Settlement Act 
of 1944, upon termination of a contract, the contrac­
tor acquires a claim for fair compensation; the govern­
ment reserves the option of acquiring any of the in­
ventories for which the contractor makes claim under 
the terminated contract. Except to effect settlements 
and to protect and dispose of property, the expenses 
of which are reimbursable, the contractor need per­
form no further service under a terminated contract 
in order to enforce his claim. It follows that any 
profit arising out of such a contract accrues at the 
effective date of termination and, if the amount can 
be reasonably ascertained, it should be recorded at 
that time.
Determination of Claim
The practical application of the accrual principle 
to the accounting for terminated war contracts rests 
upon the possibility of making a reasonable estimate 
of the amount of the termination claim prior to its 
final determination by settlement. This involves two 
principal considerations: (1) whether the costs of the 
contractor can be determined with reasonable ac­
curacy, and (2) whether the amount of profit to be 
realized can be estimated with sufficient approxima­
tion to justify inclusion in the accounts.
The Contract Settlement Act of 1944 sets forth in 
general terms the costs and expenses which are to be 
taken into account in determining fair compensation. 
It also specifies that, to the extent that the methods 
and standards established by the contracting agen­
cies for determining fair compensation require ac­
counting, “they shall be adapted, so far as practicable, 
to the accounting systems used by war contractors, 
if consistent with recognized commercial accounting 
practice.” On the other hand, certain types of costs 
not allowable in termination claims are enumerated 
in the Act. Substantially similar provisions with more 
extensive explanation are contained in the Statement 
of Principles for Determination of Costs Upon Ter­
mination of Government Fixed-Price Supply Con­
tracts. As contemplated in the Act, the Director of 
Contract Settlement has issued various regulations 
interpreting the Act and setting forth uniform poli­
cies and procedures to be followed in termination. 
The Termination Cost Memorandums issued in this 
manner provide explanations of the cost factors and 
of the treatment to be accorded various types of costs 
in claims of contractors.
While the total claim, and particularly the profit 
allowance, is subject to negotiation, the uniform ter-
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urination articles provide for a formula settlement al­
lowing definite percentages of profit based on costs 
in the event of the failure of negotiations. This in 
effect fixes a minimum expectation of profit allowance 
since the formula percentages have also been recog­
nized by regulation as a basis of negotiating settle­
ment in the event of the failure of the parties to agree 
on any other basis. The same regulations give other 
guides for the estimation of a fair profit allowance, 
which in some cases may be greater than the amount 
computed by the formula percentages. When the 
contractor, because of lack of prior negotiation experi­
ence or uncertainty as to the application of the prin­
ciples of these regulations to a particular case, is 
unable to determine a more appropriate profit allow­
ance, he may accrue the minimum amount determined 
by the formula percentages.
The profit which will be included in the accounts 
of the contractor upon termination will be the dif­
ference between (a) the amount of his recorded claim 
and (b) the total of the inventory, deferred and capi­
talized items, and other costs applicable to the ter­
minated contract as they are currently reflected in his 
accounts. This profit may exceed the amount speci­
fied as profit in the claim because costs applicable to 
the terminated portion of the contract may be allow­
able in the claim even though they may have been 
properly written off as incurred in prior periods.
There will be some cases where it will be impossible 
to make a reasonable estimate of a termination claim 
in time for reflection in the financial statements of 
the period in which the termination occurs. In such 
cases, effect may be given in the statements to those 
parts of the termination claim which are determin­
able with reasonable certainty, and disclosure by 
footnote or otherwise should indicate the status of the 
remainder.
When the contractor’s claim includes items of 
known controversial nature it should be stated at the 
estimated collectible amount. When a particular ter­
mination claim is so uncertain in amount that it can­
not be reasonably estimated, it is preferable not to 
give effect to the claim in the financial statements; but 
if the aggregate amount of such claims is material, 
the circumstances should be disclosed on statements 
issued prior to the removal of the uncertainty. In an 
extreme case involving undeterminable claims, con­
sideration should be given to delaying the issuance 
of financial statements until more nearly adequate 
data are available.
Presentation in Financial Statements
Termination has the effect of converting an active 
contract in process into a claim, or, from an account­
ing standpoint, from inventories and other charges 
into an account receivable. In the case of this receiv­
able, the claim arises in the regular course of busi­
ness; it is part of the working capital; and, under the 
provisions of the Contract Settlement Act of 1944 for 
guaranteed loans and partial payments, it may be 
expected in large part to be collected within a rela­
tively short time. Therefore, the termination claim 
should be classified as a current asset, unless there is 
an indication of extended delay, such as serious dis­
agreement indicating probable litigation, which 
would preclude it from this classification.
Although a claim may be composed of several ele­
ments representing amounts for reimbursable items of 
special equipment, deferred charges, inventories, and 
other items, as well as claims for profit, it is preferable 
to record the termination claim in one account. When 
the aggregate of termination claims is material it 
should be disclosed separately from other receivables. 
If significant in amount, it is desirable to segregate 
claims directly against the government from claims 
against other contractors.
One of the stated objectives of the Contract Settle­
ment Act of 1944 is to assure to all contractors ade­
quate financial assistance in the form of partial 
payments and guaranteed loans from the time of 
termination until final settlement of their claims. 
Partial payments are, of course, to be recorded as 
reductions of the termination claim receivable. Ter­
mination loans, on the other hand, are definite liabili­
ties to third parties, even though guaranteed in whole 
or in part by the government, and accordingly should 
be shown as liabilities on the balance-sheet, with 
appropriate cross reference to the related termination 
claim or claims. When a terminated contract is one 
on which advance payments had previously been re­
ceived, the financial statements of the contractor is­
sued prior to final collection of the termination claim 
ordinarily should reflect any balance of those advances 
disclosed as deductions from the claim receivable. 
Financial statements issued prior to the recording of 
the termination claim should disclose, by footnotes 
or otherwise, the relationship of such liabilities to a 
possible termination receivable.
Ordinarily, a termination will result in the cessa­
tion of a contractor’s activity through which materials 
or services have been supplied under a war contract 
and of the related transactions which have been re­
flected in the contractor’s income accounts as sales and 
cost elements. In effect, termination policies and pro­
cedures provide a basis upon which the contractor’s 
costs in process may become the elements of a final 
sale under the terminated portion of the contract. Ac­
cordingly, the amount of the contractor’s termination 
claim representing his cost and profit elements should 
be treated as a sale and the costs and expenses charge­
able to the claim given their usual classification in the 
income statement. Because these termination sales 
are of a special type, their financial results should not 
be appraised in the same manner as are those of 
regular sales and they should, if material in amount, 
be separately disclosed in the income statement. Any 
items which the contractor chooses to retain without 
claim for cost or loss are, of course, not sold but re­
main as inventory or deferred charges in the con­
tractor’s accounts.
Claim of Subcontractors
The term “subcontractor’s claims” as used in con­
nection with terminated war contracts refers to those 
obligations of a contractor to a subcontractor which 
arise from the subcontractor’s costs incurred by trans­
actions which were related to the contract terminated 
but which did not result in billable materials or serv­
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ices being transferred to the contractor prior to ter­
mination. Other obligations of a contractor to a sub­
contractor, arising through transactions by which 
materials or services of the subcontractor have been 
furnished or supplied to the contractor, are con­
sidered to be liabilities incurred in the ordinary 
course of business and are not included in the term 
“claims of subcontractors.”
The uniform termination articles provide that, fol­
lowing the termination of a contract, the contractor 
shall settle, with the approval or ratification of the 
contracting officer when necessary, all claims of sub­
contractors arising out of the termination; and that 
the contractor shall be paid, as part of his settlement, 
the cost of settling and paying claims arising out of 
the stoppage of work under subcontracts affected by 
the termination. While a contractor ordinarily is liable 
to his subcontractors or suppliers for such obligations, 
the amounts of their claims approved by the govern­
ment are collectible by the contractor as elements of 
his termination claim, and payment to the subcon­
tractor often may not be ma.de before the settlement 
of the contractor’s claim. The filing of subcontrac­
tors’ claims is often beyond the control of the con­
tractor and the amount of such claims may not be 
known to him until some time following the ter­
mination date. In that interval, the contractor may 
collect for his own costs and charges in advance of 
a determination of his subcontractors’ claims and 
their settlement.
The possibility of loss to a contractor through 
failure to recover the amount of his liability on sub­
contractors’ claims apparently would arise princi­
pally from overcommitments, errors in ordering, and 
similar causes. Specific provisions in the accounts of 
the contractor should be made when losses due to 
such causes are known or anticipated.
Although the principle that liabilities shall not be 
offset against assets in the financial statements is gen­
erally approved by accountants, there is not a gen­
eral agreement relative to the accounting treatment 
to be accorded subcontractors’ claims which are ex­
pected to be fully recoverable. To the extent that a 
subcontractor’s claim is considered to be unrecover­
able no difference of opinion exists; the liability must 
be recorded and provision made for any contemplated 
loss. The difference of opinion arises with respect to 
those subcontractors’ claims which are deemed to be 
fully recoverable.
Some accountants believe that the effect of the ter­
mination articles coupled with the Contract Settle­
ment Act of 1944 is to establish a relationship be­
tween the claim of the subcontractor and the resulting 
right of the contractor under his own termination 
claim which is different from an ordinary commer­
cial relationship and justifies their omission from the 
accounts. Recoverable subcontractors’ claims are thus 
said to be in the nature of contingent liabilities ana­
logous to commitments, which are customarily omitted 
from the accounts except where a loss is anticipated, 
and to notes receivable discounted. Both of these may 
be disclosed in the financial statements without re­
cording them as assets and liabilities. Even when 
contingent liabilities are recorded, it is customary
accounting practice to show them on the balance-sheet 
as deductions from the related contingent assets so 
that no effect upon financial ratios and relationships 
results.
Other accountants believe that the nature of an 
obligation to a subcontractor is that of an ordinary 
liability even though it may arise through the ter­
mination of a war contract, and that the contractor’s 
termination claim receivable, although related to 
the subcontractor’s claim, is to be accounted for 
independently as an asset. This group believes that 
all claims for subcontractors, to the extent that they 
are reasonably ascertainable, should be recorded in 
the accounts and displayed on the contractor’s bal­
ance-sheet as current liabilities, and that the amounts 
recoverable by the contractor should be included in 
his termination claim receivable. To the extent that 
the amounts of subcontractors’ claims are not rea­
sonably determinable, disclosure with respect thereto 
in the financial statements is believed to be adequate.
Because of the merits and prevalence of these alter­
native views, no preference is expressed at this time 
for either position. If, after further experience with 
termination settlements, it becomes apparent that one 
of these procedures is substantially more desirable and 
useful than the other, a supplementary statement to 
that effect may be issued.
Disposal Credits
Disposal credits are amounts deducted from the 
contractor’s termination claim receivable by reason 
of his retention, or sale to a third party, of some or 
all of the termination inventory for which claim was 
made. In the case of items retained, whether as scrap 
or for use by the contractor, the amount of the credit 
is determined by agreement between the contractor 
and a representative of the government. The sale of 
items of inventory by the contractor is likewise sub­
ject to approval by the government, except as per­
mitted by regulation. Since the amount of the con­
tractor’s termination claim, as already indicated, is 
properly recorded as a sale, any elements included in 
that claim for items of inventory retained by the con­
tractor are, in effect, reacquired by him and should 
be treated as purchases at the agreed value. Amounts 
received for items sold to a third party with the ap­
proval of the government are collections for the ac­
count of the government and should be applied in 
reduction of the claim receivable. Obviously inven­
tories or other items that will be retained by the con­
tractor after termination without claim for loss with 
respect thereto should not be included as an element 
of the termination claim.
‘‘No-Cost” Settlements
A contractor whose contract is terminated may pre­
fer to retain the termination inventory for use in 
other production or to dispose of it at his own risk. 
For these or other reasons the contractor may prefer 
to make no claim against the government or a higher- 
tier contractor. In the case of such "no-cost” settle­
ments, there is no sale of inventory or other items to
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the government, and, therefore, no occasion to accrue 
any profit arising out of the termination. The costs 
otherwise applicable to the contract should be given 
their usual treatment in the accounts. Items of in­
ventory or other property retained, having been pre­
viously recorded, will, of course, require no charge 
to purchases but should be treated in accordance with 
the usual procedures applicable to such assets.
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CHAPTER 11
TRENDS IN AUDITING AND REPORTING
By Samuel J. Broad
FOR some years past, the accounting profession has been working in an organized way toward a clari­fication of its professional responsibilities. Through 
the activities of its various committees, the American 
Institute of Accountants has taken the lead in efforts 
to define more precisely what are generally accepted 
accounting principles and to obtain agreement on 
debatable accounting questions; to clarify the duties 
and responsibilities of the independent auditor, and 
the principles which control the scope of his exam­
ination and the content of his report and opinion; 
and to set standards of professional conduct. In this 
task the Institute has had the active cooperation and as­
sistance of state societies of certified public accountants 
throughout the country. The Securities and Exchange 
Commission has also lent its support on many matters 
and at times has taken the initiative. The accounting 
objectives of the various bodies are the same, namely, 
fair and adequate reporting through financial state­
ments, and the efforts to achieve this end have been 
parallel.
Throughout this chapter frequent references will 
be made to the American Institute of Accountants 
as the Institute and the Securities and Exchange 
Commission as the Commission. Where committees 
are mentioned, committees of the Institute are meant 
unless the context indicates otherwise. There will be 
frequent quotations from committee pronouncements, 
and these are usually Institute committees. In many 
cases, however, state societies have adopted rules or 
standards the wording of which is practically identical. 
Purpose of Audit
The primary function of the independent public 
accountant in our economic life is the part he plays 
in the maintenance of mutual confidence which is 
necessary in business relationships and transactions. 
The relationship may be that between management 
and stockholders, especially in publicly held corpora­
tions. The transactions may be those between bor­
rowers and lenders, or between purchasers and sellers 
of a business enterprise or of shares in it. The inde­
pendent public accountant renders many services be­
sides that of an auditor expressing his professional 
opinion for the benefit of his clients and third parties, 
but with the growth of business enterprises that seems 
to be his most important contribution. His audit of 
financial statements culminates in the expression of a 
three-fold professional opinion: (1) whether the 
financial statements present fairly the position at a 
specified date and the results of operations for the 
period covered, (2) in conformity with generally
accepted accounting principles, (3) applied on a basis 
consistent with that of the preceding period.
The value of this opinion lies chiefly in the ac­
countant’s background; that is, his reputation for 
integrity and independence; the knowledge, skill and 
judgment (born of experience) which he brings to 
bear in his work; and finally, the confidence derived 
from an examination made in accordance with gen­
erally accepted auditing standards. We are here con­
cerned primarily with the last phase of this back­
ground.
In expressing a professional opinion, as in most 
other human activities involving third parties, “due 
care” must be exercised. The accountant must have 
reasonable grounds to support the opinion he holds 
and expresses. He might honestly believe a statement 
to be fairly presented but he is not justified in ex­
pressing that opinion as a professional accountant 
until it has been supported by adequate evidence. 
This is recognized as so important from a profes­
sional standpoint that an amendment was made in 
1941 to the Rules of Professional Conduct of the 
Institute to cover it more specifically. Under Rule 
No. 5 a member or an associate is now “held guilty 
of an act discreditable to the profession if . . . (d) he 
fails to acquire sufficient information to warrant ex­
pression of an opinion, or his exceptions are suffi­
ciently material to negative the expression of an 
opinion.”
It is with the nature and extent of the examina­
tion which warrants the expression of an opinion, and 
its compliance with generally accepted auditing 
standards, that the theory and practice of auditing 
deals.
Objective Standards
The trend in the last few years has definitely been 
in the direction of increased objectivity in the ap­
proach to both accounting and auditing problems. 
In 1934 for the first time opinions were expressed 
in reports as to whether the financial statements were 
prepared in conformity with accepted principles of 
accounting.1 There was discussion at that time of the 
word “acceptable” as well as the word “accepted,” and 
the choice rested on “accepted” which required refer­
ence to principles which had already received accep­
tance. A few years later, in 1939, the phrase was 
expanded to “generally accepted principles of ac­
1“Audits of Corporate Accounts,” Correspondence between 
the American Institute of Accountants Committee on Coopera­
tion with Stock Exchanges and the Committee on Stock List of 
the New York Stock Exchange, 1932-1934, p. 47.
Copyright 1945 by American Institute of Accountants
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counting,”2 crystallizing in words the sense in which 
“accepted” had generally been used.
Similarly, during the past two or three years it has 
become general practice, at least in published state­
ments, for accountants to represent that their exam­
ination has been made “in accordance with generally 
accepted auditing standards.”3 This change came 
about initially at the instance of the Securities and 
Exchange Commission which wished accountants spec­
ifically to accept responsibility for audits measuring 
up to objective standards. In an amendment to Rule 
2-02 regarding accountants’ “certificates,” the Com­
mission required a specific statement “whether the 
audit was made in accordance with generally accepted 
auditing standards applicable in the circumstances” 
and “whether the audit made omitted any procedure 
deemed necessary by the accountant under the cir­
cumstances of the particular case.”4 It will be noted 
that here a statement is required on two phases of the 
audit program, (1) whether it conformed with gen­
erally accepted auditing standards applicable in the 
circumstances (the objective test), and (2) whether 
it conformed with the accountant’s own judgment in 
the particular circumstances (the subjective test). 
Although the rule of the Securities and Exchange 
Commission applied only to registered companies, the 
profession has followed it throughout its practice 
and such statements are now generally incorporated 
in accountants’ reports, the purpose being to avoid 
any impression that there are two different stand­
ards of auditing practice.
Generally speaking, progress in the development of 
auditing has been gradual and evolutionary. The 
most drastic changes in auditing requirements in re­
cent years resulted from the issuance of “Extensions 
of Auditing Procedure” in 1939, and they were 
brought about by events which led to a demand for 
stronger and more direct evidence as to the actual 
existence of inventories and accounts receivable. 
Prior to 1939 there had been no committee of the 
American Institute of Accountants whose duty it was 
continuously to deal with auditing questions. The 
committee oh auditing procedure was formed in 1939 
and was granted considerable authority on behalf of 
the Institute to deal with questions which arose and 
to issue bulletins thereon. To date twenty-two such 
bulletins have been issued, some of which are referred 
to in greater detail herein.
These activities of the Institute and the greater 
prominence given to auditing questions in profes­
sional meetings seemed to act as a spur to more 
systematic study and thinking on the basic philosophy 
of auditing. Many prominent accountants gave a 
great deal of intensive thought to auditing theory and 
technique and a number of articles appeared which 
contained valuable contributions. Consciously or un­
conciously the study of specific auditing questions has 
led to some crystallization of the underlying prin­
ciples of auditing. These were given formal expres­
sion for the first time in the May 1944 report of the 
committee on auditing procedure5 in the following 
words:
**. . . it is becoming evident as the committee pur­
sues its studies that the determination of what is sound 
auditing procedure in particular circumstances calls 
for the exercise of judgment with respect to certain 
relationships, such as the materiality of the item in 
relation to the whole, the relative risk of error 
(whether of omission, commission, or of judgment), 
and the relationship of cost to the protection or bene­
fit which may be expected to result. One or more of 
these relationships seems to be involved in all of the 
statements dealing with auditing which have been 
issued by the committee.”
This statement may be regarded, in large measure, 
as a crystallization of the general principles by which 
the judgment of an individual auditor in outlining 
his program is to be tested.
Changes in Procedures
Auditing procedures have not changed notably but 
there has perhaps been a gradual change of emphasis. 
As stated above, the principal changes affecting proce­
dures followed the issuance of “Extensions of Audit­
ing Procedure”6 in 1939. That bulletin, prepared by 
a special committee, the predecessor to the present 
committee on auditing procedure, was approved by 
the membership of the Institute and by a considerable 
number of state societies. It called for extended pro­
cedures in regard to inventory quantities, direct con­
firmation of accounts receivable, and placed increased 
emphasis on a review of the effectiveness of internal 
control. Each of these is the subject of a separate 
chapter.
The review of the effectiveness of the system of 
internal control has a dual purpose: (1) to determine 
the extent to which the auditor can rely upon it as 
supporting the credibility of the entries appearing in 
the books, and (2) to determine the extent, based on 
the conclusions he so reaches, to which he should 
test the underlying records. Along with this has gone 
a growing tendency to regard the evidence obtained 
by testing the detailed records, inventory quantities, 
etc., as having value in confirming the over-all accuracy 
of the accounts and the effective functioning of the 
system of internal control as well as in supporting the 
accuracy and authenticity of the particular items or 
transactions tested.
2American Institute of Accountants, “Extensions of Auditing 
Procedure,” October 1939 (reprinted as Statement on Auditing 
Procedure No. 1).
3American Institute of Accountants, Statements on Auditing 
Procedure No. 5, p. 40.
4Securities and Exchange Commission, Regulation S-X, Rule 
2-02.
5American Institute of Accountants, “Reports to Council,’* 
May 1944, p. 24.
6See footnote 2.
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Where the auditor reaches the conclusion that con­
siderable reliance can be placed upon the effectiveness 
of the methods of internal control employed within 
the client’s organization, and that accordingly he can 
properly minimize his auditing tests, he is, neverthe­
less, interested in items of an exceptional nature 
which may not have come to his attention due to 
the limitation of the tests. As an aid in locating such 
unusual items, there seems to have been increased 
adoption of the procedures which are sometimes de­
scribed under the general name of analytical review. 
These may take various forms such as: comparison of 
the results attained with predetermined financial or 
expense budgets; comparison of expenses, either as 
to amounts or percentages of sales, between one year 
and another (the greater the detail into which the 
expenses are analyzed the more effective the result); 
the gross profit test; over-all checks of sales quantities 
with production quantities and inventories on hand, 
and of production quantities with materials con­
sumed; comparison of costs with predetermined 
standards; and other similar checks which will sug­
gest themselves in the light of the data available. 
Discrepancies will indicate where further examination 
is warranted and most likely to be fruitful.
There has also been a tendency to do more and 
more of the work at times other than the end of the 
fiscal year. This has been accentuated by war condi­
tions though it is merely an extension of an earlier 
trend. Thus in 1939 recognition was given to such 
practice in “Extensions of Auditing Procedure.”7 A 
suggestion is made that in the auditor’s report “it 
may be pertinent to mention the fact that certain 
portions of auditor’s work have been carried out at 
different times during the course of the year.”
The increasing tendency to adopt this practice was 
recognized in statement No. 10 of the committee on 
auditing procedure in “Auditing Under Wartime 
Conditions” (issued in June 1942) ,8 in the following 
words:
“In the spread of auditing work throughout the 
year first consideration must be given to the adequacy 
of the system of internal control since the degree of 
such control has an important bearing on the extent 
to which it is sound to spread the examination over 
the year. It must be recognized that due to the emer­
gency many companies have been forced to modify 
the extent of their internal checks which had’ been 
previously in force and therefore the review of the 
system of internal check and control should ordi­
narily be made during the early months of the period 
under audit, • in order that the audit program can 
be prepared, giving due weight to the internal proce­
dures and separation of duties within the client’s 
organization.
“There are many companies with reasonable in­
ternal control over inventories where physical inven­
tories are taken during the year either at selected 
dates or at times when stocks are low. Naturally the
accountant in these cases can make the physical ex­
amination of inventories at the same date or dates as 
his client.
“In the same way it may be possible to deal with 
other phases of audit work throughout the year. 
Where proper conditions exist, consideration may be 
given to work, at an earlier date than the close of 
the year, on confirmation of accounts receivable, aging 
of accounts receivable, changes in property accounts, 
cash, tests of operating accounts, and other audit 
steps so that in suitable cases and under proper cir­
cumstances much of the accountant’s work can be 
done at dates earlier than the end of the client’s fiscal 
year. One of the most satisfactory ways of saving time 
at the end of the year is to keep in close touch with 
the accounting problems of the client throughout the 
year so as to reach agreements upon them as they 
arise.
“Similarly, the internal controls may justify dis­
pensing with annual audits of branches or subsidiaries, 
especially the smaller ones, and rotating them from 
year to year.”
Another change which is gradually coming about 
in recent years, and particularly since the adoption 
of “Extensions of Auditing Procedure,” may be men­
tioned because it seems to indicate an unwillingness 
on the part of independent public accountants to 
express opinions based on limited examinations. It 
was formerly not unusual to make examinations for 
credit purposes which were confined almost entirely 
to the financial position as shown by the balance 
sheet and to furnish an opinion dealing with the 
balance sheet only and not the income statement. 
Such examinations are now comparatively rare. The 
increasing importance attached to earnings, from a 
credit standpoint as well as from the stockholder’s 
standpoint, was probably also an important contrib­
uting influence.
In addition to these changes in auditing procedures 
and in the scope of an examination, new problems 
have arisen for solution during the last few years. 
Some of the problems arise from legislation; for ex­
ample, price renegotiation under the War Profits 
Control Act, and government regulation, such as 
wage and salary stabilization, under which substan­
tial liabilities, often difficult of determination, may 
arise. In other cases, evidence which the auditor 
normally requires as the basis for his opinion is not 
fully available, as when complete inventories cannot 
be taken because of the necessities of wartime pro­
duction or when direct confirmation of important 
receivables is difficult, if not impossible. Uncertain­
ties as to material items affecting the financial state­
ments, the determination of which depends in large 
measure upon an agreement being reached with the 
government, are often of major importance; these
7See footnote 2.
8American Institute of Accountants, Statement on Auditing
Procedure No. 10, June 1942, p. 64.
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include renegotiation, claims under government con­
tracts, taxes, and contract terminations.
Certain of these problems are dealt with in other 
chapters; others will be dealt with here. They may 
have an important bearing on the scope and content 
of the financial statements and the accountant’s re­
port or opinion thereon. Financial statements are 
essential to the smooth functioning of our economy; 
difficulties of presentation have to be solved as far 
as possible and auditors’ opinions on the statements 
are necessary even if qualifications and exceptions are 
sometimes unavoidable.
Independence of Accountants
It has long been recognized that the public ac­
countant should be independent of his clients. 
Norman E. Webster, in an article, “What is a Public 
Accountant?” appearing in The New York Certified 
Public Accountant for December 1944,9 quotes an­
swers to this question which were received from 
twenty-nine accountants in eight cities of the United 
States and were printed in The Public Accountant 
in the year 1900. Several of these answers stressed 
the quality of independence. For example, Robert H. 
Montgomery is quoted as including among the quali­
fications required of a public accountant that he “will 
not allow his honest opinions to be changed by a client 
or adverse party.”
Independence of the public accountant in his deal­
ings with his clients seems to have been considered 
axiomatic and not very much has been written about 
the subject until comparatively recently. The Rules 
of Professional Conduct of the American Institute for 
some years have included a prohibition against ren­
dering services (except in tax work and other work in 
which the findings are not those of the accountant) 
for a fee which is contingent upon the findings or 
results of the services. Rule No. 9 (as revised Decem­
ber 15, 1942) is clearly intended to prevent any ap­
pearance of the auditor’s opinion being influenced by 
financial considerations.
Another rule, No. 13, as revised December 15, 1942, 
has to do with the examination by a public account­
ant of an enterprise in which he has a financial 
interest:
“A member or an associate shall not express his 
opinion on financial statements of any enterprise 
financed in whole or in part by public distribution 
of securities, if he owns or is committed to acquire a 
financial interest in the enterprise which is substan­
tial either in relation to its capital or to his own 
personal fortune, or if a member of his immediate 
family owns or is committed to acquire a substantial 
interest in the enterprise. A member or an associate 
shall not express his opinion on financial statements 
which are used as a basis of credit if he owns or is 
committed to acquire a financial interest in the enter­
prise which is substantial either in relation to its cap­
ital or to his own personal fortune, or if a member of
his immediate family owns or is committed to acquire 
a substantial interest in the enterprise, unless in his 
report he discloses such interest.”
The requirements for disclosure, as distinct from 
prohibition, in the case of financial statements used 
as a basis for credit is a recognition of the fact that a 
credit grantor with knowledge of the facts is in a 
position, if he wishes to do so, to decline to accept 
or place confidence in the statements; whereas a secur­
ity holder would seldom have the opportunity to 
follow that course.
Emphasis on independence has increased in recent 
years and this seems to have been brought about prin­
cipally by the passage of the Securities Act of 1933 
and the Securities Exchange Act of 1934. The Secur­
ities Act of 1933—Schedule A (25) and (26) —requires 
financial statements to be “certified” by independent 
public or certified accountants and the Securities Ex­
change Act of 1934—Sec. 12 (b) (1) (I) and (J)— 
gives the Commission power to require that the finan­
cial statements be “certified” by independent public 
accountants. The Commission, having adopted such 
a requirement, has felt that it has a duty to see that 
the accountants involved were in fact independent.
The original rule of the Commission regarding in­
dependence, contained in Rule 2-01 (b) of Regula­
tion S-X read as follows:
“ (b) The Commission will not recognize any certi­
fied public accountant or public accountant as inde­
pendent who is not in fact independent. An account­
ant will not be considered independent with respect 
to any person in whom he has any substantial interest, 
direct or indirect, or with whom he is, or was during 
the period of report, connected as a promoter, under­
writer, voting trustee, director, officer, or employee.”
On several occasions under this rule the Commis­
sion questioned the independence of public account­
ants who had reported on the financial statements 
filed with the Commission as part of registration state­
ments or annual reports. A summarization of earlier 
findings of the Commission under this rule was con­
tained in Accounting Series Release No. 22 issued 
March 14, 1941, and is quoted hereunder:
“This concept of independence has also been in­
terpreted in Accounting Series Release No. 2 and in 
several stop-order opinions.
“In the Matter of Cornucopia Gold Mines, 1 S.E.C. 
364 (1936), the Commission held that the certifica­
tion of a balance sheet prepared by an employee of 
the certifying accountants, who was also serving as 
the unsalaried but principal financial and accounting 
officer of the registrant, and who was a shareholder 
of the registrant, was not a certification by an inde­
pendent accountant. In the Matter of Rickard 
Ramore Gold Mines, Ltd., 2 S.E.C. 377 (1937), an
9Norman E. Webster, “What Is a Public Accountant? Part IP. 
from 1896,” The New York Certified Public Accountant, De­
cember 1944, pp. 703-715.
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accountant was held to be not independent by reason 
of the fact that he was an employee or partner of 
another accountant who owned a large block of stock 
issued to him by the registrant for services in con­
nection with its organization. In the Matter of Amer­
ican Terminals and Transit Company, 1 S.E.C. 701 
(1936), conscious falsification of the facts by the cer­
tifying accountant was held to rebut the presumption 
of independence arising from an absence of direct in­
terest or employment. In the Matter of Metropolitan 
Personal Loan Company, 2 S.E.C. 803 (1937), it was 
held that accountants who completely subordinate 
their judgment to the desires of their client are not 
independent. In the Matter of A. Hollander & Son, 
Inc., Securities Exchange Act of 1934, Release No. 
2777 (1941) the Commission held that an accountant 
could not be considered independent when the com­
bined holdings of himself, one of his partners, and 
their wives in the stock of the registrant had a sub­
stantial aggregate market value and constituted over 
a period of four years from 1½% to 9% of the com­
bined personal fortunes of these persons. It was also 
held to be evidence of lack of independence, with 
respect to the registrant, that the accountant had 
made loans to, and received loans from, the regis­
trant’s officers and directors. In the same case, the 
evidence showed that registrant’s president, over a 
period of years, had used the accountant’s name as 
a false caption for an account on the books of an 
affiliate not audited by such accountant and that upon 
learning of these facts the accountant protested and 
procured a letter of indemnification in connection 
with such use. It was held that this continued use 
of the accountant’s name, after his protest, and the 
overriding attitude apparently assumed by the regis­
trant’s president in this matter, constituted additional 
evidence of lack of independence.”
In addition to the published cases dealing with 
independence, it is understood that a number of 
unpublished or informal decisions of the Commission 
or its staff raised questions as to the effectiveness of 
the rule from the Commission’s standpoint. In No­
vember, 1942, the Commission amended the rule in 
a manner which aroused protest from the accounting 
prefession; in May, 1943, the rule was again amended 
to its present form. Subsection (b) of Rule 2-01 was 
changed by inserting the words ‘‘for example,” and a 
new subsection (c) was added. Subsections (b) and 
(c) as revised are as follows:10
“ (b) The Commission will not recognize any cer­
tified public accountant or public accountant as in­
dependent who is not in fact independent. For ex­
ample. an accountant will not be considered inde­
pendent with respect to any person in whom he has 
any substantial interest, direct or indirect, or with 
whom he is, or was during the period of report, con­
nected as a promoter, underwriter, voting trustee, 
director, officer, or employee.
“ (c) In determining whether an accountant is in 
fact independent with respect to a particular regis­
trant, the Commission will give appropriate consider­
ation to all relevant circumstances including evidence 
bearing on all relationships between the accountant 
and that registrant, and will not confine itself to the 
relationships existing in connection with the filing of 
reports with the Commission.”
The immediate circumstances which occasioned this 
change in the rule related to differences in a particu­
lar case between financial statements filed with the 
Commission and those issued to stockholders, which 
differences in the Commission’s view raised a ques­
tion as to the independence of the public account­
ants involved. The release of November 7, 1942 
(Accounting Series Release No. 37), states: “More­
over, in considering whether an accountant is in fact 
independent, such accession to the wishes of the man­
agement is no less significant when it occurs with 
respect to the financial statements included in an an­
nual report to security holders or otherwise made 
public than when it occurs with respect to statements 
required to be filed with the Commission.” It is 
understood that the Commission felt there might be 
a doubt whether the rule as formerly worded was suf­
ficiently broad in scope to embrace such differences 
and that accordingly its scope should be extended.
Following on this amendment of its rule, and with 
encouragement from certified public accountants to 
do' so, the Commission in January 1944 issued Ac­
counting Series Release No. 47, in which previous 
releases of the Commission bearing on independence 
were summarized and a compilation made of thereto­
fore unpublished rulings in cases or inquiries arising 
under the Securities Act of 1933, the Securities Ex­
change Act of 1934, and the Investment Company 
Act of 1940. Twenty cases were summarized, in each 
of which it was held that “the accountant could not 
be considered independent for the purpose of certify­
ing the financial statements of the registrant.” It is 
perhaps worthy of note that in these cases it was not 
held that the accountant was not “in fact indepen­
dent.”
While there is general agreement in the profession 
that the public accountant must be independent, 
some doubt has been expressed by certified public 
accountants as to whether the circumstances as sum­
marized in some of these cases were of themselves 
sufficient to establish a prima facie case indicating 
lack of independence. In some of the instances cited 
it seems likely that the Commission based its decision 
not solely upon the facts stated but upon the cumu­
lative effect of those facts and other evidence.
There is a prima facie assumption in our legal 
procedures that a man is innocent until he is proved 
guilty. There perhaps should likewise be a prima 
facie assumption that a practicing public accountant 
is independent, particularly as his training and long- 
range self-interest both influence him strongly in that
10Securities and Exchange Commission, Regulation S-X, and
Accounting Series Release No. 44 (May 24, 1943).
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direction. If this is so the evidence on which a find­
ing of lack of independence is to be based should be 
strong enough to overcome this prima facie assump­
tion. The philosophy underlying the concept of 
independence in public accounting practice still has 
to be expressed satisfactorily. The following is an 
extract from an address which the author, in the hope 
of stimulating thought on the subject, gave in St. 
Louis in October, 1944: 11
“Another responsibility of maturity is the responsi­
bility for self-discipline. The very nature of our work 
and our relations with third parties makes this re­
sponsibility paramount and perhaps more important 
than in the case of any other profession. Reputation 
for integrity and, what for us is the twin brother of 
integrity, independence, is our stock-in-trade.
“Independence is largely subjective, a state of mind, 
felt and exercised in personal and business rela­
tionships; and in a civilized community indepen­
dence must be combined with respect for the rights 
of others. There is only one standard of indepen­
dence in accounting practice, the standard of an 
honest man and one who respects the rights of others 
whether he has immediate dealings with them or not.
“There is a growing tendency to judge indepen­
dence, this subjective quality, this state of mind, more 
and more by objective criteria or manifestations. Of 
course, actions performed are the principal evidence 
as to what the state of mind is; and the cumulative 
effect of a series of actions may lead to a conclusion 
as to the state of mind. It may well be, however, 
that the objective standards by which independence 
is to be judged are not absolute in their character 
but should be considered in the light of other sur­
rounding circumstances. As long ago as the time 
of the Greek philosophers, it was recognized that 
there was no absolute right and no absolute wrong. 
Whether a particular action was right or not de­
pended on the circumstances under which it was per­
formed and it was to be judged by what a right think­
ing man, a “good” man, would have done in the same 
circumstances. The classic example is the story of 
the captured Greek soldiers who took their own lives 
for fear that under torture they would betray their 
country’s secrets to the enemy. Though suicide was 
deemed a sin, the men went down in history as heroes 
rather than as criminals. What would have been 
wrong in other circumstances was a virtue in the cir­
cumstances existing.
“Let me relate this to public accounting practice 
by means of an example. In certain types of credit 
risk—the dress goods industry in New York is one, 
and there are many such thoughout the country— 
there is a strong demand for a type of service in which 
the certified public accountant acts as a kind of in­
dependent auditor-controller to whom the credit 
grantor may apply for information and expressions 
of opinion. Not infrequently his work goes beyond 
the scope of an external audit and overlaps into the 
sphere of company accounting, a sphere in which the 
independent public accountant usually avoids any 
important participation. But such work is done with
the knowledge and approval, and even at the behest 
of, the third parties interested and these third parties 
do not hesitate to set up and demand from the ac­
counting practitioner a high standard of independence 
in his dealings and in his reporting. They have other 
evidence by which to judge his state of mind. If the 
parties vitally interested, on the basis of this evidence, 
are satisfied as to the certified public accountant’s 
independence it would seem illogical for others to 
take the position that he should not be considered 
independent, solely by reason of the fact that he 
assisted in the bookkeeping.”
Election of Auditors
One of the questions raised in the McKesson & 
Robbins inquiry in 1939 concerned the propriety of 
any restrictions being placed upon the scope of the 
independent public accountant’s examination, par­
ticularly if his appointment was left to the manage­
ment. This led to considerable discussion at the time 
as to what was the best method of selection, or ap­
pointment, of auditors, having in mind the desirabil­
ity of their status being as free as possible from 
conflicting influences. The subject was referred to, 
briefly and factually and without specific recommen­
dations, in “Extensions of Auditing Procedure” as 
follows:12
“To emphasize the auditor’s independence of the 
management, some corporations affected by public in­
terest have adopted the practice of having the inde­
pendent auditor engaged or nominated by the board 
of directors or elected annually by the stockholders. 
Other corporations have provided that the stock­
holders be given an opportunity to ratify the selec­
tion made by the directors.
“It is suggested that the auditor should be ap­
pointed early in each fiscal year so that he may 
carry out part of his work during the year.”
The New York Stock Exchange, in a report of a 
subcommittee on independent audit and audit pro­
cedure of the committee on stock list,13 offered the 
following suggestions derived from its consideration 
of the question:
“1. Strengthening the Position of the Independent 
Public Accountant. This might best be accomplished 
through the general assumption by Boards of Direc­
tors of direct responsibility for either the appointment 
of the auditors or for their selection and recommen­
dation to the stockholders for approval. Where prac­
ticable, the selection of the auditors by a Special 
Committee of the Board composed of Directors who 
are not officers of the Company appears desirable.
11Samuel J. Broad, “The Profession Comes of Age,” Termi­
nation and Taxes (Papers presented at the 57th annual meet­
ing of the American Institute of Accountants), 1944, p. 206.
12See footnote 2.
13New York Stock Exchange, Report of Subcommittee on In­
dependent Audits and Audit Procedure of the Committee on 
Stock List, August 1939, p. 7 (reprinted by the Securities and 
Exchange Commission in the Report on Investigation, McKes­
son & Robbins, December 1940, p. 469) .
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“The results of the auditor’s examination should 
always be available to the Board of Directors, his re­
port should be addressed to the stockholders, and he 
should be afforded the opportunity to appear at any 
stockholders meeting.”
The Securities and Exchange Commission in its re­
port on the matter of McKesson & Robbins, Inc., dis­
cussed the subject at considerable length and suggested 
a program which it regarded as having some advan­
tages over others. An extract from this report is given 
hereunder:14
“Returning to the main question of the method of 
appointing auditors, a study of the various proposals 
which have been communicated to the Commission 
and of the testimony of the expert witnesses who were 
asked their opinion on the various aspects of the 
question leads to the conclusion that the general 
adoption of changes in respect to the appointment 
of auditors would have a salutary effect upon audit­
ing practice in the United States. The following pro­
gram appears to us to have some advantages over 
others:
“1. Election of the auditors for the current year by 
a vote of the stockholders at the annual meeting fol­
lowed immediately by notice to the auditors of their 
appointment.
“2. Establishment of a committee to be selected from 
non-officer members of the board of directors which 
shall make all company or management nominations 
of auditors and shall be charged with the duty of 
arranging the details of the engagement.
“3. The certificate (sometimes called short-form re­
port or opinion) should be addressed to the stock­
holders. All other reports should be addressed to the 
board of directors and copies delivered by the audi­
tors to each member of the board.
“4. The auditors should be required to attend meet­
ings of the stockholders at which their report is pre­
sented to answer questions thereon, to state whether 
or not they have been given all the information and 
access to all the books and records which they have 
required, and to have the right to make any state­
ment or explanation they desire with respect to the 
accounts.
“5. If for any reason the auditors do not complete 
the engagement and render a report thereon, they 
shall nevertheless render a report on the amount of 
work they have done and the reasons for non-com­
pletion, which report should be sent by the company 
to all stockholders.
“Election by the stockholders should carry with it 
unquestioned direct responsibility of the auditors to 
them. In the event of a disagreement over procedures, 
the knowledge that the cause of a breach in relations 
would have to be reported to the stockholders should 
strengthen the position of the auditor.”
While it may be agreed that the method of selec­
tion of auditors is not in itself a panacea, there seems 
to have been general recognition of the fact that it 
is preferable that the auditors be appointed by some­
body other than the officers of a corporation. Prob­
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ably the selection of auditors by the directors is the 
most common practice today. In many cases the 
nomination is made by a committee of the directors 
other than officers of the company. In quite a num­
ber of cases approval of the recommendation of the 
directors is requested of the stockholders at their an­
nual meeting; there seems to have been no prominent 
case in which the stockholders have disagreed with 
the directors’ choice. In some cases also the auditors 
are elected directly by the stockholders, being named 
in the proxy statement with an indication that proxies 
granted will be voted in their favor.
Auditing Standards
The term “auditing standards” is a comparatively 
recent one in accounting literature. On February 5, 
1941, the Securities and Exchange Commission issued 
an amendment to Rule 2-02 relating to accountants’ 
certificates filed with the Commission.15 A new require­
ment was added, under a heading “Representations 
as to the audit,” that “the accountant’s certificate 
. . . (ii) shall state whether the audit was made in 
accordance with generally accepted auditing standards 
applicable in the circumstances. . . .” The complete 
rule is given elsewhere in this chapter. Correspond­
ence regarding it, between the committee on auditing 
procedure and the chief accountant of the Commis­
sion, was reproduced and discussed in Statements on 
Auditing Procedure Nos. 5 and 6 of the committee 
issued in February and March 1941. The following 
quotation from Statement No. 6 summarizes the com­
ments regarding auditing standards made in the Com­
mission’s release and contains general observations on 
the subject by the committee:
“Subsection (b) (ii) of the rule deals with con­
formity with ‘generally accepted auditing standards’ 
and the release states that ‘in referring to generally 
accepted auditing standards the Commission has in 
mind, in addition to the employment of generally 
recognized normal auditing procedures, their appli­
cation with professional competence by properly 
trained persons,’ and that ‘in referring to generally 
recognized normal auditing procedures the Commis­
sion has in mind those ordinarily employed by skilled 
accountants and those prescribed by authoritative 
bodies dealing with this subject, as for example the 
various accounting societies and governmental bodies 
having jurisdiction.’ These in turn may be regarded 
as definitions of the term ‘generally accepted’ and the 
term ‘auditing standards’ as used in the rule.
“A distinction was drawn by the Commission in its 
discussions with the committee between auditing 
standards and auditing procedures. Auditing stand­
ards may be regarded as the underlying principles 
of auditing which control the nature and extent of
14Securities and Exchange Commission, Report on Investiga­
tion, McKesson & Robbins, December 1940, p. 369.
15Securities and Exchange Commission, Accounting Series Re­
lease No. 21, February 1941 (reprinted in Statement on Audit­
ing Procedure No. 6, March 1941, pp. 49 to 52).
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the evidence to be obtained by means of auditing pro­
cedures. In regard to inventory pricing, for example, 
auditing standards would require the auditor to 
satisfy himself by reasonable evidence and approved 
methods that the prices had been determined on a 
basis that was recognized as generally accepted in the 
circumstances. Procedures would embrace the details 
of his work, whether he satisfied himself by reference 
to cost records, purchase invoices, published quota­
tions, subsequent selling prices, gross-profit test, re­
tail method or any or all of these and other methods. 
The committee believes this distinction between 
standards and procedures has not been drawn with 
sufficient clarity in accounting literature and should 
be emphasized more than it is.
“Subsection (b) (ii) is thus evidently intended to 
require the auditor to assure the reader that the ex­
amination would stand up in comparison with what 
competent auditors would have felt necessary in the 
particular case. The term ‘generally accepted audit­
ing standards applicable in the circumstances’ does 
not imply a representation that in the particular case 
all procedures were followed which would be fol­
lowed in the majority of all cases. It rather implies 
evidence which accountants generally would consider 
adequate in the particular circumstances.”
From the foregoing it is evident that a distinction 
is to be drawn between auditing standards and audit­
ing procedures. As yet there has been no agreement 
within the profession, however, as to the point at 
which the line should be drawn. The author, speak­
ing as an individual and not for the committee on 
auditing procedure, gave a paper at the Institute’s 
annual meeting at Detroit in October 1941, in which 
he put forward for discussion the following prelimi­
nary statement of twenty-six auditing standards:16
“With this introduction and with this background, 
let me attempt to specify in a preliminary way audit­
ing standards which I believe have been sufficiently 
established by professional and other authority to 
have attained that rank.
General
“ (1) Consideration should be given throughout 
the course of the examination to the accounting prac­
tices applied with a view to reaching a conclusion 
as to whether they are in accordance with generally 
accepted accounting principles; and whether such 
principles were applied on a basis consistent with 
that of the preceding period.
“ (2) The scope of the auditor’s tests of authenti­
cated vouchers, documents, and other supporting data 
should be sufficient to satisfy him that transactions 
recorded actually occurred, and that the accounting 
values which resulted from these transactions are 
properly stated.
“ (3) Documentary evidence or other authoriza­
tions should be seen in respect of those acts or trans­
actions involving the accounts which require formal 
approval by the state, the stockholders or directors, 
or other authority.
“ (4) Throughout the course of his work, whether 
in examining or testing vouchers or in specific in­
quiries on the subject, the auditor should endeavor 
to satisfy himself as to the reasonable adequacy and 
effectiveness of the system of internal check and con­
trol in the light of the conditions encountered in the 
particular enterprise; whether the system, in princi­
ple, should produce reliable results; whether it func­
tions satisfactorily as planned; and whether it does 
produce reliable results as indicated by the tests made. 
This involves knowledge of duties assigned to indi­
viduals whose reports form the basis for accounting 
entries, the scope of their duties, and the extent of 
their authority. If weak spots are encountered, the 
auditor should decide whether his testing or sampling 
of the particular type of transactions should be ex­
tended.
“ (5) Consideration should be given to the inter­
nal auditing program, if any, carried on within the 
client’s own organizaiton, the degree of reliance 
placed on such auditing being dependent on the in­
dependence and skill of the internal auditing per­
sonnel. The objective should be to economize effort 
and to increase the reliability of the financial data 
through proper planning and coordination of the 
two auditing efforts.
“ (6) Assets. Inquiries should be made to ascertain 
whether the assets are free or are hypothecated or 
subject to lien or other encumbrance.
Cash
“ (7) The examination of cash on hand and in 
banks should be undertaken as at the same time that 
securities, bank loans, etc., are counted, taken under 
control, or confirmed.
“ (8) Count or direct confirmation with indepen­
dent holders should be made of all material balances. 
The auditor should be satisfied as to the reconcilia­
tion of all differences between the amounts as con­
firmed and as shown by the books and that the cash 
in banks is held in a bona fide bank; and should 
ascertain if there are any restrictions on withdrawal. 
Receivables
“ (9) The individual accounts should be examined 
or analyzed and the system under which they are 
maintained reviewed to the extent necessary to sup­
port the conclusion that the accounts represent real 
receivables and to enable the auditor to form an 
opinion as to the approximate amount which they 
may be expected to realize.
“(10) Wherever practicable and reasonable, con­
firmation of receivables should be made by direct 
communication with debtors, the method and extent 
thereof to be determined by the circumstances. 
Inventories
“(11) The auditor’s opinion as to the inventories 
must be based on his examination of the accounts, 
the stock records (if any), and other data supporting 
the inventories, supplemented by his review of the
16Samuel J. Broad, “Auditing Standards,” The Journal of 
Accountancy, November 1941, p. 393.
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methods and basis of taking and pricing the physical 
inventory itself. The extent of his tests of the records 
should be such as to satisfy him as to their bona fides 
and reasonable accuracy.
“ (12) The examination should include inquiry 
into, and a review of, the instructions for determining 
inventory quantities to see whether they are such as 
may be expected to produce a reasonably careful de­
termination of quantities, quality, and condition. 
Consideration should be given to the methods adopted 
for cut-off purposes, i.e., the coordination, as to the 
receipt and shipments of goods and as to goods on 
consignment, etc., of the books of account with the 
physical inventories.
“ (13) Wherever practicable and reasonable, the 
auditor should attend the inventory-taking and ob­
serve the procedures followed (or make test checks) 
to a sufficient extent to ascertain whether the methods 
actually used for inventory purposes are conducive to 
a careful inventory. Where a material amount of the 
inventory is held by outside custodians, written con­
firmation thereof should be obtained direct from the 
custodians.
“ (14) The auditor should make inquiries and suf­
ficient test of inventory prices to justify opinions 
whether the basis of pricing adopted conforms to gen­
erally accepted accounting principles and whether 
(a) the work has been carefully and conscientiously 
done; (b) adequate recognition has been given to 
market prices where these are below cost; and (c) 
reasonable consideration has been given in pricing to 
slow-moving or obsolete stock.
Securities
“ (15) The auditor should satisfy himself that 
the basis on which securities are stated is in conform­
ity with generally accepted accounting principles and 
that allowance for shrinkage has been made where 
required.
“ (16) Securities should be confirmed by inspection 
or by confirmations from independent holders.
“ (17) Plant and Equipment. The basis on which 
plant and equipment are carried in the accounts 
should be ascertained, and the accounting policies as 
to the treatment of depreciation, betterments, addi­
tions, retirements, repairs, and replacements; and 
whether these are dealt with in accordance with gen­
erally accepted accounting principles. Sufficient test 
should be made to ascertain whether the basis used 
and the policies adopted have been followed consist­
ently in the accounts.
“ (18) Deferred Charges. The auditor should satisfy 
himself, by documentary or other evidence, whether 
amounts carried forward as deferred charges are prop­
erly allocable to future periods and whether the policy 
and practice as to amortization of the respective items 
are in accordance with generally accepted accounting 
principles.
Liabilities
“ (19) The auditor should adopt procedures nec­
essary in the circumstances, with due consideration to 
the system of internal check and control, to obtain 
reasonable assurance that no significant liabilities
have been omitted and that reasonable provision has 
been made for accrued liabilities.
“ (20) Liabilities to banks, trustees, and mortga­
gors should be confirmed by direct communication 
with creditors, and liabilities to others if considered 
necessary in the circumstances.
“ (21) Contingent Liabilities. Inquiries should be 
made of the most authoritative sources reasonably ac­
cessible as to the existence of contingent liabilities 
such as notes discounted, litigation, guarantees, en­
dorsements, etc.; also as to the situation regarding 
commitments and whether there are indicated or 
prospective losses.
“ (22) Reserves. The auditor should analyze the 
reserve accounts, investigate their reasonable adequacy 
for the purpose for which provided and see whether 
they are being utilized for purposes other than those 
for which they were created or in any manner violat­
ing generally accepted accounting principles.
“ (23) Capital Stock. A review should be made of 
the minutes and other corporate records in support of 
transactions effected, including the authorization and 
issuance of capital stock, stock options, warrants, 
rights and conversion privileges, giving due considera­
tion to statutory requirements. Securities issued 
should be confirmed by communication with the 
registrar and/or transfer agent or by reference to 
capital-stock records.
Surplus
“ (24) To the extent practicable the nature of the 
surplus should be determined, i.e., whether it repre­
sents undistributed profits, paid-in surplus or other 
type of capital surplus; and whether any restrictions 
on surplus exist affecting the payment of dividends, 
etc.
“ (25) The auditor should consider the propriety 
of all charges and credits to the various surplus ac­
counts with special emphasis on whether proper dis­
tinction is made between profit and loss, earned 
surplus, and other surplus.
“ (26) Income and Expense Accounts. The test or 
check of the operating and profit-and-loss accounts 
should be sufficient, combined with or supplemented 
by the corroborative evidence of the internal check 
and control and the examination of balance-sheet ac­
counts, to support the genuineness of transactions re­
corded, their reasonable accuracy, and their proper 
classification. If the accounts are poorly kept or the 
system of control defective or ineffective, the examina­
tion should be extended until the auditor is satisfied 
whether or not the accounts are fairly presented. 
Comparisons with previous periods and other statis­
tical methods will be useful in bringing to light such 
matters as merit special attention.
“I think there will be little disagreement with my 
suggestion that these twenty-six standards have been 
authoritatively recognized. They must necessarily be 
couched in general terms. They could doubtless be 
more accurately stated; doubtless too, other standards 
could and should be added. Perhaps some of those I 
have listed are procedures rather than standards and 
should be excluded. For the most part they deal 
with what is to be done rather than how it is to be
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done. They occupy an intermediate position between 
what I think we might call the underlying or con­
trolling principles of auditing—reasonable evidence, 
materiality, and relative risk—at the one extreme, and 
the detailed specifications of procedures, the program­
ming of the audit, at the other extreme. They leave 
full scope for the exercise of professional judgment as 
to the ‘how’ and the ‘how much’ of auditing, and 
ample room for the development of new procedures.”
In the succeeding months, meetings were held by 
a number of the state societies of certified public ac­
countants throughout the country to discuss the sub­
ject, in an endeavor to arrive at a satisfactory defini­
tion or specification of “generally accepted auditing 
standards.” Reports on many of these meetings were 
made available to the committee on auditing pro­
cedure. The author, in a paper presented at a meet­
ing of the Illinois Society of C tified Public Ac­
countants in May 1942,17 expanded his views and 
suggestions further. In addition, a number of thought­
ful papers on the subject have been prepared and 
published, which contain a valuable contribution to 
its solution.
Professor Arthur C. Littleton, in a paper presented 
at the meeting of the Illinois Society of Certified Pub­
lic Accountants referred to above,18 suggested that 
any statement of auditing standards and procedures 
should be expanded in the direction of auditing theory 
and technique. He expressed the view that a state­
ment of standards would be of limited value unless 
accompanied by statement of accounting (or audit­
ing) theory and of suggested techniques for meeting 
the standard. The techniques, in his view, should be 
stated rather completely and include alternative pro­
cedures which would make obvious the fact that the 
exercise of judgment is involved in the selection of 
particular procedures to meet the standard.
Henry C. Hawes, in a paper presented at the same 
meeting,19 saw “no convincing reason why there 
should be any approved statement of auditing stand­
ards or of standard procedure for performing an audit 
or examination of financial statements. Any such 
statements would seem to impair the standing of 
accounting as a profession and make it vulnerable 
to unwarranted attack, even in cases where sound 
judgment has been exercised under the circumstances, 
merely because there may have been a technical de­
parture from the provisions of the code of procedures.” 
He seems to regard the Commission’s description as 
sufficient though he realizes that, in effect, this means 
“that the sentence in the certificate regarding auditing 
standards is intended to cover the matter of profes­
sional competence and the statement required of 
the auditor is that he himself and his assistants are 
competent.”
In a paper given at the Institute’s annual meeting 
in Chicago in September 1942,20 Ira N. Frisbee quotes 
the conclusions of the committee on auditing stand­
ards of the California Society of Certified Public Ac­
countants, which include the following:
“3. The statement of auditing standards should be 
a statement of general standards and not of detailed 
procedures, but these general standards should be 
supported by an authoritative presentation of audit­
ing procedures.
“4. An auditing standard may be said to repre­
sent a level or degree of accomplishment, a recognized 
minimum or requisite quality of work. Performance 
which conforms to such a degree of professional com­
petence necessarily is based upon the utilization of 
adequate auditing procedures but to attain the stand­
ard performance the practitioner must exercise proper 
judgment in choosing procedures and must carry out 
with ability and skill the procedures chosen. A state­
ment of auditing standards, therefore, should describe 
in general the quality of the auditing work which is 
acceptable as a standard of performance, but a state­
ment of procedures together with suggestions as to 
occasions requiring the application of certain pro­
cedures is also needed.”
In discussing the committee’s report, Mr. Frisbee 
states:
“Rather than exact measures of our product—the 
audit—for the purpose of ‘standardizing’ it seems to 
me we need a statement of the fundamental objectives 
of an audit together with an indication of the requi­
sites of professional competence in obtaining the 
objectives. An audit that is up to ‘standard’ is not a 
standardized product, but it is an audit in which 
the practitioner has utilized appropriate methods, 
according to his judgment, to obtain stated auditing 
objectives. The result is not standardization for the 
reason that a ‘standard’ audit cannot be patterned; 
it can be described only as a general level or degree 
of attainment.”
Mr. Frisbee states further: “A statement of audit­
ing standards, I believe, may be obtained by means 
of a description of the essential features of an audit, 
indicating what is to be accomplished by describing 
the scope and purposes with proper emphasis on the 
professional qualities required of the practitioner.”
S. S. Webster, Jr., in an article in The Journal of 
Accountancy for May, 1943,21 suggests the following 
definition: “An ‘auditing standard’ may therefore be 
defined as that which is established by authority, 
custom, or general consent as a model or example 
for the examination and verification of accounts, 
vouchers, and other records; or, as the committee on
17Samuel J. Broad, “The Need for a Statement of Auditing
Standards,” The Journal of Accountancy, July 1942, p. 25.
18A. C. Littleton, “Auditing Techniques,” The Journal of
Accountancy, August 1942, p. 106.
19Henry C. Hawes, “Auditing Standards,” The Journal of Ac­
countancy, August 1942, p. 112.
20Ira N. Frisbee, “Auditing Standards,” Wartime Accounting
(Papers presented at the 55th annual meeting of the American 
Institute of Accountants), 1942, p. 140.
21S.S. Webster, Jr., “Why We Need Auditing Standards,” The 
Journal of Accountancy, May 1943, p. 429.
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auditing procedure says, an underlying principle of 
auditing.”
In discussing this definition, he continues:
“It seems that most of the opposition among ac­
countants to an authoritative statement of auditing 
standards springs from the fear that such standards 
may be defined with so much particularity as to re­
strict the traditional freedom of action and judgment 
so long treasured by the profession. It is felt by many 
that a too detailed specification of standards would 
constitute an undesirable standardization of their 
work and thus impair their status as members of a 
profession. I believe this can be avoided by restrict­
ing the statement of standards to a statement of gen­
eral standards or primary auditing requirements and 
not of detailed procedures, although these general 
standards should be supported by the authoritative 
promulgation of case studies designed to show the 
auditing procedures applicable in various circum­
stances.”
Accordingly, he suggests “as an approach to the 
problem a statement in broad general terms of the 
primary auditing requirements with respect to each 
major classification of items on the balance-sheet, and 
a statement of the minimum requirements as to the 
income and expense accounts. These specific stand­
ards would be followed by a statement of general 
standards relating to the bases upon which the ac­
counts should be stated, the genuineness of the trans­
actions, the adequacy of the system of internal con­
trol, and the like.”
Frederick K. Rabel, in the July 1944 issue of The 
Journal of Accountancy ,22 offers as a contribution to 
the development of auditing standards a compre­
hensive review of decisions of American and British 
courts which refer to the duties and responsibilities of 
the independent auditors. Some of the cases discussed 
relate to general audit procedures, others to pro­
cedures affecting special sections of the balance sheet. 
Many of the cases seem to involve a decision as to 
what constitutes the standard of due care or negli­
gence in particular circumstances, and a number of 
them involve the auditor’s responsibility under the 
terms of a specific contract. General matters covered 
in the decisions are related to the acceptability of the 
testing and sampling procedure, reliance on internal 
check and control, and the auditor’s responsibility in 
relation to legal questions. As the author points out, 
it might be unwise to rely too strongly on the 
standards set down by some of the earlier leading 
decisions.
With the increasing tempo of the war and increased 
pressure on practicing accountants in other directions, 
the subject of auditing standards has not received as 
much attention as was previously given to it. An 
authoritative and more specific definition of “gen­
erally accepted auditing standards” is one of the mat­
ters of unfinished business before the profession. If 
there can be agreement as to the level at which
“standards” are to be defined, there should be less 
difficulty in defining what standards are generally 
accepted.
The committee, referring to the new sentence to 
be added to the scope paragraph of the auditor’s 
report to meet the Commission’s rule, concluded its 
Statement No. 6 with the following:23 “The revised 
rule is, of course, applicable only to reports filed with 
the Commission. As a practical matter, however, prac­
ticing accountants may in course of time consider it 
advisable to apply the same standards of disclosure 
in reports for other purposes also, though the old 
form will doubtless continue to be used for an in­
termediate period.” Since 1941, as predicted by the 
committee, it has become general practice to include 
in the accountant’s report a statement regarding con­
formity with generally accepted auditing standards. 
The term is in almost universal use without agree­
ment except in the most general terms as to what is 
its meaning.
Wartime Uncertainties
Wartime legislation and regulations thereunder 
have resulted in uncertainties in many important 
items affecting financial statements. The very ex­
istence of these uncertainties emphasizes the need for 
the exercise of informed judgment by experienced 
people in deciding what amounts are to be included 
in the financial statements and the disclosure to be 
made regarding them, and points up the value of an 
independent and objective review of such judgments. 
Some of the uncertainties in financial statements under 
present conditions are summarized in Statement No. 
15 of the committee on auditing procedure. They in­
clude renegotiation of war contracts; costs and profits 
under government contracts whether based on cost- 
plus-a-fixed-fee or a fixed price; allowances under 
special arrangements for reimbursement of excess 
costs due to the war; income and excess profits taxes 
at high rates under extremely technical laws which 
also include relief provisions, the effect of which often 
can be estimated only within a wide margin of error; 
and claims under contracts terminated for the con­
venience of the government. These items frequently 
have a major effect upon the balance sheet and may 
affect the income to an even greater degree.
Considerable assistance has been given by the com­
mittee on accounting procedure to business and in­
dependent accountants as to the manner of dealing 
with these questions. Accounting Research Bulletins 
have been issued on: Accounting for Special Reserves 
Arising Out of the War (No. 13), Renegotiation of 
War Contracts (Nos. 15 and 21), Accounting for
22Frederick K. Rabel, “Auditing Standards and Procedures in 
the Light of Court Decisions,” The Journal of Accountancy, 
July 1944, pp. 42-58.
23American Institute of Accountants, Statement on Auditing
Procedure No. 6, March 1941. p. 48.
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Income Taxes (No. 23), Accounting for Terminated 
War Contracts (No. 25).
Wartime conditions have also increased the diffi­
culties surrounding the examination of some of the 
items included in the statements. Reference has 
already been made to the absence in many cases of 
complete physical inventories and to the difficulties 
surrounding the confirmation of receivables, particu­
larly those due from the United States Government. 
The various uncertainties have been dealt with by 
the committee on auditing procedure in statements 
on Auditing under Wartime Conditions (No. 10), 
Disclosure of the Effect of Wartime Uncertainties on 
Financial Statements (No. 15), Physical Inventories 
in Wartime (No. 17), Confirmation of Receivables 
from the Government (No. 18), Termination of Fixed- 
Price Supply Contracts (No. 20), and Wartime 
Government Regulations (No. 21).
Without endeavoring to cover the contents of these 
statements in detail, some of the general principles 
set forth may be quoted because they afford a basis 
for deciding on a course of action in particular cir­
cumstances:
“It seemed to the subcommittee that there were two 
possible ways of alleviating the situation: (a) by 
decreasing the amount of work actually done in indi­
vidual engagements through a relaxation of auditing 
standards, particularly as to the examination of in­
ventories, the confirmation of receivables and the 
review of internal check and control; and (b) by 
spreading auditing work more evenly over the year, 
thereby making more efficient use of available per­
sonnel.
“The committee quickly came to the conclusion 
that any relaxation of auditing standards was most 
undesirable not only in the public interest but also 
from the standpoint of practicing accountants. It is 
believed that, while situations may arise in which 
qualified opinions may properly be expressed, any 
general adoption of such a practice at the present 
juncture would result in an indefiniteness which is 
unsatisfactory to stockholders, to creditors, to the 
Commission and to public accountants.
“Accordingly, the subcommittee turned to the 
second possibility, namely, spreading the work 
throughout the year, thereby minimizing work at the 
peak period and covering more territory with the 
personnel available. It is the intention to issue a 
report encouraging the undertaking of as much work 
as possible before the year end. Particular stress will 
be laid on the review of internal check and control, 
the examination of inventories and the confirmation 
of receivables, all at some date prior to the close of 
the year in cases and to the extent to which conditions 
justify it.” (Letter of Committee to the Securities and 
Exchange Commission, reproduced in Statement on 
Auditing Procedure No. 10, p. 67.)
“These limitations of the usual examination, both 
in scope and as to purpose, are important considera­
tions in determining whether and, if so, to what ex­
tent, an examination should be extended for the
purpose of ascertaining whether there has been com­
pliance with wartime regulations. The effect of non- 
compliance on the financial statements is the primary 
consideration, and here, as in the case of auditing 
procedures in general, the likelihood of the statements 
being affected materially should determine the course 
of action.” (Statement on Auditing Procedure No. 21, 
p. 145.)
“As to any of the wartime regulations, the account­
ant must make further inquiry if, in the course of his 
usual examination, he encounters evidence which 
leads him to believe that violations have occurred 
which might result in liabilities or penalties mate­
rially affecting the financial statements.” (Statement 
on Auditing Procedure No. 21, p. 146.)
“The need for extending the usual procedures will 
vary with the circumstances, depending upon the rela­
tive importance of the consequences of violation on 
the financial statements, the safeguards provided by 
the client, the nature of the evidence coming to the 
attention of the accountant, and possibly other con­
siderations.” (Statement on Auditing Procedure No. 
21, p. 147.)
Much could be written from an auditing standpoint 
on the manner in which important wartime uncer­
tainties should be inquired into. Each case, however, 
is more or less of a separate study. In general terms 
it may be said that the auditor should obtain as much 
evidence bearing on the items as he reasonably can. 
Where the uncertainty cannot be resolved or the 
evidence is incomplete, he should see that the ac­
counting and the disclosure reflected in the financial 
statements conform with the principles set forth by 
the committee on accounting procedure.
Means of disclosure of wartime uncertainties in 
financial statements and in the auditor’s report were 
dealt with in Statement on Auditing Procedure No. 
15, issued in December 1942. This portion of the 
statement is given hereunder:
“In view of these and other major uncertainties 
engendered by the war, an important question arises 
as to the manner in which they may best be brought 
to the attention of those interested. Ordinarily, the 
financial statements are the appropriate place for 
disclosure. Depending upon the circumstances, the 
disclosure may take the form of a footnote setting 
forth such pertinent information as may be available 
regarding matters which are material. In other cases, 
where the effects of renegotiation and other matters 
are reasonably determinable, reserves may be es­
tablished under the principles set forth in Account­
ing Research Bulletin No. 13.
“In some cases the effect of the uncertainties may 
be such that the companies in question will desire 
also to direct attention thereto in the text of their 
reports to stockholders; in some instances the condi­
tions may be such as to suggest the use of a general 
footnote to the financial statements, indicating that 
the statements are provisional in character and that 
the directors have exercised their best judgment as 
to such matters as renegotiation, taxation, cost ac­
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counting under government contracts, and the provi­
sion of reserves.
“Despite all uncertainties, however, financial state­
ments are essential. It is necessary to furnish reports 
to stockholders which are as informative as possible. 
Tax returns must be prepared and taxes paid. These 
conditions emphasize the value of an independent 
review of the judgment of the directors and of the 
fairness of disclosure by an independent public ac­
countant as to matters coming within his purview.
“With respect to material uncertainties, three types 
of situations, among others, may be contemplated:
“ (1) The case in which the auditor believes that 
the financial statements, so far as possible, present 
fairly the position and the results of operations, but 
feels that the uncertainties are such that special at­
tention should be drawn to them in his report, as 
well as in the statements themselves, but without 
taking an exception.
“ (2) The case in which one or more uncertainties 
are such as to require an exception.
“ (3) The case in which the cumulative effect of 
the uncertainties is so great that no opinion is pos­
sible, although the auditor may be able to make a 
statement as to the extent to which he approves the 
statements and the reasons for omitting the usual 
opinion on the statements as a whole.
“Each independent public accountant will, of 
course, prepare his report to meet the circumstances 
peculiar to the particular case and, accordingly, your 
committee does not propose any specific form.”
There have been fairly frequent cases in which ref­
erence to renegotiation claims against the govern­
ment and similar items have been referred to in the 
auditor’s report both with and without exception 
under (1) and (2) above. There have also been 
occasional cases under (3) in which the auditor 
refrains from expressing an opinion and gives his 
reason for not doing so though, due to the very 
nature of such reports, they usually are not made 
public.
There have also been occasional cases in which the 
auditor expressed the opinion that the financial 
statements present the position and results of opera­
tions as fairly as can be done under the conditions 
existing.
For example, intermediate paragraphs dealing with 
uncertainties were inserted in the auditors’ reports 
on the 1942 published financial statements of Socony- 
Vacuum Oil Company, Incorporated, and the 1943 
published financial statements of United States Steel 
Corporation, which read respectively as follows:
(a) “Due to war conditions it was impossible to 
make any recent audit of foreign subsidiaries and 
branches as to which we were compelled to rely to a 
great extent on cable advices received from the Com­
pany’s officials abroad. For similar reasons it was im­
possible to make any recent audit of the subsidiaries 
and branches of Standard-Vacuum Oil Company 
(50% owned) and full information is not available
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as to the status of these companies, either at December 
31, 1942 or at the date these accounts are prepared. 
The aggregate amount at which the Company’s en­
tire foreign investments is carried in the consolidated 
balance sheet after applying the balance in the re­
serve for contingencies (affecting foreign assets) is 
approximately $59,000,000 or 9% of the total equity 
of the stockholders of the Company.”
(b) “Various uncertainties in the determination 
of the financial position during the war, such as those 
involved in the possibility of renegotiation of gov­
ernment contracts, the estimates of tax liability, pro­
visions for depreciation and amortization, and the 
estimates of additional costs arising out of war, are 
set forth in the notes to the accounts.”
In the opinion paragraphs the auditors expressed 
the following opinions (italics supplied):
(a) “In our opinion, the accompanying consoli­
dated balance sheet and related statements of con­
solidated income and surplus together with the ac­
companying notes present fairly the consolidated 
position of the Companies at December 31, 1942 and 
the consolidated results of their operations for the 
year, in so far as they are now reasonably determinable 
in the light of the circumstances referred to in Note 
1 and in the preceding paragraph, in conformity with 
generally accepted accounting principles applied on 
a basis consistent with that of the preceding year, 
except for the change in valuing inventories (see 
Note 5) which change has our approval.”
(b) “In our opinion, the accompanying consoli­
dated balance sheet and related statement of income, 
together with the notes thereto, present fairly the 
position of United States Steel Corporation and its 
subsidiaries at December 31, 1943, and the results of 
the year’s operations in the light of the circumstances 
set forth in the preceding paragraph and in conform­
ity with generally accepted accounting principles ap­
plied on a basis consistent with that of the preceding 
year.”  
It goes without saying that such opinions are a 
temporary expedient due to conditions beyond the 
control of either the client or the auditor. The fact 
that such comments are made rarely and only in 
extreme cases is an indication that every reasonable 
effort is being made by independent accountants and 
their clients to obtain as strong evidence as possible 
to support the financial statements issued. This is 
essential if the statements are to serve their maximum 
usefulness.
Government Regulations
Reference has been made previously in this chapter 
to the general principles underlying the determina­
tion of an audit program: (1) the materiality of the 
item in relation to the whole, (2) the relative risk 
of error (whether of omission or commission, or of 
judgment), and (3) the relationship of cost to the 
protection or benefit which may be expected to re­
sult.
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These relationships have to be considered in con­
nection with the purpose for which the audit is 
being made, namely, to form an opinion as to the 
fairness of the financial statements presented. Thus, 
the materiality of the item must be considered in 
relation to the financial statements as a whole; and 
the relationship of cost to the protection or benefit 
which may be expected to result is also to be measured 
by the effect on the financial statements.
This limitation on the scope and purpose of an 
examination is perhaps particularly pertinent when 
considering the auditor’s responsibility in connection 
with government regulations. The primary purpose 
of the examination is to afford a proper background 
for the expression of an opinion regarding the finan­
cial statements. The auditor must, of course, be on 
the alert for the discovery of irregularities, and fre­
quently does discover them. Similarly, he should be 
on the alert to observe any breach of government 
regulations which may be disclosed in connection with 
the usual scope of his examination. It is generally 
felt, however, that it is no part of the function of 
the auditor to police government regulations or to 
extend his work to a point where he could undertake 
such a responsibility. To do so would increase its 
cost to a point exceeding the protection or benefit 
which might be expected to result insofar as the 
financial statements are concerned.
The committee on auditing procedure dealt with 
this subject in Statement on Auditing Procedure No. 
21 entitled “Wartime Government Regulations,” is­
sued in July 1944. It concluded that “the effect of 
non-compliance on the financial statements is the 
primary consideration, and here, as in the case of 
auditing procedures in general, the likelihood of 
the statements being affected materially should de­
termine the course of action.” Special reference was 
made to wage and salary stabilization regulations in 
view of the possible effect which the severe penalties 
for their violation might have upon the financial 
statements.
The whole of Statement No. 21 is worthy of careful 
study and consideration, but for convenience the 
following excerpts therefrom are quoted:
“The expression of such an opinion is based on an 
examination made in accordance with generally ac­
cepted auditing standards applicable in the circum­
stances of the case. This type of examination is 
usually based on testing and sampling of a portion 
of the financial transactions during the period rather 
than on a detailed examination. Such an examination 
is not designed to reveal relatively minor errors or 
irregularities in the accounts, and, in view of its 
purpose, it is generally limited in scope to matters 
which may have a material effect on the financial 
statements and which are, or should be, reflected in 
the financial records and books of account.” (p. 144.)
“As indicated above, failure to comply with war­
time regulations may involve liabilities in the form
of fines, refunds, damages, or other financial penalties. 
Where such liabilities may have a material effect on 
the financial statements, the independent accountant 
must take cognizance of the possibilities. He is ex­
pected to have knowledge of the existence and general 
nature of regulations governing materials, prices, 
wages, etc.; and of the fact that noncompliance may 
result in a financial liability. Under these circum­
stances, the usual procedures for determining the 
existence of liabilities would be applicable.
“The usual examination includes inquiries as to 
the system of internal control and the accounting 
procedures of the company. In addition, the ac­
countant will usually make general inquiries of the 
management as to the safeguards, procedures, and 
organizational steps which have been adopted to 
insure compliance with applicable regulations. It 
is also customary to obtain a statement, preferably 
in writing and signed by a responsible official of the 
client, indicating that all outstanding liabilities are 
reflected in the accounts and setting forth the status 
of any contingent liabilities. Possible penalty for 
violation of wartime regulations is one of the matters 
to be considered in such a statement.
“The committee points out, however, that auditing 
procedures of the usual examination cannot be ex­
pected to provide assurance that a client has com­
plied with all detailed requirements of some of the 
regulations, such as the War Production Board’s 
priorities requirements and OPA price ceilings, be­
cause the transactions involved do not normally come 
within the independent public accountant’s scrutiny. 
Reasonable assurance of such compliance would 
necessitate an undue extension of the scope of the 
usual examination which, in the absence of special 
grounds for question, would not be warranted by the 
probable effect on the financial statements. The ac­
countant, therefore, need not extend his examination 
to include a search for violations of this type unless 
he has reason to believe that violations have occurred, 
or unless he comes upon evidence of their existence.
“Under the same criterion of materiality, however, 
the accountant should make more specific inquiries 
in respect of such matters as compliance with wage 
and salary stabilization regulations, in view of the 
severe penalties for their violation and the possible 
effect such penalties may have on the financial state­
ments, particularly the reasonableness of the provision 
for federal income and excess-profits taxes.” (pp. 
145-146.)
The committee also suggested procedures to be 
followed where violation has occurred: “Where the 
independent accountant, in the course of .his usual 
examination, comes upon information which leads 
him to believe that the client may have violated one 
of the wartime regulations and, as a result of further 
inquiry, he is reasonably certain that a violation has 
occurred, the matter should be brought to the atten­
tion of the management with a recommendation that 
adequate provision be made in the financial state­
ments for. the resulting liability. Where inadequate 
provision is made and the amount is material, the
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accountant should take an exception in his opinion 
on the financial statements. If the exception may be 
of sufficient importance to nullify the opinion he 
should consider whether he is warranted in express­
ing any opinion.”
The committee did not attempt to give advice 
beyond that involving the relationships existing be­
tween the independent public accountant and his 
client, but limited itself to the duty of an auditor 
reporting on the financial statements. To go beyond 
that point involves several difficult questions, pri­
marily legal, having to do with the confidential 
relationship between the auditor and his client and, 
in extreme cases, his legal responsibility as a citizen. 
Form of the Accountant’s Report or “Certificate”
The usual short form of accountant’s report or 
certificate in use for many years consists of two 
principal paragraphs. The first contains a brief state­
ment of the scope of the examination, and the second 
deals with the auditor’s opinion on the financial 
statements of the client arrived at as a result of his 
examination. As a rule, qualifications and excep­
tions or explanatory matter are contained in an 
intermediate paragraph. The following form, sug­
gested in 1934 in correspondence between the Ameri­
can Institute of Accountants and the New York Stock 
Exchange, was used quite generally until 1939 or 
1940:24
“To the XYZ Company:
“We have made an examination of the balance- 
sheet of the XYZ Company as at December 31, 1933, 
and of the statement of income and surplus for the 
year 1933. In connection therewith, we examined or 
tested accounting records of the Company and other 
supporting evidence and obtained information and 
explanations from officers and employees of the Com­
pany; we also made a general review of the accounting 
methods and of the operating and income accounts 
for the year, but we did not make a detailed audit 
of the transactions.
“In our opinion, based upon such examination, the 
accompanying balance-sheet and related statement of 
income and surplus fairly present, in accordance with 
accepted principles of accounting consistently main­
tained by the Company during the year under review, 
its position at December 31, 1933, and the results of 
its operations for the year.”
In “Extensions of Auditing Procedure,”25 issued 
in 1939, certain changes were recommended in this 
form, principally in the interests of clarity. The phrase 
in the earlier form “obtained information and ex­
planations from officers and employees of the com­
pany” was omitted because the obtaining of such 
information and explanations where required is 
inherent in all auditing procedure. The statement 
in the earlier form, “but we did not make a detailed 
audit of the transactions,” was retained in substance
in the revised form. Though expressing the belief 
that the test nature of examinations was fully under­
stood by the business and financial public, the com­
mittee considered it advisable to include the phrase 
“without making a detailed audit of the transactions” 
as a continuation of the educational program on this 
point.
In February 1941 the Securities and Exchange 
Commission, in Accounting Series Release No. 21, 
announced an amendment to its Rule 2-02 which 
contained new requirements for accountants’ “cer­
tificates” filed with the Commission. The rule as 
amended is as follows:26
“(a) Technical requirements
The accountant’s certificate shall be dated, shall be 
signed manually, and shall identify without detailed 
enumeration the financial statements covered by the 
certificate.
“ (b) Representations as to the audit
The accountant’s certificate (i) shall contain a 
reasonably comprehensive statement as to the scope 
of the audit made including, if with respect to sig­
nificant items in the financial statements any auditing 
procedures generally recognized as normal have been 
omitted, a specific designation of such procedures 
and of the reasons for their omission; (ii) shall state 
whether the audit was made in accordance with 
generally accepted auditing standards applicable in 
the circumstances; and (iii) shall state whether the 
audit made omitted any procedure deemed necessary 
by the accountant under the circumstances of the 
particular case.
In determining the scope of the audit necessary, 
appropriate consideration shall be given to the ade­
quacy of the system of internal check and control. 
Due weight may be given to an internal system of 
audit regularly maintained by means of auditors 
employed on the registrant’s own staff. The account­
ant shall review the accounting procedures followed 
by the person or persons whose statements are certi­
fied and by appropriate measures shall satisfy himself 
that such accounting procedures are in fact being 
followed.
Nothing in this rule shall be construed to imply 
authority for the omission of any procedure which 
independent accountants would ordinarily employ 
in the course of an audit made for the purpose of 
expressing the opinions required by paragraph (c) 
of this rule.
“ (c) Opinions to be expressed
The accountant’s certificate shall state clearly:
(i) the opinion of the accountant in respect of 
the financial statements covered by the certificate 
and the accounting principles and practices reflected 
therein;
(ii) The opinion of the accountant as to any
24See footnote 1.
25See footnote 2.
26Securities and Exchange Commission, Rule 2-02 as amended 
in Amendment No. 3 to Regulation S-X, Accounting Series 
Release No. 21, effective March 1, 1941.
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changes in accounting principles or practices, or 
adjustments of the accounts, required to be set forth 
by Rule 3-07; and
(iii) the nature of, and the opinion of the ac­
countant as to, any significant differences between 
the accounting principles and practices reflected in 
the financial statements and those reflected in the 
accounts after the entry of adjustments for the period 
under review.
“ (d) Exceptions
Any matters to which the accountant takes excep­
tion shall be clearly identified, the exception thereto 
specifically and clearly stated, and, to the extent 
practicable, the effect of each such exception on the 
related financial statements given.”
Following the adoption of this rule, the committee 
on auditing procedure recommended27 that an addi­
tional sentence be added at the end of the scope 
paragraph of the standard form; the standard form, 
as thus amended, read as follows (new sentence in 
italics) :
“We have examined the balance-sheet of the XYZ 
Company as of February 28, 1941, and the statements 
of income and surplus for the fiscal year then ended, 
have reviewed the system of internal control and the 
accounting procedures of the company and, without 
making a detailed audit of the transactions, have 
examined or tested accounting records of the com­
pany and other supporting evidence, by methods and 
to the extent we deemed appropriate. Our examina­
tion was made in accordance with generally accepted 
auditing standards applicable in the circumstances 
and included all procedures which we considered 
necessary.
“In our opinion, the accompanying balance-sheet 
and related statements of income and surplus present 
fairly the position of the XYZ Company at February 
28, 1941, and the results of its operations for the 
fiscal year, in conformity with generally accepted ac­
counting principles applied on a basis consistent with 
that of the preceding year.”
In the latter part of 1943 a subcommittee of the 
committee on auditing procedure was appointed to 
consider whether a further revision of the suggested 
short form of accountant’s report was necessary or 
desirable. Some accountants had suggested that the 
supplementary sentence added with regard to audit­
ing standards rendered unnecessary part of the pre­
ceding sentence in the standard form. The subcom­
mittee brought in a report, published in the March 
1944 issue of The Journal of Accountancy,28 which 
constituted a valuable contribution to the discussion 
of the subject. The subcommittee agreed that it was 
unnecessary to propose a new form for general adop­
tion at the time, because when the previous forms 
were suggested it was made clear that they were not 
mandatory and could properly be modified as long 
as the substance was retained. As a matter of informa­
tion, and as indicating the nature of the modifications
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being made in actual practice, the subcommittee in 
its report quoted the first, or scope, paragraph in 
general use by two firms represented on the subcom­
mittee. These were as follows:
(1) “We have examined the balance sheet of Blank 
Company as of December 31, 1942, and the related 
statement of profit and loss and earned surplus for 
the fiscal year then ended. Our examination was made 
in accordance with generally accepted auditing stand­
ards applicable in the circumstances, and included 
such tests of the accounting records and other sup­
porting evidence and such other procedures as we 
considered necessary.”
(2) “We have examined the balance sheet of 
Blank Company as of December 31, 1942, and the 
related statement of profit and loss and surplus for 
the year ended on that date, have reviewed the ac­
counting procedures of the company, and have ex­
amined their accounting records and other evidence 
in support of such financial statements. Our exam­
ination was made in accordance with generally 
accepted auditing standards applicable in the cir­
cumstances and included all auditing procedures we 
considered necessary, which procedures were applied 
by tests to the extent we deemed appropriate in 
view of the system of internal control.”
As the subcommittee pointed out, “both of these 
forms omitted any reference to the fact that the 
examination did not include a detailed audit which 
the respective firms thought was adequately covered 
by the phrase ‘generally accepted auditing standards 
applicable in the circumstances.’ Another member 
of the committee, however, feels that the phrase 
‘without making a detailed audit of the transactions’ 
should be included to emphasize this fact.” It will 
be noted that neither form refers to “a review of 
the system of internal control.” The first form quoted 
makes no reference at all to internal control; the 
second makes reference to it but merely as a measure 
of the extent to which tests were applied. It has been 
suggested by some that making specific reference 
to a “review of the system of internal check” carries 
with it a responsibility to include a report on any 
weaknesses found in the system; and if this is so it 
becomes a difficult question how far into detail the 
auditor should go.
Whether reference should be made to the review 
of the system of internal control as one of the primary 
parts of the audit or not, or whether the reference 
should be made to it as a subsidiary factor used to 
determine the scope of the tests, seems to depend 
upon the purpose for which the review itself is made. 
This question has been referred to previously.
Another recent change in the requirements of the 
scope paragraph of the accountant’s short form of 
report has to do with disclosure regarding the ex- 21 * *
27 American Institute of Accountants, Statement on Auditing
Procedure No. 5, p. 40.
28“Accountant’s Report and Opinion,” p. 227.
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tended auditing procedures relating to inventories 
and receivables called for by "Extensions of Auditing 
Procedure.” “Extensions of Auditing Procedure,” as 
amended and issued in October 1939,29 contains the 
following:
“It is the responsibility of the accountant—and one 
which he cannot escape—to determine the scope of 
the examination which he should make before giving 
his opinion on the statements under review. If in his 
judgment it is not practicable and reasonable in the 
circumstances of a given engagement to undertake 
the auditing procedures regarding inventories and/or 
receivables set forth in this report as generally ac­
cepted procedure and he has satisfied himself by 
other methods regarding such inventories and/or 
receivables, no useful purpose will be served by re­
quiring an explanation in his report. If physical 
tests of inventories and/or confirmation of receivables 
are practicable and reasonable and the auditor has 
omitted such generally accepted auditing procedure, 
he should make a clear-cut exception in his report.”
This position, though entirely sound from a pro­
fessional standpoint, sometimes left the reader of the 
accountant’s report at a loss to know whether the 
extended procedures had been undertaken or not, 
a question in which many of them expressed con­
siderable interest. With a. view to supplying the 
information desired the committee on auditing pro­
cedure, in a report to council (issued in October 
1942 as Statement on Auditing Procedure No. 12), 
proposed an amendment to “Extensions of Auditing 
Procedure” requiring disclosure on this point, as 
follows:
"Accordingly, the committee on auditing procedure 
hereby recommends that hereafter disclosure be re­
quired in the short form of independent accountant’s 
report or opinion in all cases in which the extended 
procedures regarding inventories and receivables set 
forth in ‘Extensions of Auditing Procedure’ are not 
carried out, regardless of whether they are practicable 
and reasonable, and even though the independent 
accountant may have satisfied himself by other 
methods.” (p. 89)
This report was approved by the council and mem­
bership of the Institute in the same manner as “Ex­
tensions of Auditing Procedure” was approved. 
Qualifications or Exceptions in Accountants’ Reports
The importance of stating qualifications or ex­
ceptions clearly has long been recognized. To quote 
from the bulletin, “Examination of Financial State­
ments by Independent Public Accountants,” issued 
by the Institute in January 1936, “Attention is di­
rected to the importance of stating any qualifications 
clearly and concisely. Distinction should be made be­
tween those comments intended to be merely in­
formative or to state the limitations of the scope of 
the accountant’s work (e.g., where part of the work
has been performed by other accountants), and those 
which indicate dissent from particular practices of 
the company.” (p. 40)
In spite of this injunction or warning there were 
cases in which it was not clear whether the accountant 
intended to furnish information or to make an ex­
ception. Phrases such as “subject to the foregoing” 
or “subject to the comments (or explanations) in 
the preceding paragraph” were sometimes used with­
out its being made clear, either in the phrases them­
selves or the comments referred to, whether the 
auditor objected to or disagreed with what had been 
done, or whether he was merely explaining it as a 
matter of information. In response to pressure from 
within the profession and also from the Securities 
and Exchange Commission, there has been a con­
siderable tightening up in this respect. The need 
for clarity was emphasized in “Extensions of Audit­
ing Procedure” (October 1939) 30 in the following 
terms:
“Any exception should be expressed clearly and 
unequivocally as to whether it affects the scope of the 
work, any particular item of the financial statements, 
the soundness of the company’s procedures (as re­
gards either the books or the financial statements), 
or the consistency of accounting practices where lack 
of consistency calls for exception.
“As previously stated, if such exceptions are suffi­
ciently material to negative the expression of an 
opinion, the auditor should refrain from giving any 
opinion at all, although he may render an informative 
report in which he states that the limitations or ex­
ceptions relating to the examination are such as to 
make it impossible for him to express an opinion 
as to the fairness of the financial statements as a 
whole.” (p. 9.)
The Securities and Exchange Commission also has 
worked continuously for clarification of expression 
in this respect. Its Rule 2-02 as amended in February 
1941 (quoted previously), under the heading of 
“Exceptions” requires that “any matters to which 
the accountant takes exception shall be clearly iden­
tified, the exception thereto specifically and clearly 
stated, and, to the extent practicable, the effect of 
each such exception on the related financial state­
ments given.” A trend toward the use of the word 
“exception” (instead of “qualification”) may be noted 
in accountants’ reports.
Exceptions Regarding Scope of Examination
Dealing first with the exceptions relating to the 
scope of the accountant’s examination, considerable 
clarification has been accomplished. Typical situa­
tions may be dealt with under the following heads:
(1) Exceptions sufficiently material to negative the 
opinion.
29See footnote 2.
30See footnote 2.
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(2) Exceptions having to do with inventory taking.
(3) Exceptions regarding confirmation of ac­
counts receivable.
The same general principles which apply in these 
cases are of course applicable in the case of other 
matters relating to the scope of the examination. 
Examples taken from published reports of the treat­
ment adopted in a number of cases are given in the 
first section of an appendix to this chapter. 
Exceptions Which Negative the Opinion
In a letter written by Stanley G. H. Fitch as chair­
man of a special committee on accountants’ certifi­
cates', in response to an inquiry of the Institute’s com­
mittee on professional ethics,31 an inquiry was dealt 
with in which an opinion was given with a qualifica­
tion relating to the major portion of the items in 
the balance sheet. The inquiry read in part as fol­
lows:
“Arising out of a complaint handed to the ethics 
committee by the committee on cooperation with 
Securities and Exchange Commission, it was found 
that an accountant had given a certificate which read 
in the opinion clause:
“ ‘Subject to the foregoing qualifications, in our 
opinion, the above balance-sheet and related state­
ments of income and profit and loss fairly present, 
in accordance with accepted principles of accounting 
consistently maintained by the company during the 
year under review, the financial position of the com­
pany at December 31, 1937, and the result of the 
operations for the year ended that date.’
“The qualification clause of the certificate covered 
stated qualifications in connection with nearly all 
the items on the balance-sheet.”
The reply contained the following: “In the case cited 
it seems inconsistent, if not actually misleading, to 
express in the certificate the opinion that the finan­
cial statements ‘. . . fairly present, in accordance with 
accepted principles of accounting consistently main­
tained, . . .’ when those words can only be considered 
in connection with and are negatived by the qualifi­
cations of a material nature relating to the balance- 
sheet items. In the opinion of this committee, no 
certificate should be given in cases where it is neces­
sary to qualify the major portion of the items on the 
balance sheet. Where financial statements require 
material qualifications and exceptions, the accountant 
should confine his report to a statement of facts 
and/or explanations and if appropriate, his reasons 
for omitting an expression of opinion in regard to 
such financial statements.”
A similar view expressed in the report, “Extensions 
of Auditing Procedure,” which was approved by the 
membership of the Institute, is quoted above.
The committee on auditing procedure has issued 
three bulletins in a series of case studies dealing with 
the propriety or otherwise of an auditor expressing
an opinion on the basis of a restricted examination. 
Statement No. 232 dealt with a case where examina­
tion of a company having substantial assets at its 
branches was restricted to the head-office records; 
where a test confirmation of receivables, material in 
amount, was not made by communication with the 
debtors; and where generally accepted auditing pro­
cedures with regard to physical quantities of inven­
tories had been omitted. The company was well 
managed, its accounts were believed to be conserva­
tively stated and the company had an internal audit­
ing staff which furnished reports on the branch ac­
counts. In view of the materiality of the assets and 
transactions involved, the committee concluded that 
the exceptions which would have to be made with 
regard to the scope of the examination were suffi­
ciently material to negative the expression of an 
opinion and that, accordingly, the auditors should 
refrain from expressing one.
In the second bulletin of this series, Statement on 
Auditing Procedure No. 11, issued in September 1942, 
the committee dealt with the case of a savings-and- 
loan association operating under the rules and regu­
lations promulgated for such associations by the 
Federal Home Loan Bank Board. In that case a par­
ticular and important auditing procedure, namely, 
confirmation of mortgage loans, share loans, and 
shareholders’ accounts, had been omitted; and these 
represented a very substantial portion of the total 
assets. The response, on behalf of the committee, 
to an inquiry contained the following:
“ ‘The situation thus narrows itself down to the 
question whether the omission of a particular and 
important auditing procedure in respect of a major 
portion of the assets is sufficient to preclude the 
expression of an opinion.
“ ‘In dealing with this question it is necessary to 
consider what are the possibilities of material mis­
statement which could occur as a result of the failure 
to make confirmation. The existence of bonds and 
mortgages, contracts, and loan agreements together 
with related documents such as insurance policies, 
tax bills, appraisals, etc., and the payment of cash 
or other consideration for their receipt is strong 
evidence of the existence of receivables at the date 
of their creation. The continued holding of such 
documents uncanceled, supplemented by appropriate 
test checks of related transactions during the period 
under review, may constitute persuasive evidence that 
the records continue to reflect the situation with 
reasonable accuracy. Any overstatement or under­
statement of the face amount of the asset could arise 
only from incorrect entry of subsequent receipts or 
charges relating to the receivables. The probability 
of errors or irregularities of this nature in an aggre­
31“ Accountants’ Certificates,” The Certified Public Accountant, 
bulletin of the American Institute of Accountants, April 1939, 
p. 10.
32American Institute of Accountants, Statement on Auditing 
Procedure No. 2, December 1939.
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gate amount sufficient to affect substantially the 
validity of the statements as a whole may be rather 
remote. In view of these various considerations and 
in the absence of information from you which might 
lead to a contrary conclusion it seems that this may 
be a situation where the risk of misstatement in­
herent in the failure to carry out the confirmation 
procedure, may not be of sufficient moment to pre­
clude expression of a qualified opinion. However, 
the independent public accountant is the one who 
must form the opinion and he should be the sole 
judge of whether he can give one, and he must, more­
over, be prepared to assume the responsibility for any 
restricted opinion he does express.’ ” (p. 81.)
The third case study by the committee in this 
series is contained in Statement No. 13, issued in 
December 1942. In the case of a company issuing 
face amount certificates the auditors had been pre­
cluded from going into the adequacy of the reserves. 
The committee reached the following conclusion:
“As previously indicated, the reserves of face-amount 
certificate companies (including reserves variously de­
scribed as for cash-surrender value, advance payments, 
reserves to mature, etc.) represent the major liability 
of such companies; they also are of major impor­
tance in the determination of periodic income. It is, 
therefore, the opinion of this committee that, in the 
case of such companies, an examination which ex­
cludes consideration of the amount of the reserves 
and the propriety of the accounting principles under­
lying their determination, affords an inadequate basis 
for an opinion as to the fairness of the financial 
statements. The committee believes that an exam­
ination on this basis would require an exception as 
to its scope sufficiently material to negative the opin­
ion; and that accordingly the auditor would not be 
justified in expressing even a qualified opinion.” 
(p. 93.)
In another bulletin33 the committee dealt with the 
subject in more general terms in discussing auditor’s 
report on interim financial statements:
“Thus, if, because of the significance of the items 
affected, the exceptions as to the scope of the work 
are of sufficient importance to negative the opinion 
expressed, the report should be limited to a statement 
of findings without the expression of an opinion 
regarding the financial statements as a whole. The 
test in this connection should be whether the excep­
tions as to the scope of the examination concern items 
which could easily be incorrect and which if incor­
rect are of such importance that the position and 
results could be misstated to a significant extent. 
For example, an exception that minor bank balances 
had not been confirmed would not be of sufficient 
importance to negative the opinion, an exception that 
intervening property additions had not been vouched 
might similarly be unimportant if these were of minor 
amounts. But an exception to the effect that the 
auditor had gone to head office only and had not 
visited numerous branches at which he would nor­
mally make an examination probably would negative 
the opinion, as also would an exception that the 
auditor had made no examination of the inventories, 
either as to the book records or the physical inven­
tories themselves; and the committee believes that 
in such circumstances no opinion should be expressed.
“Assuming, on the other hand, that the items with 
respect to which generally accepted auditing proce­
dures have been omitted are not of sufficient impor­
tance to negative the opinion, it is nevertheless the 
view of the committee that, unless the items are 
inconsequential, any auditing standard which has not 
been complied with should be stated and any opinion 
submitted be correspondingly qualified whether it 
accompany interim or year-end statements. It is not 
sufficient that the auditor believe the statements pre­
sent fairly the position and results of operations; his 
belief must be based on an examination which con­
forms to generally accepted auditing standards and 
in the absence of such an examination the opinion 
he expresses, if any, should be qualified.”
Exceptions Having to Do with Inventory Taking
“Extensions of Auditing Procedure” contains the 
requirements that wherever practicable and reason­
able the auditor attend at the inventory taking and 
satisfy himself as to the effectiveness of the methods 
used and as to the measure of reliance which may be 
placed upon the client’s representations as to inven­
tories and the records thereof.34 The amendment to 
“Extensions of Auditing Procedure” in October 1942, 
previously referred to,35 requires disclosure in the 
auditor’s report in all cases in which the extended 
procedures have not been carried out, “regardless of 
whether they are practicable and reasonable, and even 
though the independent accountant may have satisfied 
himself by other methods.”
The committee stated on page 18 of Statement No. 
3 (issued in February 1940), “it is believed that there 
will be very few cases in commerce and industry as a 
whole in which the procedures cannot be applied, to 
the extent that will afford such tests as the auditor, in 
the exercise of his judgment, determines to be reason­
able.” In the same bulletin (page 20) the committee 
reached the conclusion that “when the added proce­
dures are practicable and the auditor has not adopted 
them but has satisfied himself by other methods, his 
exception need cover only the omission of the pro­
cedures (affecting the scope of the work), without 
calling into question the inherent fairness of the repre­
sentations.”
With the urgency for production and the shortage 
of manpower which developed as the war progressed, 
the situation regarding physical inventory taking be­
came quite acute and many companies omitted the
33American Institute of Accountants, Statement on Auditing 
Procedure No. 8, September 1941, pp. 57-58.
34See footnote 2.
35American Institute of Accountants, Statement on Auditing
Procedure No. 12, October 1942, p. 89.
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taking of physical inventories, either voluntarily or 
by direction of the government, in order not to inter­
rupt necessary production of war material. The 
committee on auditing procedure accordingly dis­
cussed the problem more fully in Statement No. 17 
(issued in December 1942). This Statement deals 
with alternative procedures which may be possible 
in the absence of physical inventory. These are dealt 
with in another chapter and need not be discussed 
here. The effect upon the accountant’s report is 
discussed by the committee as follows:
“There remains the question as to the effect of the 
omission of physical inventories by a client upon the 
opinion expressed by the independent accountant. 
This opinion will necessarily be affected by the extent 
to which the accountant has been able, as a result of 
the alternative or additional procedures he has 
adopted, to satisfy himself regarding the amount of 
the inventory. The extent to which this is possible 
may vary; for example:
“(I) If the company has adequate records and effec­
tive inventory control, it may be possible for 
the accountant to adopt alternative procedures 
which are substantially the equivalent of obser­
vation of inventory taking or a test check of 
quantities and which result in his being able 
to form an unqualified opinion regarding the 
amount of the inventory;
“(2) In other circumstances, even though unable to 
satisfy himself, except within broad limits, as 
to the amount of the inventory, he may be 
able to satisfy himself, by evidence of the more 
general character indicated above, that any 
discrepancy in the amount shown could not 
be sufficiently large to distort seriously the 
position of the company or the results of its 
operations as reported;
“(3) The situation again may be such that there 
are no effective means of reaching even the 
conclusion indicated under (2).
“In general, where the independent accountant has 
satisfied himself in the manner and to the extent in­
dicated in (1) above, there would appear to be no 
need for him to qualify the opinion he expresses 
regarding the financial statements. However, where 
the amount of inventory involved is material the com­
mittee believes it advisable that the section of the 
report dealing with the scope of the examination be 
expanded by the insertion of a paragraph setting 
forth the alternative procedures undertaken, on the 
strength of which the accountant expresses his 
opinion.
“Where, as in (2) above, the accountant has been 
able to satisfy himself in the absence of a complete 
physical inventory that the discrepancy could not be 
sufficiently great to distort seriously the position of the 
company or the results of its operations, and par­
ticularly if a reserve has been set up to make reason­
able provision for possible overstatement, the com­
mittee believes that it would be appropriate for the 
acountant to express an opinion upon the financial
statements as a whole, but with an exception regard­
ing the inventories. In this case, in addition to the 
exception in the opinion paragraph, it would prob­
ably be necessary also to insert in the report an 
explanatory statement dealing more fully with the 
situation.
“In the circumstances indicated in (3) above, where 
the records and other supporting data are inadequate 
to satisfy the accountant as to the credibility of the 
inventory amounts, and where the amounts involved 
are material in relation to the financial position and 
results of operations, the committee believes that the 
accountant should disclaim sufficient basis for the 
expression of an informed opinion regarding the 
financial statements as a whole.” (pp. 124-125.)
The committee also called attention to the de­
sirability of any company subject to the regulations 
of the Securities and Exchange Commission consult­
ing the Commission in advance, in order to clarify 
any questions as to the acceptability of alternative 
procedures proposed.
Earlier in 1942 the Securities and Exchange Com­
mission36 had “announced the establishment of a 
liberalized policy with respect to its requirements 
regarding physical inventory verification by indepen­
dent public accountants.” As the Commission pointed 
out, “it is clearly in the public interest that as posi­
tive and effective substantiation of inventory amounts 
be made as circumstances permit. The auditor by 
devising supplemental procedures based on the cir­
cumstances of the particular case and by extending 
the scope of normal procedures which do not require 
cessation of production should endeavor wherever 
possible so to satisfy himself as to the substantial 
fairness of the inventory’s amounts that his certifi­
cate, while indicating the omission of the normal 
procedure of observation or test checking, need not 
contain an exception to the substantial fairness of the 
presentation of inventories.” Accordingly, the ad­
ministrative policy of the Commission not to object 
to the omission of inventory taking was subject to 
the provisos that all reasonable and practicable alter­
native and additional measures be taken by the com­
pany and its accountants, that the company advise 
the Commission in writing as to the necessity for 
omitting the inventory taking and that the situation 
be disclosed in the financial statements and account­
ant’s report. The release enumerates the information 
so to be furnished to the Commission and so to be 
included in the accountant’s report, and continues:
“In many cases, it is probable that by means of their 
alternative and extended procedures the independent 
public accountants will have satisfied themselves as to 
the substantial fairness of the amounts at which in­
ventories are stated, and in such case a positive state­
ment to that effect should be made. In some cases 
it may be that, while the scope of procedures fol­
36Accounting Series Release No. 30, January 1942.
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lowed will not be such as to have so satisfied the 
accountants, they will be able to take the position 
that on the basis of the work done they have no 
reason to believe that the inventories reflected in the 
statements are unfairly stated.”
The release concludes with a warning that the waiver 
of objections to financial statements so qualified in 
one year will not necessarily constitute a basis for 
similar action in subsequent years or in statements 
filed in registrations for the sale of securities. 
Exceptions Regarding Confirmation of Receivables
“Extensions of Auditing Procedure” contains a fur­
ther provision that wherever practicable and reason­
able and where the aggregate amount of receivables 
represents a significant proportion of the current or 
total assets, confirmation of notes and accounts re­
ceivable by direct communication with the debtors is 
a required procedure, the method, extent, and time 
of confirmation to be determined by the auditor in 
the exercise of his judgment. The October 1942 
amendment to “Extensions of Auditing Procedure,” 
in Statement on Auditing Procedure No. 12, as noted 
heretofore, requires disclosure in all cases in which 
such extended procedures regarding receivables have 
not been carried out, “regardless of whether they are 
practicable and reasonable and even though the in­
dependent accountant may have satisfied himself by 
other methods.”
As production increased and the burden on account­
ing departments of the government, particularly the 
armed services, became heavier it became increasingly 
difficult to obtain confirmations from departments and 
agencies of the government of amounts owing by the 
government to contractors and others. At the same 
time, the percentage of the receivables of all compa­
nies throughout the country represented by amounts 
due from these departments and agencies increased to 
a substantial proportion of all receivables. This situ­
ation was dealt with by the committee in Statement 
on Auditing Procedure No. 18, issued in January 1943.
The committtee pointed out that under the amend­
ment to “Extensions of Auditing Procedure” the dis­
closure of the situation should be made in the report 
of the independent public accountant. It also pointed 
out that in many, and perhaps most, cases the auditor 
might be able to satisfy himself on a test basis as to 
the validity of the receivables by adopting other addi­
tional procedures in lieu of confirmation and the com­
mittee gave suggested wording for the accountant’s 
report.
This wording indicated that the failure to confirm 
was an exception to the observance of generally ac­
cepted auditing standards applicable in the circum­
stances. However, the position taken by the committee 
in this respect was modified later. A subcommittee 
of the committee was appointed to consider this ques­
tion and other matters, and its report, previously re­
ferred to, was published in The Journal oj Account­
ancy for March 1944.37 To quote from this report:
“If any generally recognized normal auditing pro­
cedures applicable in the circumstances have been 
omitted with respect to significant items in the state­
ments, such omissions should be stated, with a clear 
explanation of the reasons for such omissions. If any 
such procedure cannot be carried out but the account­
ant has satisfied himself by other methods to the 
extent that he does not feel any qualification is re­
quired in the opinion section of his report, then, 
although he has omitted a procedure regarded as ‘a 
generally accepted auditing standard,’ he has not 
omitted something which in the circumstances could 
be done or which in the circumstances was ‘ap­
plicable.’
“A qualification or exception in the first paragraph 
regarding omissions of generally accepted auditing 
standards applicable in the circumstances without the 
substitution of other procedures to the extent neces­
sary to satisfy the accountant as to the items would, 
if the item was material, usually call for not only 
an exception in the first paragraph of his report but 
also an exception in the opinion section of his report.
“In recognition of this distinction between those 
cases where a qualification is necessary and those 
where it is not, it has been suggested that where the 
accountant has satisfied himself by other means there 
be inserted a semicolon or a period immediately after 
the statement ‘our examination was made in accord­
ance with generally accepted auditing standards ap­
plicable in the circumstances and included all pro­
cedures which we considered necessary,’ and that a 
new sentence be added reading: ‘Confirmation of 
receivables from United States Government depart­
ments were not obtainable but we satisfied ourselves 
by other means as to these items.’ ”
The change suggested by the subcommittee in the 
last paragraph quoted above seems to have received 
general acceptance, and the course suggested has been 
followed in the majority of cases where direct con­
firmation of receivables was impracticable, but the 
auditor was able to satisfy himself by means of other 
auditing procedures.
Exceptions Regarding Financial Statements
Exceptions regarding the scope of the auditor’s ex­
amination may, or may not, result in a qualification 
or reservation affecting his opinion. As stated pre­
viously, this depends on the extent to which he has 
been able to satisfy himself by means of alternative 
procedures. There is another general class of excep­
tions or reservations which relates more directly to 
the financial statements themselves.
There may be occasions where reliable estimates 
cannot reasonably be made, as in the case of renego­
tiation, accumulated provision for depreciation, the 
status of foreign investments, or the effect of legisla­
tion or government regulation. Sometimes these are
37“Accountants’ Report and Opinion,” p. 228.
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specific exceptions because the statements are known 
to require adjustment but the extent cannot be rea­
sonably measured; at other times they are rather in 
the nature of reservations and the auditor states his 
inability to express an opinion regarding a specific 
matter and may not know whether the statements 
require adjustment.
There are occasions on which the auditor disagrees 
with the accounting practices of the company; these 
are comparatively few because such differences of 
opinion, if important, are usually reconciled and the 
statements adjusted before publication.
Another class of exceptions affecting the financial 
statements relates to consistency in the application of 
accounting principles as between one period and the 
preceding one. Frequently the auditor states whether 
or not he approves the change made.
Examples of qualifications of these various types 
taken from published reports are given in the second 
and third sections of the appendix to this chapter. 
“Giving Effect” Statements
In September 1923 the Institute’s committee on co­
operation with bankers issued a report setting forth 
the conditions under which independent public ac­
countants could, and could not, properly express an 
opinion on “giving effect” statements, or “pro forma” 
statements as they are sometimes called. The prin­
ciples then laid down are still sound. The following 
is an extract from the report:38
“I. The accountant may certify a statement of a 
company giving effect as at the date thereof to trans­
actions entered into subsequently only under the fol­
lowing conditions, viz.:
“ (a) If the subsequent transactions are the subject 
of a definite (preferably written) contract or agree­
ment between the company and bankers (or parties) 
who the accountant is satisfied are responsible and 
able to carry out their engagement;
“ (b) If the interval between the date of the state­
ment and the date of the subsequent transactions is 
reasonably short—not to exceed, say, four months;
“ (c) If the accountant, after due inquiry, or, pref­
erably after actual investigation, has no reason to 
suppose that other transactions or developments have 
in the interval materially affected adversely the posi­
tion of the company; and
“ (d) If the character of the transaction to which 
effect is given is clearly disclosed, i.e., either at the 
heading of the statement or somewhere in the state­
ment there shall be stated clearly the purpose for 
which the statement is issued.
“II. The accountant should not certify a statement 
giving effect to transactions contemplated but not 
actually entered into at the date of the certificate, 
with the sole exception that he may give effect to the 
proposed application of the proceeds of new financ­
ing where the application is clearly disclosed on the 
face of the statement or in the certificate and the 
accountant is satisfied that the funds can and will 
be applied in the manner indicated.”
During the later 1920’s statements giving effect to 
financing and other transactions about to be con­
summated were used in connection with the issuance 
of new securities more often than not. Since the pas­
sage of the Securities Act in 1933 such statements 
have been comparatively uncommon, though in the 
past few years some of them have made their appear­
ance. Initially the use of such statements was dis­
couraged by the Commission and they still seem to be 
used only in exceptional cases.
There are undoubtedly some situations in which 
the prospective investor, even if technically trained, 
would find it difficult to gather the information he 
needs by a study of historical figures only. This has 
been the case, for example, where a company acquires 
additional properties and at the same time undergoes 
an adjustment of its capital structure or funded debt, 
and where the outstanding securities against the prop­
erties being acquired are to be retired. In some of 
these situations the realization is forced that only by 
a “pro forma” statement can the earning power of 
the continuing enterprise and its capital structure be 
adequately displayed.
The regulation of the Securities and Exchange 
Commission bearing on the use of “giving effect” 
statements in registration statements, contained in 
Rule 170, effective March 1, 1938, is as follows:39
“Financial statements which purport to give effect 
to the receipt and application of any part of the pro­
ceeds from the sale of securities for cash shall not be 
used unless the sale of such securities is underwritten 
and the underwriters are to be irrevocably bound, 
on or before the date of the public offering, to take 
the issue. The caption of any such financial statement 
shall clearly set forth the names of the underwriters 
and the assumptions upon which such statement is 
based. The caption shall be in type at least as large 
as that used generally in the body of the statement.”
The corresponding rule under the Securities Ex­
change Act became effective March 1, 1938, and is 
now designated as Rule X-15C1-9.40 It reads as fol­
lows:
“The term ‘manipulative, deceptive, or other fraud­
ulent device or contrivance,’ as used in Section 15 (c)
(1) of the Act, is hereby defined to include the use 
of financial statements purporting to give effect to the 
receipt and application of any part of the proceeds 
from the sale or exchange of securities, unless the 
assumptions upon which each such financial state­
ment is based are clearly set forth as part of the 
caption to each such statement in type at least as 
large as that used generally in the body of the state­
ment.”
It will be noted that the principles underlying these 
rules are substantially the same as those underlying
38Report of Special Committee on Cooperation with Bankers, 
1923 Yearbook of the American Institute of Accountants, p. 168.
39Securities Act Release No. 1650.
40Securities and Exchange Commission, Securities Exchange
Act Release No. 1520.
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the 1923 report of the Institute committee. Where the 
Institute report refers to “a definite (preferably writ­
ten) contract or agreement,” Rule 170 requires that 
“the underwriters are to be irrevocably bound, on or 
before the date of the public offering, to take the 
issue.” Despite the fact that “giving effect” state­
ments may be used under the conditions stated, they 
have been used as a rule only in cases where changes 
involved were so material and so involved that the
use of such statements seemed almost essential to a 
clear understanding.
In very few cases do independent public account­
ants seem to have expressed opinions on “giving 
effect” statements. While in the majority of cases 
underwriters are irrevocably bound on or before the 
date of public offering, there is usually no firm com­
mitment at the time the registration statement is filed 
or becomes effective.
APPENDIX
Examples of Phraseology Used in Accountants' Reports in 
Indicating Exceptions or Otherwise
1. Relating to the Scope of the Examination
“It is the Company’s policy to take physical inven­
tories of finished goods and goods in process twice 
each year. To avoid interruption in production and 
delivery of war material such physical inventories at 
certain locations were omitted in the last half of 1943; 
consequently, our examination did not include physi­
cal test of quantities at those locations, but we re­
viewed the Company's substitute procedures and satis­
fied ourselves as to the substantial fairness of the 
inventories. The operating accounts of one domestic 
subsidiary are included in the financial statements 
for fourteen months ended December 31, 1943 and 
the accounts of its foreign subsidiaries on the basis 
of fiscal years ended October 31.” (From the 1943 
Annual Report of The American Rolling Mill Com­
pany and included as part of the first paragraph. 
No qualification was made in the general statement 
regarding the scope of the examination or in the 
opinion paragraph.)
“It has been the company’s policy to take complete 
physical inventories once a year, but, owing to the 
demand for its products growing out of the war pro­
gram, a cessation of operations for the purpose of 
taking physical inventories has not been practicable 
since December 31, 1940. It was, however, found 
practicable to take physical inventories at December 
31, 1943 of finished machines and certain materials, 
in all representing approximately ten per cent of the 
inventories. All other inventories reflected on the 
balance sheet are based on book records. The trans­
actions recorded in the inventory accounts since the 
date of the last complete physical inventory have been 
subjected to comprehensive test checks, and consider­
ation has been given to obsolescence and other factors 
which normally would have been dealt with had 
physical inventories been taken. We have satisfied our­
selves as to the Company’s procedures, and although 
our test checks of quantities were confined to the 
physical inventories taken, referred to above, we are 
satisfied that the book inventories fairly and reason­
ably reflect their value at December 31, 1943, oh sub­
stantially the same basis as the inventories at the be­
ginning of the year.” (From the 1943 Annual Report 
of Caterpillar Tractor Co., and included as an inter­
mediate paragraph. No qualification was made in the 
general statement regarding the scope of the examin­
ation or in the opinion paragraph.)
“Reference is made to Note 5 to the Financial 
Statements relative to retroactive increases in wage 
rates. Although, in the opinion of the management, 
the over-all provision is adequate and it appears on
the basis of explanations given us by company officials 
that such provision should be adequate, we are not 
in a position, from the limited information available, 
to reach a conclusion as to whether that is so, or 
whether the amount provided at October 31, 1944, 
may be excessive.” (From the Prospectus issued Febru­
ary 8, 1945 of King-Seeley Corporation—formerly Cen­
tral Specialty Company. An exception was made in 
the general statement regarding scope of examination 
and the opinion was given “subject to our inability 
to pass upon the liability arising from retroactive 
adjustment of wage rates referred to in the second 
preceding paragraph.”)
“We have not examined the accounts of the foreign 
Subsidiary Companies operating in Axis and Axis- 
occupied countries. The assets and related liabilities 
and reserves of these companies have not been con­
solidated, but the investments in these companies and 
in other net foreign assets in Axis and Axis-occupied 
countries have been segregated in the Consolidated 
Balance Sheet.” (From the 1943 Annual Report of 
Gillette Safety Razor Company. The opinion was 
stated “subject to the exception stated in the pre­
ceding paragraph.”)
“Raw materials, work in process and finished prod­
ucts on hand at December 31, 1940 and 1941, were 
determined on the basis of physical inventories taken 
as of those dates. We reviewed the plan and system 
of control adopted for inventory purposes and ob­
served the taking of the inventories with respect to 
certain items selected by us, thereby satisfying our­
selves that the methods of taking and recording the 
quantities were carried out effectively. However, as 
explained in Note 2 to the accompanying statement 
of Profit and Loss, the inventories as of December 31, 
1938 and 1939 ($19,306.64 and $19,317.36 respec­
tively) , have been stated at ledger amounts without 
substantiation by physical inventories except in the 
case of finished products, raw materials having been 
based on estimates by an officer of the Company and 
work in process having been computed from cost 
sheets relating to uncompleted orders at the respec­
tive inventory dates. In support of the work in process 
at December 31, 1938 and 1939, which comprised 
approximately 90% of the total inventories of those 
dates, we traced substantially all of the items by 
reference to duplicate sales invoices of the subsequent 
period.
“Except that it was not practicable, in the absence 
of physical inventories at December 31, 1938 and 1939, 
to undertake the customary auditing procedures in 
regard thereto, our examination was made in accord­
ance with generally accepted auditing standards ap­
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plicable in the circumstances and included all pro­
cedures which we considered necessary.” (From the 
Prospectus issued in April 1942 by Vinco Corpora­
tion. No exception was taken in the opinion para­
graph.)
“The basis upon which the Company’s net invest­
ment in foreign subsidiaries is stated is set forth in 
Note 2 to the Financial Statements. As in past years, 
we examined the accounts of the English and Cana­
dian Subsidiaries for the year and the accounts of the 
Spanish Subsidiary have been examined by Messrs. 
---------------------------  & Co., Chartered Accountants.
Because of war conditions it has been impossible to 
have the accounts of the French Subsidiary audited 
since December 31, 1940.” (From the 1943 Annual 
Report of the Armstrong Cork Company. The opinion 
was stated “subject to the ultimate adequacy of the 
reserves provided against the Company’s Investments 
in and Advances to Foreign Subsidiaries, in the light 
of the present war, as to which we are not in a posi­
tion to express an opinion.”)
2. Relating to the Financial Statements Themselves
“The appropriations for retirements of property 
other than transportation equipment have been made 
upon the basis of charging against income and credit­
ing to retirement reserve an annual amount deemed 
by the Company to be adequate to cover retirement 
losses. The amounts so appropriated for each of the 
years 1941, 1942, and 1943 and for the nine months 
ended September 30, 1944 (on an annual basis) rep­
resent 2.42% of the depreciable property balances 
other than transportation equipment.” (From the 
Prospectus issued February 21, 1945 by Oklahoma Gas 
and Electric Company. The opinion was stated “sub­
ject to the adequacy of the appropriations for retire­
ments, as to which we are not in a position to express 
an opinion.”)
“In our opinion, except for the possible effect of 
renegotiation of government contracts as referred to 
in Note C to the balance sheet, the accompanying 
consolidated balance sheet and related statement of 
income and earned surplus fairly present ...” (From 
the 1943 Annual Report of Bucyrus-Erie Company.)
“As stated in Note E of Notes to Accounts, rene­
gotiation of war contracts for the year 1942 has been 
substantially completed and refunds have been made. 
Renegotiation proceedings for the year 1943 have not 
commenced; therefore, the amount refundable cannot 
be determined at this time. However, a provision for 
refunds on 1943 war contracts has been made on the 
general basis of the settlement for 1942.” (From the 
1943 Annual Report of Blaw-Knox Company. The 
opinion was stated “with the explanation in the 
paragraph above.”)
“The accompanying consolidated balance sheet is, 
in our opinion, subject to the adequacy of the reserve 
for depreciation although the consolidated current
provision for depreciation is reasonably adequate.
“As indicated in Note 2 to the balance sheets, pro­
ceedings are pending before the Securities and Ex­
change Commission involving changing the capital 
structure (other than bank loans) of the Corporation 
into one class of stock, namely common stock, and the 
restatement and segregation of investments in sub­
sidiary companies, at amounts to be determined by 
the Board of Directors. The effect of these proceed­
ings upon the accompanying financial statements is 
not known at this time, but the Corporation has sub­
mitted to the Securities and Exchange Commission a 
plan to change the capital structure for the purpose 
of enabling it to comply with the Commission’s re­
quirements.” (From the 1942 Annual Report of The
Commonwealth & Southern Corporation. The opinion 
was stated “except for the effect on the financial state­
ments of the matters discussed in the two preceding 
paragraphs.”)
“Subject to the following reservations which are 
more fully set forth in the related notes to the finan­
cial statements:
(1) the final determination of the reserves required 
against investments in domestic subsidiaries and sub­
sidiaries in the Philippine Islands (see Note 5 on 
page 31);
(2) the adequacy of the accumulated reserves for 
retirement (depreciation and depletion) of fixed capi­
tal, as to which we are not in a position to express 
an opinion (see Note 4 on page 30) ; and
(3) the effect of such adjustments as may be re­
quired upon final determination of original cost of 
fixed capital (see notes 2 and 4 on pages 28 and 30); 
the accompanying balance sheets and related state­
ments of income, surplus and reserves, in our opinion 
. . .” (From the 1943 Annual Report of Associated 
Electric Company.)
“The company maintains a combined surplus ac­
count. On the basis of our analysis of the combined 
surplus account as outlined in the statement included 
in the annual report for 1943, in our opinion surplus 
at December 31, 1944 consists of earned surplus, 
$168,158,185 paid-in surplus, $39,895,458; and un­
realized appreciation of investments less amount capi­
talized through stock dividends, $157,456,462.
“With the information set forth in the preceding 
paragraph, in our opinion, the accompanying con­
solidated balance sheet and related statements of con­
solidated income and surplus present fairly . . .” 
(From the 1944 Annual Report of E. I. du Pont de 
Nemours & Company.)
“The accompanying financial statements reflect 
charter hire and insurance indemnities in accordance 
with contracts with and regulations of the War Ship­
ping Administration. However, we are informed that 
in the opinion of the Comptroller General of the 
United States, payment cannot lawfully be made for 
these items, with certain exceptions, at values, or 
rates based on such values, higher than those pre­
vailing on September 8, 1939, which have not been
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determined but which are believed to be lower than 
those contemplated in the regulations. It is not pos­
sible at this time to state whether the rates and values 
used in determining the receivables and corresponding 
revenues reflected in the attached financial statements 
will be those which prevail in final settlement. No 
provision is made in the accompanying financial state­
ments for any ultimate adjustment of these items.” 
(From the 1942 Annual Report of American Export 
Lines, Inc. The opinion was stated “except for the 
reservation expressed in the preceding paragraph.”)
3. Relating to Consistency in Accounting Practices
“. . . in conformity with generally accepted account­
ing principles applied by the companies on a basis 
consistent with that of the preceding year, except that 
excess earnings on pipe line operations as explained 
in Note 1 have been deducted in arriving at the net 
profit, which procedure we approve.” (From the 1943 
Annual Report of Standard Oil Company [New 
Jersey].)
“. . . in conformity with generally accepted account­
ing principles applied on a basis consistent with that 
of the preceding year, except for the changes specified 
in notes (1) and (2) which have our approval.”
Notes (1) and (2) read:
“(1) Federal crop and soil benefits received in pre­
vious fiscal years were taken into the income of the 
fiscal year in which such benefits were collected. The 
accounting for such federal benefits was placed on 
an accrual basis during the year ended January 31, 
1943.
“In comparison with what the figures otherwise 
would have been, the effect of this change is to create 
a reserve (deferred liability) of $79,914.00 for federal 
normal tax and surtax and state income tax on ac­
crued federal benefits and to increase current assets 
$190,047.67, earned surplus $110,133.67 and net profit 
for the year $14,075.16.
“(2) Prior to the date of this balance sheet it was the 
practice of the corporation to include maintenance 
supplies under the caption ‘prepaid expenses—plant 
repair and replacement parts.’ As of January 31, 1943, 
the corporation classified maintenance supplies as an 
inventory item which forms a part of the current 
assets. The inventories of maintenance supplies 
amounted to $94,876.81 at January 31, 1943, and to 
$98,075.09 at January 31, 1942.” (From the 1942 An­
nual Report of The South Coast Corporation.)
“. . . in conformity with generally accepted account­
ing principles (except for the charging of depreciation 
and loss on disposal of fixed assets to the revaluation 
reserve in the years 1937 and 1938) applied on a con­
sistent basis (except for the correction of accounting 
principles as at January 1, 1939) . . .”
An intermediate paragraph read:
“In 1937 and 1938, the Company charged a portion 
of the depreciation and loss on sale of assets to the 
reserve for revaluation of properties which was estab­
lished as at December 31, 1932 by action of the officers 
of the Company, ratified by the Board of Directors 
March 28, 1934, as a general reserve against the fixed 
property accounts by charge to earned surplus in the 
amount of $2,758,026.63. The amounts so charged 
during the period under review were as follows:
Depreciation Loss on DisPosal 
  of Assets
Year 1937................ 271,386.72 $12,935.96
Year 1938.............. 123,859.33 24,340.83
As at January 1, 1939, the reserves for depreciation 
were adjusted to agree essentially with the deprecia­
tion schedules which have been accepted by the United 
States Treasury Department as the basis for the com­
putation of allowable depreciation for income tax 
purposes. The net effect of this adjustment was to 
increase the depreciation reserves in the amount of 
$452,529.69 by charge to surplus, and in this connec­
tion the balance of $1,115,078.27 remaining in the 
reserve for revaluation of properties was returned to 
surplus. Depreciation in an amount of $120,185.50 
would have been charged to the revaluation reserve 
in 1939, had the method employed in the preceding 
years been followed for that year.” (From Prospectus 
issued December 27, 1940 by The Electric Auto-Lite 
Company.)
“. . . in accordance with accepted accounting prin­
ciples, which, except as set forth in Note E (iii) of 
Notes to Consolidated Balance Sheet, have been con­
sistently maintained during the period under review.”
Note E(iii) read as follows:
“Since inception it has been the practice of the cor­
poration to capitalize under this title, as part of the 
cost of inventions, patents and patent applications 
owned by it, all expenditures made by it or its sub­
sidsidiary except (1) for amounts carried as equip­
ment and inventory, and except (2) that beginning 
with 1934 substantially all general office expense and 
for the years 1935 and 1936 all laboratory expense, 
except laboratory supplies and patent attorneys’ fees, 
were charged to profit and loss and offset, in part, 
by credits representing initial licence fees received 
under certain license agreements. However, as at De­
cember 15, 1938, and in preparation of the balance 
sheet at that date and the statements herewith, this 
procedure has been altered so as to capitalize all 
expenditures except for those in (1) above and except 
for certain other amounts of a special nature or hav­
ing to do with issuance of the corporation’s capital 
stock or with the present reorganization and dissolu­
tion of the corporation, and the initial license fees 
received have been applied as credits under this 
title. It also has capitalized advances amounting to 
$153,897.03 made by a licensee to defray costs and 
expenses of research carried on for the benefit of the 
corporation.” (From Prospectus issued March 21, 
1939 by Farnsworth Television & Radio Corporation.)
“. . . in conformity with generally accepted account­
ing principles applied, except as stated in the preced­
Trends in Auditing and Reporting Ch. 11-p. 27
ing paragraph, on a basis consistent with that of the 
preceding year.”
The preceding paragraph read:
“During the year 1944 certain changes have been 
made in accounting practices followed in 1943 and 
preceding years. Goodwill carried on the books with­
out change since 1934 has been written off by a charge 
to surplus. The portion of the metal stock reserve 
applicable to gold has been credited to surplus. Of 
the reserve for revaluation of investments, which had 
been set up in prior years by charges against surplus, 
$5,000,000 is no longer required and has been trans­
ferred to surplus. As the book value of these invest­
ments is less than their indicated market value at 
December 31, 1944, the balance of the reserve, 
$8,038,850.66, is included among reserves on the lia­
bility side of the balance sheet. As stated in note to 
income statement, if the same procedure had been 
followed in 1944 as in 1943 and previous years in
providing for extraordinary obsolescence, net income 
would have been reduced by $752,343.70.” (From the 
1944 Annual Report of American Smelting and Re­
fining Company.)
“. . . in conformity with generally accepted account­
ing principles consistently applied, except as stated in 
the third paragraph hereof, during the period under 
review.”
The paragraph referred to read:
“In 1943, an amount written off cost of properties 
acquired, to give effect to appraised or book values of 
such properties, was charged against capital surplus. 
A similar write-off in 1944 with respect to properties 
acquired was charged against earned surplus. We 
approve this change in procedure.” (From Prospectus 
issued March 14, 1945 by Continental Can Company, 
Inc.)
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CHAPTER 12
NEW AUDITING TECHNIQUES
By Maurice E. Peloubet
Staff Assignments
THE “dull season’’ in an accountant’s office is an unlamented casualty of the war. The old condi­tions, where everyone in the office worked feverishly 
for four months a year, moderately for another three 
or four months, and looked for work to do for the 
rest of the year, are gone and the indications are that 
they are gone permanently. There are several reasons 
for this. One, but probably not the most important, 
is the increased use by corporations of fiscal years 
ending at dates other than December 31st. More im­
portant is the large amount of work which can be 
done on regularly recurring audits at times other than 
at the close of the year. Special work, particularly 
when this is not of an emergency nature, can also 
be done at times when there is less pressure on the 
staff.
Effect of Extended Procedures   
The committee on auditing procedure of the Amer­
ican Institute of Accountants was organized in Octo­
ber 1939, and has issued statements as conditions 
seemed to require on new and improved auditing 
techniques. These statements are generally followed 
by practicing public accountants and where they are 
not followed, the burden of proof is generally con­
sidered to fall on the accountant to show why the 
approved procedures are not applicable to the par­
ticular case. Statement on Auditing Procedure No. 1, 
issued in October 1939, dealt with the audit of in­
ventories and receivables. It stated that accepted audit 
procedures were, for the audit of receivables, con­
firmation by direct communication with the debtor 
and, for inventories, physical observation. Other state­
ments followed which, to a large extent, depended 
on this. These pronouncements were issued at about 
the time of the beginning of the present war but 
several years before this country became an’ active 
belligerent. There was, therefore, enough time for 
the accounting profession and the business public to 
become accustomed to the new requirements which, 
after some discussion and surprisingly little modifica­
tion, were agreed to as normal and accepted proce­
dures.
There seems to be no probability of any important 
relaxation in auditing requirements now or in the 
future. Throughout the war period, for instance, 
whenever any accepted procedures in the audit of in­
ventories or receivables were omitted, the auditor was 
required to explain fully the reasons for such omission 
and to indicate the steps taken by him to compensate
for the work which could not be done. The reasons 
for omitting recognized procedures were, for example, 
with inventories, a request from the armed services 
to omit inventory to avoid interrupting production. 
Where accounts receivable were not confirmed, this 
was generally the result of inability on the part of 
the armed services or government departments to con­
firm the accounts when requested.
The exigencies of government accounting seem to 
require the control and recording of liabilities to sup­
pliers item by item rather than by a total account with 
the supplier. It is not difficult to see why methods 
of this sort are more efficient and economical from 
the government’s point of view. However, this method 
of record keeping does make satisfactory confirmation 
of balances receivable from the government a virtual 
impossibility and it is customary to explain without 
taking exception that accounts with the armed ser­
vices and government agencies have not been con­
firmed by direct communication with the debtor but 
that other means have been used to satisfy the auditor 
of the correctness of the balances.
Various methods may be employed by the auditor 
to satisfy himself of the correctness of balances with 
governmental departments or agencies in the absence 
of direct communication. He may check payments of 
the balances subsequent to the audit date. He may 
examine contracts and correspondence with the armed 
services. He may compare an account receivable for 
billings on partial deliveries with inventory or ship­
ping records to determine what proportion of a con­
tract has been shipped. The ingenious auditor will 
not find it difficult to work out other methods suited 
to particular circumstances for satisfying himself on 
these receivables.
Records and statements made in connection with 
renegotiation and forward pricing may be valuable as 
a supplementary check. It is easier in most cases for 
the auditor to satisfy himself on government re­
ceivables without confirmation with the debtors be­
cause he is dealing with a small number of customers 
and his contracts are usually of substantial amounts 
calling for specific deliveries at specific times.
Influence of Extension of Time for Filing Reports
Demand for the maintenance of standards, com­
bined with lack of manpower, has forced accountants 
to do work whenever they could rather than at the 
close of the year. Another opportunity for spreading 
work over the year during the war period has been 
the tendency for government departments, principally 
the Treasury Department and the Securities and Ex­
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change Commission, to be more liberal in granting 
extensions for the reports and returns which must be 
filed with them. The present liberal policy in grant­
ing extensions, particularly for corporation tax re­
turns, seems to be working well. Whether this policy 
is merely recognition of wartime lack of manpower 
and wartime complications in returns is not clear at 
the moment.
The required filing of tentative returns at the date 
when returns would be due without an extension and 
the required payment of an estimated tax have gen­
erally resulted in the payment of a somewhat larger 
amount than the first instalment of the tax would 
have been if a complete return had been filed on 
time. The running of interest on the deficiencies in 
amounts paid on tentative returns as compared with 
what would have been paid if the complete return 
had been filed on time is a strong deterrent to under­
estimate. Overestimate is not dangerous as the tax­
payer is not committed in any way by his tentative 
payment. It is to be hoped that the experience which 
the Treasury has had with a fairly liberal policy on 
extensions will lead that department to extend the 
practice rather than to restrict it after the close of 
hostilities, always, of course, provided, as is now the 
case, proper protection to the revenue is assured. 
These factors make the assignment of staff, particu­
larly so far as a reasonable continuity of work is con­
cerned, a much easier matter than it was formerly. 
Staff Specialization
Another influence on staff assignments is the grow­
ing tendency to specialize even in a comparatively 
small office. It is impossible for one man to be up- 
to-date and fully informed on every feature which 
comes up even in simpler audits. No one person can 
be fully informed on each of the subjects of federal 
taxes, social security, wage stabilization, cost account­
ing, and Securities and Exchange Commission prac­
tice, to name only a few of the factors which must be 
considered in almost every audit.
More and more the well-organized accounting office 
is developing into a group of specialists who are con­
sulted on the unusual features of engagements. The 
staff senior or manager who is directly responsible 
for the engagement is in somewhat the same position 
as the old-fashioned “general practitioner” in medi­
cine. He must be able to handle most things and to 
recognize everything. He should also be able to tell 
where his own particular knowledge and experience 
start and stop. Generally, federal income tax returns 
are made out by the senior in charge but even a simple 
return should not be signed and given to the client 
until it is reviewed by a partner or staff man who 
is especially experienced in taxes. If a new and 
difficult question on cost principles or on the inter­
pretation of some government requirement comes up 
in the course of an audit, the senior in charge should
take it up with someone in the firm who is better 
qualified to pass judgment on the issues involved.
The increasing complexity of business, and par­
ticularly the complexities introduced by government 
regulations and requirements, is changing the old 
and simple method of organization. While a partner 
of the firm is still responsible for a particular engage­
ment, this responsibility is shared to some extent with 
those who are more expert in particular phases of 
the work. All this does not make for the best and 
most economical assignment of staff to particular 
engagements.
The special qualifications of staff members must be 
studied with much more care than used to be neces­
sary. A partner or office manager cannot say to him­
self, “Brown is a pretty good man; he did a nice job 
on investigating that stove factory. I know he will 
be all right to put in charge of the ‘XYZ’ investment 
trust audit.” In older and simpler times a sound 
basic knowledge of accounting, general intelligence, 
and common sense fitted a man for almost any assign­
ment which could be given to him. This, however, 
is no longer entirely true. The work of the profes­
sion itself is becoming more and more specific and 
codified, although not to the extent that initiative 
and judgment are smothered. The requirements and 
rules of governmental agencies have become quite 
specific and the accountant assigned to such work must 
be familiar with them.
As the fields in which the profession will serve be­
come more specialized, it is obvious that an account­
ing firm may find it necessary to have men available 
who are specially trained or experienced in matters 
such as, for example, taxes or the requirements of 
regulatory bodies. The special training of these men 
can be applied to each engagement where these ques­
tions arise.
While it is still true that anyone in charge of staff 
assignments should try to give the staff as diversified 
experience as possible, consistent with the rapid and 
economical execution of the work, it is also true that, 
before assigning a man to a specific piece of work, 
his detailed training and experience must be con­
sidered as well as his general ability. For this reason 
more selective forward planning in staff assignments 
on regular recurring audits is now necessary. If a 
man has been doing general auditing work and it is 
contemplated that he will work, say, on the audit of 
inventories involving a knowledge of standard costs, 
he should be warned of this and given an opportunity 
to prepare himself for this specific work either by 
refreshing his memory or by research and study. If 
it is contemplated that a staff man will be put on 
new work which requires a knowledge, say, of the de­
tailed operation of consolidated income tax returns, 
he should likewise be given an opportunity to attend 
courses and lectures, and he should be advised what 
to study.
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All this is from the point of view of the partner 
or office manager responsible for staff assignments. 
From the other side, that of the man who wishes to 
improve himself and to advance, the situation is just 
the same. If a staff member feels that he could be­
come a good cost and systems man, or a social se­
curity expert, a wage stabilization expert, a tax man, 
or a Securities and Exchange Commission specialist, 
he will, if he prepares himself, and if the firm by whom 
he is employed has enough work of the kind for which 
he is preparing himself, be given the assignments 
which he wants as soon as he convinces his supervisors 
that he is qualified. Generally, his supervisors will 
be overjoyed to find that they have another man to 
whom they can assign specialized types of work.
We will always have the regularly recurring audit 
which might form a larger part of the volume of 
the work in an accountant’s office after the war than 
it does at the present time when there are so many 
calls from clients for special services. Some of these 
calls are made because of the inability of the client’s 
staff to handle the questions raised, but many calls 
are made merely because the client’s staff do not have 
time to do the extraordinary work. The extent to 
which these calls will be made after the war is prob­
lematical. It is doubtful that they will cease entirely, 
but it is equally doubtful that there will be as many 
of them as there are during the war. In any event, 
a somewhat specialized staff may always be used to 
fill in on regularly recurring audit work, the impor­
tance of which should not be lost sight of because 
of the apparent urgency of current special require­
ments.
Internal Auditors and the Use of the 
Client’s Staff
The importance of internal auditing has grown 
rather than diminished during the war period and 
there is no reason to believe that this tendency will 
change after the close of hostilities. This growth of 
internal auditing is primarily the result of the in­
crease in size and in volume of operations of compa­
nies engaged in war business. Basically, internal 
auditing is a tool of management.
Function of the Internal Audit Staff
The more obvious function of the internal audit staff 
is to establish internal control and uniformity in the 
accounts and records in comparable plants or enter­
prises under the same management. It has also been 
used to gather information from which to prepare 
consolidated statements. These functions are impor­
tant and will always form a large part of the work of 
the internal audit staff. Examples of internal audit 
primarily for purposes of control are the internal 
audit of automobile service stations, a chain of retail 
stores, or a chain of bakeries. However, the further
development of internal control will proportionately 
reduce the volume of the more detailed auditing work 
done by the internal auditors.
In addition to these functions, it is, like so many 
other organizational devices and techniques, a means 
of extending the grasp of management and enlarging 
management’s means of observing and comprehend­
ing complex and widely distributed operations. The 
Institute of Internal Auditors has done a great deal 
to make the possibilities of internal auditing clear. 
It has also done much to improve the position of the 
internal auditor and to make his general usefulness 
known. The publications of the Institute of Internal 
Auditors are valuable both to the prospective internal 
auditor and to the public accountant, since they form 
the best body of discussion of this rapidly growing 
feature of corporate organization which we have. 
(See references at the end of Chapter 13.) Internal 
auditing is interesting to the man who is entering the 
profession, or who is resuming its practice, in two 
ways: first, as a possible position as internal auditor, 
and, second, in its relation to the practice of public 
accounting.
An internal auditor on the staff of a progressive 
corporation, large or small, has unusual opportunities 
for experience and advancement. A few years on the 
internal audit staff of a well-organized corporation 
should give a man a better knowledge of its affairs 
than could be obtained in any other way. It is usual 
for men to be promoted from the internal audit staff 
to responsible executive or administrative accounting 
positions. It is less usual, but still not infrequent, for 
men to be promoted to administrative positions in the 
financial and operating departments of corporations.
The work on the internal audit staff of a large cor­
poration, while interesting and providing valuable 
experience, is difficult. It generally requires a good 
deal of traveling, intense concentration, occasional 
long and irregular hours, and a constant check and 
guard on the attitude of the internal auditor toward 
those with whom he is working. In other words, 
the requirements are much the same as those for pub­
lic accounting, except that the internal auditor is pri­
marily interested in the affairs of a single enterprise 
and in perfecting himself in the knowledge of the 
principles and techniques of this business.
Aid to the Independent Audit
From the public accountant’s point of view, inter­
nal auditing might be said to be the one thing which 
makes an independent audit of an organization like 
the United States Steel Corporation, Socony Vacuum 
Oil Company or the American Tobacco Company 
feasible. The difficulties of maintaining a public ac­
counting staff large enough to make an adequate 
audit of corporations such as these if they had no 
internal audit staffs of their own are too obvious 
to need elaboration. The practical method is for the
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public accountant to make the Utmost use of the 
work done by the internal audit staff and to secure 
the cooperation of the internal auditors in every way 
possible. That this method is reasonable is admitted 
on every side. Rule 2-02 of Regulation S-X of the 
Securities and Exchange Commission states:
“In determining the scope of the audit necessary, 
appropriate consideration shall be given to the ade­
quacy of the system of internal check and control. 
Due weight may be given to an internal system of 
audit regularly maintained by means of auditors em­
ployed on the registrant’s own staff. The accountant 
shall review the accounting procedures followed by 
the person or persons whose statements are certified 
and by appropriate measures shall satisfy himself that 
such accounting procedures are in fact being fol­
lowed.”
It has long been understood by bodies such as the 
stock exchanges, banks, and other credit grantors that 
few public accounting firms would find it practicable 
to make anything approaching a detailed audit of a 
corporation of any size. This has cut down the amount 
of detailed work done in the average accounting 
office and has correspondingly reduced the opportuni­
ties for training juniors in detailed auditing tech­
nique.
In the old days, which now seem almost prehis­
toric, every junior could count on a reasonably ex­
tended course in what many of us have heard Colonel 
Robert H. Montgomery graphically describe as the 
“tick and holler” method of auditing. While everyone 
will agree, especially those who have gone through it, 
that it is not difficult to get too much of this experi­
ence, it is equally true that a certain amount of it is 
indispensable. A young man might well consider 
whether a year or two on an internal audit staff 
might not be worthwhile for the perfection of detailed 
auditing technique.
The public accountant should not accept, without 
examination, the results of the work of the internal 
audit staff. He should satisfy himself that the staff is 
composed of men of adequate training and ability, 
that it functions with a proper amount of freedom 
and independence, that its programs and methods are 
properly devised and that they are actually put into 
effect, and that it reports to an official sufficiently 
removed from the actual recording of transactions and 
in a position of sufficient responsibility and authority 
 to be sure that he will take an objective view of the 
matters reported to him and will be able to see that 
such matters as require the consideration of the execu­
tive officers or the board of directors are brought 
before them. All this requires the expenditure of 
time and the exercise of judgment. A critical exami­
nation of internal audit programs, a careful perusal 
of internal auditors’ reports, and a test to see if the 
internal auditors actually do the work which they 
are instructed to do requires time as well as the exer­
cise of skill and judgment. In many ways it is one 
of the most important parts of an audit.
The relation between the independent auditor and 
the internal auditors is certainly not that which ex­
ists between the independent auditor and members 
of his staff. The independent auditor does not di­
rectly issue instructions to members of the internal 
audit staff, although he may frequently do so indi­
rectly by making suggestions for internal audit pro­
grams. The relation is more nearly parallel to that 
existing between two accounting firms, one of which 
is doing work which the other firm is willing to 
accept after satisfying itself of the responsibility and 
reliability of its correspondent.
Reliance on Work of Client’s Staff
The work of the internal auditors is not the only 
way in which the accounting staff of the client might 
assist the public accountants. In every recurring audit, 
schedules should be prepared by the client for the 
auditor. In many cases these are duplicates of records 
and memoranda necessary for the conduct of the busi­
ness of the company. Trial balances of general and 
subsidiary ledgers, lists of additions to plant and 
equipment, summaries of investment accounts, lists of 
investments, summaries of inventories, schedules of 
expenses, and schedules showing changes in fixed 
liabilities are a few examples of the types of schedules 
which may usefully and properly be prepared for the 
auditors.
The public accountant’s duty is to check, prove, and 
verify, and he does this just as well using schedules 
prepared by the client as he does using those which he 
has written himself. This, of course, applies more to 
the large and well-organized corporation than to the 
small close corporation, partnership, or individual 
trader.
In the matter of reliance on the work of the in­
ternal audit staff and the preparation of schedules 
and statements by the clients, the requirements of 
the Securities and Exchange Commission and those 
of generally accepted auditing procedures are the 
same. The Securities and Exchange Commission, 
however, has some rather formal requirements con­
cerning the use of a client’s staff. It would, for ex­
ample, in the opinion of the Commission, be quite 
improper for the auditor to request the client’s book­
keeper or even the client’s internal auditor to assist 
in making a specific check of some record. It is 
apparently quite correct, in the eyes of the Commis­
sion, to accept similar work when done as part of the 
internal audit work.1
The position of the Commission seems to be predi­
cated on the existence of internal control and internal
1William W. Werntz, “The Viewpoint of the Securities and Ex­
change Commission on Internal Auditing,” The Journal of Ac­
countancy, Dec. 1943, pp. 470-478.
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auditing which approaches the ideal, a situation 
almost never met with in practice. In many engage­
ments, particularly in the audits of smaller enter­
prises, the accountant must frequently make up for 
the deficiencies of his client’s organization.
There is no doubt that where the public accountant 
does work which is under the supervision of the Com­
mission he must follow the Commission’s require­
ments. In audit work which does not look to the prep­
aration of statements for the Securities and Exchange 
Commission but is done to report on statements for 
credit grantors or proprietors, the accountant may, 
under special circumstances, make use of the assistance 
of the client’s staff, and he should rely on his own 
judgment as to the nature and extent to which this 
assistance can be used without affecting the integrity 
of his audit work.
The use of the client’s staff in an audit is naturally 
one of the features of the difficult and thorny question 
of independence. It is noteworthy that the Commis­
sion expressly disclaims its intention or ability to de­
termine the fact of independence and relies on a pre­
sumption of lack of independence in the presence 
of certain acts and conditions. This position is en­
tirely different from one based on independence in 
fact. (See the discussion of independence in the pre­
ceding chapter.) It is mentioned here as explaining 
why certain methods and procedures may be used in 
audits of corporations, the securities of which are not 
listed on a national securities exchange or audits of 
corporations which have not issued and do not con­
template the issue of securities registered under the 
securities acts, which it would be unwise to adopt 
in the audit of a corporation coming under the con­
trol or supervision of the Securities and Exchange 
Commission. Independence in fact should never be 
lost sight of, but the public accountant should not re­
fuse to perform for a client not subject to supervision 
or control by the Securities and Exchange Commission, 
extraneous acts or services deemed by it to imply a 
lack of independence, if the accountant is, in fact, in­
dependent.
The relation of the accountant to his smaller clients 
—individuals, partnerships, or closely held corpora­
tions—is generally and rightly that of guide, philoso­
pher, and friend or father confessor or business 
physician, or all of these. No lack of independence 
need exist in such a relationship, nor should it exist. 
Such a lack might perhaps be imputed under the 
rules of the SEC.
Under such circumstances, it is impossible to avoid 
influencing the policy of smaller clients. The main­
tenance of an aloof, disinterested, and strictly critical 
attitude is impracticable. However, it is not necessary 
to lose independence merely because the accountant, 
instead of auditing a journal entry, drafts it, or be­
cause the accountant, in criticizing an unsound policy, 
suggests an alternative. However, the keeping of cor-
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porate records or acting as a business advisor would 
probably be enough for the SEC to impute lack of 
independence.  
To sum it up, the standard of independence of 
the Securities and Exchange Commission requires that 
the public accountant should not only actually be 
virtuous but that he should be above suspicion of a 
lapse. To meet this standard of the Commission, he 
would have to be separated and insulated from the 
possibility of temptation or error.
Interim Work and Reports
As mentioned previously, under Staff Assignments, 
there is no longer any considerable period of pro­
tracted inactivity in most accountants’ offices. One 
of the reasons for this is the general recognition of 
the desirability of doing as much work as possible at 
other times than shortly after the close of a company’s 
fiscal year. The best opportunity for doing interim 
work is afforded in the regular recurrent audit. Here 
it is generally possible to complete practically all of 
the detailed checking and testing before the close of 
the fiscal year.
Inventory Tests
In a well-organized company where some sort of per­
petual inventory record or some sort of balanced 
material accounts are kept, tests of physical inven­
tories may be made at any reasonable time. In 
general, not more than a year should elapse between 
the time the tests are made. For instance, if inventory 
tests were made in January of one year, it would 
probably be undesirable to make tests in April of the 
succeeding year, because this would leave too long an 
interval between tests. The same is true of confirma­
tion of accounts receivable. Confirmations and tests 
may be made at various times during the year and the 
results brought up to the close of the year. They relate 
to methods and systems as well as to proof of the ex­
istence of specific assets.
Confirmation of Accounts Receivable
Confirmation of accounts receivable by direct com­
munication with the debtors need not necessarily be 
made as of the close of the fiscal year. If receivables 
are confirmed once in the year and if the date of 
confirmation is reasonably close to the close of the 
audit period, this would in almost all cases be con­
sidered as falling within the scope of accepted audit 
procedures. As in the case of inventories, confirma­
tion by communication with debtors is as much a test 
of system and general conditions as it is of the ex­
istence and value of the specific account confirmed. 
If a confirmation shows satisfactory conditions at, 
say, October 31st, the auditor is justified in assuming 
that substantially the same conditions will exist at 
December 31st, if there are no important changes in 
system and personnel, and a review of the trans­
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actions between the confirmation date and the close 
of the year will generally be sufficient if the internal 
auditors confirm accounts receivable at interim dates. 
This fact, while not relieving the independent ac­
countant of responsibility for the confirmation by 
direct communication with the debtors, will be an 
important consideration in his decision as to the 
amount of the coverage of his own confirmation.
Additions to Plant and Equipment
Additions to plant and equipment may be sched­
uled for, say, eleven months and the remaining month 
added after the close of the calendar year. In some 
instances, it is valuable for practically complete 
accounts to be prepared for nine, ten, or eleven 
months and changes for the final period added. In 
many enterprises the events of nine, ten, or eleven 
months are fully representative of the operations of 
the year. Detailed test checks can generally be made 
before the close of the year, as these again are more 
for the purpose of determining the existence of proper 
methods and systems and the way they are carried 
out than for the proof of specific transactions. It is 
not particularly material for what period of the year 
they are made.
Client Cooperation
In all interim work the cooperation of the client 
is essential. When the saving in time and the avoid­
ance of disruption of the work of the client’s office is 
fully understood it is usually easy to get the consent 
of the client to do the audit work at such times and 
in such ways as the auditor sees fit. It is usually 
desirable to request the client to make extra copies 
of trial balances and other monthly statements for 
the close of the month as of which the interim audit 
is to be made.
Advantages of Interim Work
Many of the year-end adjustments are the results 
of transactions which have taken place earlier in the 
year or are the solutions of problems which have 
arisen earlier in the year. In most cases these can 
be settled long before the close of the year and if 
they are brought up during the interim audit they 
can be considered more carefully and the manage­
ment of the company can be given more time to de­
cide them than at the end of the year when every­
thing is done under pressure. This is particularly 
valuable when, as is usually the case, there are tax 
questions to be considered. It is always desirable to 
minimize the number of special year-end adjustments. 
These take time when time is most precious and the 
burden of proof is always on the company to show 
that these adjustments are made in the ordinary 
course of business. Entries made at the time or soon 
after the conditions arise, are obviously made in the 
ordinary course of business.
Another advantage of interim work is the avoid­
ance of large fluctuations between estimated and 
actual profits as corrections of estimated profits can 
be made currently with much more accuracy than 
when no interim work is done. It would require more 
space than is available here to indicate all the de­
tailed methods by which audit work may be done at 
interim periods for the purpose of facilitating work 
at the end of the fiscal year. Some of the more obvious 
possibilities are the heading and preparation of sched­
ules for recurring audits particularly where the sched­
ules start with the balances of a previous period. 
Where a company owns a substantial amount of 
securities, schedules may be prepared in advance 
which will greatly expedite the security count. It 
should generally be possible to work up during the 
year schedules showing changes in investments and 
to have available for the security count a statement 
showing exactly what should be on hand. Time and 
thought spent on the possibilities of interim work and 
the preparation for year-end work is never wasted. It 
may be worth while to spend three hours in August or 
September to save one hour in February. Each audit 
should be studied as an individual problem to deter­
mine the time when interim work may best be done 
and the nature of the work which will be most useful. 
Reports of Interim Work
The nature and extent of reports of interim audit 
work is one for the auditor and client to decide. In 
any event, informal reports and memoranda of data 
developed in the interim work should be made. Occa­
sionally, formal reports are useful when some special 
features need to be brought out or when there are 
large and serious corrections to be made. Interim 
work seems to be here to stay and the ingenious 
auditor can do much to improve his service to his 
client and to maintain the continuity of work for his 
staff by handling this intelligently.
Client’s Representations
Theoretically, the first process in an audit is the 
representation by the client to the auditor of the 
condition of the enterprise and of its operations for a 
given period. The auditor then tests this representa­
tion to his satisfaction. If he finds the representation 
to be correct he prepares and signs his statement of 
opinion, and the audit is completed. This appears to 
be the legal position whether or not the actual figures 
and words of the representation originate with the 
client or are merely adopted by him. To go through 
all the representations which a client makes and the 
processes by which the auditor satisfies himself of their 
substantial accuracy or lack of it, would be to write 
a comprehensive treatise on auditing, which is not the 
purpose here.
The Auditor’s Position as to Client Representations
Perhaps a better statement of the situation is that 
the accountant usually acts for most of his clients in
New Auditing Techniques
two capacities, that is, as the accounting advisor in the 
preparation and construction of the accounts which 
when completed become the representations of the 
client, and as the auditor testing the general accuracy 
and credibility of those representations. Practical con­
siderations make it impossible for him to avoid this 
dual position and generally there is no embarrassment 
or loss of independence in carrying out both functions 
almost simultaneously.
Ordinarily, the smaller clients require more assist­
ance in completing their financial statements. How­
ever, even among the largest companies there are many 
which do not present completed accounts for audit 
and certification but rely on their auditors, to some 
extent, for the completion of their statements. This 
condition is recognized by all those who have to do 
with corporate accounts, including the Securities and 
Exchange Commission.
As in so many questions involving independence, 
the word “integrity” might well be substituted for 
“independence,” The auditor in accepting the client’s 
representations should satisfy himself that an official 
of the client company or its legal counsel has made a 
review of the representations and that the company 
really wishes to represent what the statements purport 
to show.
The difference between the analytical work of audit­
ing and the constructive work of accounting must, 
however, always be kept in mind. For this reason it is 
preferable not to use the opinion of the auditor as a 
medium of exposition and explanation, except in ex­
traordinary cases. His certificate is primarily a state­
ment of his opinion and secondarily of the procedures 
which he has or has not used in his audit. Footnotes to 
a balance sheet, on the other hand, should never be 
used as qualifications but should be merely explana­
tion and amplification which it is not convenient to 
carry on the face of the statements.
Inventory Representations
There are some representations of clients which de­
serve specific consideration. One of these is that re­
lating to inventories. The present-day requirements for 
physical tests of inventories do not put the accountant 
in the position of a valuer or an appraiser. He is not 
a universal expert in materials and products. The 
purpose of the physical tests of inventories is primarily 
a test of method and system. This does not mean that 
the auditor is not to use common sense and judgment. 
Obviously, if the inventory called for steel bars, the 
auditor must see bars of heavy metal of approximately 
the quantity called for. Whether it is a common steel 
used for construction purposes or a bar of high-grade 
tool steel he cannot tell, but he can tell that some 
metal is there and that there is a system in effect which 
would require considerable falsification and collusion 
to record bars of ordinary steel or iron as expensive 
alloy tool steel. The auditor might further satisfy
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himself that if such falsification of the records were 
made it would interfere with the operations of the 
business. He cannot go much beyond this and he re­
lies to a considerable extent on the representations of 
the client.
A carefully drawn up inventory certificate signed 
by those responsible for taking the inventories, that is, 
by foremen, engineers, supervisors, plant superintend­
ents, rather than by the higher officials of the com­
pany, is a valuable protection to the auditor and an 
even more valuable moral check on the management. 
It is easy to say, “Oh, yes, we have at least 20 tons of 
metal in that pile,” but it is quite another thing for 
a man to sign a formal paper saying that in his opin­
ion, as a responsible operating man, there are not less 
than 20 tons of metal in a particular location. 
Liability Representations
Other special representations of clients are those 
which have to do with liabilities, actual or contingent, 
and commitments of various sorts which do not ap­
pear on the books. These representations are usually 
drawn up by legal counsel. The auditor is entitled to 
a representation by the client either that all known 
liabilities are included in the books of account or that 
there are certain specified liabilities contingent on the 
happening of certain events. The auditor is also 
entitled to a representation that there are no commit­
ments beyond those incurred in the ordinary course of 
business at current market prices.
Property Representations
While it may be assumed that the client represents 
that he or the enterprise is the owner of all real estate, 
buildings, machinery, and equipment carried on the 
books, it is often useful, particularly when the auditor 
makes no check or search of public records, to have a 
representation from the client’s legal counsel that title 
to all such property is actually in the company and 
that there are no liabilities secured by those assets. In 
general, the auditor should realize that in his capacity 
as auditor he is always occupied in testing the client’s 
representations. If he, as an accountant, puts these 
representations into intelligible shape, that does not 
change or alter his position of testing, questioning, 
or examining the representation of his client,
Statement of the Committee on Auditing Procedure
In Statement on Auditing Procedure No. 4, issued 
in March 1941, the committee on auditing procedure 
of the American Institute of Accountants made a full 
statement on the subject of clients’ representations, 
and everything in that statement still holds good ex­
cept that extensions of auditing procedure have 
changed the position to some extent so far as inven­
tories and receivables are concerned. No attempt has 
been made in this chapter to go over again the ground 
covered in that statement.
CHAPTER 13
AUDIT PROGRAMS AND WORKING PAPERS
By Maurice E. Peloubet
Audit Programs
HE general principles which underlie all audits 
will serve in a general way as a working pro­
gram for the audit of any type of business. Yet a
knowledge of how special kinds of business actually 
operate is essential to the successful auditor, for in 
many kinds of business there are special methods or 
knotty problems not found in other types of business. 
It is desirable, also, that some definite record be kept 
of the work performed on each audit, in order to in­
sure relative uniformity and to be certain that noth­
ing essential is overlooked. It is, therefore, common 
to prepare a program or outline of work to be done 
on a particular assignment and then to have all as­
sistants engaged on the work initial the portion of 
work which they do or record the time taken. The 
audit program is not used extensively by some firms, 
but when it is used a glance at the program informs 
the auditor of the progress of the work. In case of 
errors the responsibility therefor may be more easily 
placed, and, likewise, credit may be given for good 
work done.
The audit program is naturally more widely used in 
a large organization than in a smaller one but, even 
though a formal program is not prepared, the infor­
mation which it contains should be in the working 
papers in a clear and easily understood form.
Example of Audit Program
The summary of audit and internal check shown in 
this chapter is an example of a program for the audit 
of a consolidated enterprise. To a certain extent it is 
summarized and it might be necessary to supplement 
this program with others for subsidiary companies 
and to consolidate these in a program similar to this 
“Summary of audit work and internal check.” If this 
were done the small amount of duplicated work 
would be more than compensated for by the saving in 
time of the principal reviewing the work and the 
comparative ease with which the principal, manager, 
or senior could satisfy himself that all points were 
covered. A program such as this performs, to a large 
extent, the function of the questionnaire on internal 
check and control in use by many accounting firms 
both large and small.
Use of Formal Audit Programs
Whether the program should be prepared in ad­
vance to be strictly followed, or whether a general in­
dication should be given to the assistant in charge 
and the program of work actually done should be in­
spected after the audit, is a question to be decided by 
the principal, keeping in mind the conditions in his 
own office and the ability and experience of the assist­
ant in charge. The ideal method, perhaps, lies some­
where between the one extreme of a formal, rigid 
program laying down certain requirements which 
must be met, and neither permitting nor demanding 
anything further, and the other extreme of such loose 
general instructions that when work is completed it 
is difficult or impossible to determine exactly what 
has been done, or by whom. It is probably easier, 
particularly in a large organization, to overemphasize 
specific program requirements and thus stifle, or at 
least discourage, initiative and independent thought 
on the part of the assistant. In smaller organizations, 
where the principals are more thoroughly acquainted 
with the work and capabilities of their assistants, the 
tendency is generally in the opposite direction, and 
too much, perhaps, is left to the individual judgment 
of the assistant in charge. Familiarity of both prin­
cipal and assistant with the work may result in a tend­
ency to omit complete statements of work done or to 
minimize the importance of such a record.
The adoption of the extension of audit procedures 
covering accounts receivable and inventories has 
made it necessary to modify audit programs consider­
ably and has probably tended to increase their im­
portance in the field of auditing.
Certain procedures, those for the audit of cash or 
securities, for instance, are fairly well standardized 
and standard instructions may be of great value in 
the audit of this item. On the other hand, it is quite 
difficult, in a diversified practice, to issue instructions 
of the same nature for the audit of inventories. One 
large firm, for instance, issues special instructions for 
the audit of inventories of manufacturers.
Many years ago audit programs were followed with 
an almost religious exactness. There was then a pe­
riod of what was probably too great relaxation, and 
we are now in a period when the necessity for mini­
mum standards, control of staff operations, and the 
necessity of meeting a variety of formal demands re­
quires the use of formal audit programs. On the other 
hand, the principals both of large and small firms 
now realize the dangers of requirements which are, in 
themselves, too rigid or which are required to be 
adhered to too strictly. Constant efforts are being 
made to encourage initiative and the exercise of inde­
pendent judgment on the part of all members of the 
staff.
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Questionnaires on Internal Control
A publication of the American Institute of Account­
ants, “Examination of Financial Statements by Inde­
pendent Public Accountants,” issued in 1936, has this 
to say about the nature and scope of the auditor’s ex­
amination into internal control:
“An important factor to be considered by an ac­
countant in formulating his program is the nature 
and extent of the internal check and control in the 
organization under examination. The more extensive 
a company’s system of accounting and internal control 
the less extensive will be the detailed checking nec­
essary. For example, a plant addition in a large-sized 
company may be limited to the amount of a specific 
appropriation made by the administration; the work 
may be undertaken by a construction department, the 
funds be disbursed by the treasurer’s department and 
the whole be subject to review in the controller’s de­
partment when the necessary entries are made. In 
such a case the accountant is obviously warranted in 
making a much less extensive check of the details than 
in a small company where the manager orders the 
expenditure and the bookkeeper makes the entries.
“The term ‘internal check and control’ is used to 
describe those measures and methods adopted within 
the organization itself to safeguard the cash and other 
assets of the company as well as to check the clerical 
accuracy of the bookkeeping. The safeguards will 
cover such matters as the handling of incoming mail 
and remittances, the proceeds of cash sales, the prepa­
ration and payment of payrolls and the disbursement 
of funds generally, and the receipt and shipment of 
goods. These safeguards will frequently take the form 
of a definite segregation of duties or the utilization of 
mechanical devices. For example, the cashier will 
have no part in the entering of customers’ accounts 
or the preparation of their statements, and neither he 
nor the ledger keeper will have authority to issue or 
approve credits to customers; the clerk recording the 
labor time and preparing the payroll will not be per­
mitted to handle the funds; approval and entry of 
vouchers will be made by others than the disbursing 
officer; and stock records and inventory control will 
be kept independent of both the shipping and receiv­
ing departments. The extent to which these and 
other measures are practicable will naturally vary 
with the size of the organization and the personnel 
employed.
“The scope of the examination and the extent of 
the detailed checking must be determined by the in­
dependent public accountant in the light of the con­
ditions in each individual company. If there is little 
or no system of internal check, the client should be 
advised that a more detailed examination than that 
outlined hereafter is necessary if an unqualified re­
port is to be furnished. If there is an adequate system 
of internal check, certain parts of the detailed pro­
cedure may be unnecessary.”
The means usually employed to satisfy the auditor 
that the internal check and control is adequate or to 
point out where it is inadequate consist in the exam­
ination of the system and summarization in a series of 
answers or comments to questions on internal check 
and control contained in a check list or questionnaire. 
The use of the check list or questionnaire is unnec­
essary or impracticable, for a simple organization 
where many of the questions are superfluous, or for 
an enterprise of a peculiar or unusual nature. Here 
the auditors should prepare a comprehensive state­
ment covering the particular engagement.
However, in the usual audit of a trading or manu­
facturing enterprise, one standard form of question­
naire can usually be used with good results. These 
vary in form with the different firms, but the exam­
ple shown in this chapter is representative.
Ordinarily it will be necessary to disassemble the 
questionnaire into its various sections during the re­
view. After the questionnaire has been completed and 
reviewed by the senior and supervisor, it should be 
reassembled and filed as a unit in the working papers, 
preferably immediately preceding the working trial 
balance.
Attention is particularly directed to the need for 
including in the record resulting from the auditor’s 
reviews details of any known weaknesses in internal 
control which are not specially covered by responses 
to the questionnaire.
To a certain extent the internal control check lists 
and questionnaires are counsels of perfection. In a 
regularly recurring audit it is unusual for an attempt 
to be made to answer each question at each audit. If 
this were done the probabilities are that a large 
amount of somewhat perfunctory work would be done 
and few or possibly no items would be gone into with 
sufficient care or in a sufficiently detailed way.
The better method is to select at each audit some 
particular point or points which should be stressed, 
to go into these fully and to make an admittedly 
cursory review of the other points or, if it seems safe, 
to omit some entirely. By this means, in a few years 
the entire system of internal check and control will 
have had a full and careful review which is much bet­
ter than a comparatively incomplete, superficial an­
nual examination.
Almost all of the standard forms of audit programs 
and questionnaires now in use rightly contain caveats 
against assuming that one questionnaire is completely 
applicable to all engagements and against any as­
sumption that all questions must be answered, or that 
there may not be questions which should be answered 
which are not covered by the questionnaire.
General Purposes of Questionnaires on Internal 
Check and Control
The primary purpose of a questionnaire on check 
and control is to make sure that all transactions of an 
enterprise are adequately protected either by (a) inter­
nal check, (b) internal audit, (c) audit by the public 
accountant, or (d) a combination of these checks. The
Audit Programs and Working Patters
answers to the questionnaire on internal control and 
the audit program may reveal what might be called 
“auditing air-pockets,” that is, situations where trans­
actions are carried out with no adequate check of any 
sort. These situations should be reported to the man­
agement immediately and might, if not remedied, pre­
vent the auditor from expressing an opinion on the 
accounts.
There are two questions to be answered in any 
audit—first, “Is everything covered?”—second, “How?” 
If these two comparatively simple but all inclusive, 
questions can be answered satisfactorily, an audit has 
been made which will give the auditor a safe basis for 
the expression of his opinion. If* these questions can­
not be answered fully and satisfactorily, it is unlikely 
that a satisfactory audit has been made.
Working Papers
The object of this chapter is to provide an account­
ant or student who is already well-grounded in the 
theory of accounting and auditing' with what might 
be described as a useful set of working tools, which 
will give him the results he wants with the least ex­
penditure of time and effort, but which will also leave 
him a full and clear record of the work he has done 
and of the basis on which the client’s accounts and 
report have been prepared.
The methods of preparing papers and the illustra­
tive types of schedules which are presented in this 
chapter have all been devised with the shadow of a 
third party in the background. Some types of work­
ing papers, such as those prepared for the support of 
an income-tax return, are almost certain at some time 
to be reviewed by ah employee of the Bureau of In­
ternal Revenue. Other papers may be exhibited to 
the officials or employees of a client or to some credi­
tor or associate of the client, at the client’s direction, 
of course, or they may need to be shown to representa­
tives of the Securities and Exchange Commission, and 
there is always the possibility that the papers may 
need to be put in evidence in some legal action. While 
this last is probably the least likely event in which 
third parties may examine working papers, it is also 
probably the most important.
Auditing Is Analytical—Accounting Constructive
An accountant’s work may be said to be both con­
structive and analytical, and these features are to some 
extent mingled in almost all of his work. However, 
the constructive part of his work may broadly be said 
to have to do with preparing actual entries or keeping 
records, in devising forms or methods for keeping 
records, in advising as to the nature of the entries re­
quired for certain transactions or as to their account­
ing significance, with the preparation of reports or 
statistics for management or executive purposes, and 
with the preparation of tax returns and other reports
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required by federal, state, or other supervisory or reg­
ulatory bodies.
This does not, by any means, exhaust the varieties 
of constructive work which the accountant may be re­
quired to do, but those described cover in a general 
way what is customarily expected of a public account­
ant. Auditing is the primary and most frequent type 
of analytical work. Most audits are not usually exclu­
sively analytical, but that is their predominant char­
acteristic. An audit may cover anything from a com­
plete detailed review of every transaction to a general 
survey of conditions and methods, supplemented by 
a partial verification of certain specified assets.
Practically all analytical work other than auditing 
may be described as investigation. The object of the 
investigation may be to arrive at a purchase or a sale 
price of an enterprise, to ascertain the comparative 
value of two companies, to estimate the future earn­
ing power of a company, or to determine the actual 
cost of certain goods, the honesty of employees or the 
sufficiency of a system of records. The object may also 
be to determine the position of a company with re­
gard to outside bodies, such as the taxing authorities 
or government bureaus or commissions, or may cover 
the investigation of almost any feature of an enter­
prise.
The average audit as carried out in the United 
States at the present time is largely analytical, but cer­
tain constructive work is generally expected by the 
client and performed by the auditor. In the ideal situ­
ation the client’s accounts are well kept and the client 
has statements prepared therefrom in proper form, 
supported by reasonably extensive analyses of the im­
portant accounts, so that little more than verification, 
approval, and record of the work done and the 
preparation of reports is required. This condition, of 
course, does not often exist, and actual situations may 
range from this to the condition of the records found 
in some bankruptcy and fraud cases where it is fre­
quently necessary for the accountant to construct and 
reclassify the accounts from whatever original data 
may be available. In any case the auditor’s working 
papers, whether they represent statements initially 
prepared by the auditor or by the client, should be 
adequate to show the examination he has made and 
to serve as a proper basis for the figures shown and 
the opinions stated in his report.
It is not unusual, particularly in the case of a small 
or moderate sized company for the accountant to pre­
pare the balance-sheets and income account, and oc­
casionally the accountant is expected to close the 
books. The preparation of the statements and the 
closing of the books is in reality no part of an audit, 
and if this work is performed in the course of an 
audit, it is done by the accountant in his “constructive 
capacity,” rather than as an analytical auditor.
No matter who does the actual work, the statements 
are the client’s and the mere use of the public ac­
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countant as the compiler, regardless of how frequent 
this may be, makes them no more his statements than 
their preparation by the client’s controller or book­
keeper makes them the statements of that employee.
Relation of Financial Books and Working Papers to 
Reports and Statements Prepared from Them
As a practical matter, we shall assume that a pre­
liminary closing of the income and expense accounts 
has been made on the company’s books and that 
mathematically correct trial balances before and after 
this closing are available to the auditor. In large and 
well-organized companies, balance-sheets and income 
accounts are frequently prepared, but these are seldom 
in exactly the form required by the auditor and, par­
ticularly in the case of consolidated accounts, analysis 
and verification must be applied to the ledger ac­
counts rather than to a number of ledger accounts 
grouped as one item under a balance-sheet or income- 
account classification.
Under present conditions of practice, with very few 
exceptions, statements for more than one purpose, or 
to satisfy the requirements of various officials and 
bodies, must be drawn up from the same set of books. 
There is a surprisingly widespread illusion, which is 
shared not only by the uninformed public, but by 
numbers of otherwise intelligent businessmen, that 
the average corporation keeps two or three sets of 
books—separate sets of books for corporate purposes, 
for tax purposes, and possibly for purposes of report­
ing to some body or commission such as a state public 
utilities commission, the Interstate Commerce Com­
mission, or the Securities and Exchange Commission.
The accountant knows this is not a fact, but that 
corporate books must be so devised that the various 
statements required can all be drawn off the same set 
of books. Each statement will be prepared for a spe­
cific purpose and will show the position of the enter­
prise from that point of view, but it must be possible 
to reconcile each one with the books themselves and 
with the other statements. If it is true that the corpo­
ration’s books must serve all these varied purposes, it 
follows that properly designed working papers must 
be equally flexible and must be designed from the 
start of the audit with the statements and reports to 
be produced always in mind.
While there are differences in detail, in various 
industries, the mechanical principles of the prepara­
tion of working papers are essentially the same, what­
ever their application. It is impossible within the 
scope of this chapter to give examples even of those 
schedules frequently required in the ordinary audit as 
the number of these would run to more than the total 
number of items found on the trial balance. The prin­
ciples, for example, in preparing schedules for fixed 
assets are substantially the same no matter what the 
industry or the asset, and one or two examples should 
be a sufficient guide. The method of classifying a trial
balance is the same for any enterprise or industry, 
and one representative example should enable the 
student to apply the same principles to any trial bal­
ance which may be presented to him.
For a typical corporation listed on a registered se­
curities exchange, working papers should be designed 
to support:
(a) A comprehensive report for the management of 
the enterprise showing in reasonable detail the 
financial position and controlling factors and 
results.
(b) Certified balance sheet, income and surplus ac­
counts for shareholders, satisfactory for the ex­
change on which the securities are listed or for 
credit grantors.
(c) The financial statements required by the Secur­
ities and Exchange Commission.
(d) A federal income and excess profit tax return.
(e) Statements for regulatory bodies, such as forms A 
and B as required by the Office of Price Admin­
istration.
Types of Schedules
Working papers may be grouped according to their 
functions into three divisions:
First—The classified trial balances, adjusted when 
necessary, which are the link between the books 
and records of the company, and the statements 
certified by the auditor.
Second—Analytical and supporting schedules which 
show the composition and character of the items 
appearing in the trial balance and indicate their 
classification in the accounting statements.
Third—Schedules which have to do with verification.
A single schedule, which is primarily a supporting 
schedule, may, at the same time, give an indication of 
what verification work has been done. For instance, a 
schedule of plant and equipment may show the 
changes and the amount of the additions verified, and 
the nature of the verification work. In general, it is 
not objectionable for schedules primarily designed as 
support for the statements to include notes as to 
verification work, but it is not desirable for schedules, 
the primary purpose of which is to show the verifica­
tion work done, to carry notes which are, in effect, 
condensed supporting schedules. While no point of 
principle is involved, it is in practice awkward and 
inconvenient, as in making references on trial bal­
ances and cross references between schedules they are 
made primarily to supporting schedules rather than 
to verification schedules.
Method of Classifying Trial Balances
The problem of preparing accounting statements 
from trial balances is essentially a question of analysis, 
classification, and adjustment. Two mechanical meth­
ods are commonly in use to arrive at this result. In
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one, columns are provided for the trial balance, for 
adjustments, and for balance-sheet, income account, 
and surplus account. This method is recommended 
principally by its established use and its wide accept­
ance, particularly in textbooks and by schools. When 
the problems to be solved are comparatively simple 
and when the trial balances are well grouped into bal­
ance-sheet classifications, this method is a practical 
one. It is of value in the solution of simple account­
ing problems designed to illustrate a few specific 
points, and as a method for stating completed results 
it has much in its favor.
Its usefulness diminishes, however, as the accounts 
and problems increase in complexity. When several 
ledger accounts are to be grouped under one balance- 
sheet classification, or when one ledger account is to 
be divided among several balance-sheet classifications, 
the method becomes difficult and awkward in the ex­
treme. If there are numerous adjustments, particu­
larly when these adjustments take the form of com­
pound journal entries, confusion results from the use 
of the vertical adjustment column.
In the preparation of consolidated accounts, unless 
each trial balance has been adjusted finally before en­
try on the summary sheet (a condition which seldom 
exists), this method is quite impracticable. Much con­
fusion will be caused if to the totals of the trial-bal­
ance items, arrived at by adding the different items 
horizontally, there must be applied—in addition to 
the usual consolidation entries for elimination, mi­
nority interest, and the like—a number of adjustments 
which will be later applied back to individual com­
panies. There is great danger of delay owing to ab­
sence of a balance and even assuming that it has been 
possible to leave space enough for the entries a good 
deal of analysis will be required to determine which 
items are from the books and which are from adjust­
ments, and the companies to which they apply.
The example at the end of this chapter is based 
on what might be called the “horizontal” method 
of distribution—that is, a statement which provides 
a column for the trial balance and columns for each 
individual balance-sheet classification on one state­
ment, and for each income-account classification on 
another. This statement acts as a link between the 
financial books and the statements. Each item in the 
trial balance, the nature of which is not entirely obvi­
ous on its face, is supported by and refers to a schedule 
showing its composition and character. From this 
schedule, classification in the balance-sheet or income 
account is determined, these schedules performing the 
analytical function of the papers. After the trial bal­
ance is distributed, the statement is ruled off and 
each column is totaled. If no adjustment were re­
quired, the balance-sheet and income account would 
then appear. Adjusting entries are made in the vari­
ous columns, the ledger accounts affected being indi­
cated in the explanation of the entry.
As only one adjusting entry is placed on one line, 
each entry is self-balancing, and the component parts 
of each are clearly evident. A compound entry with 
ten credits and one debit presents no more difficulty 
than a simple entry of two items. Each column is, in 
effect, a summary of accounts which make up that 
item, although in some cases it is desirable to re-sum­
marize these in greater detail for other purposes.
It is obvious that if an incomplete trial balance is 
presented to the accountant, he can carry his work to 
the point to which the trial balance has been brought 
and add, without difficulty, the entries made subse­
quently. This feature is of great importance in the 
preparation of consolidated accounts, since if the 
accounts of, say, two-thirds of the constituent com­
panies are received, an accountant can complete his 
work on them and balance up to that point. Each set 
of accounts which is subsequently received can be 
totaled and balanced within a few hours. By this 
method it is quite possible to prepare complete con­
solidated accounts, with all proper adjustments and 
eliminations applied, within a few hours or, at most, 
one or two days after the trial balance of the last con­
stituent company is received.
It is difficult under other methods of preparing con­
solidated accounts to keep the papers in balance cur­
rently, and valuable time is often lost when it can 
least be spared and when delay is most annoying to 
the client and most damaging to the accountant—that 
is, when the accounts are being closed.
Standardization of Working Papers
Although any attempt to standardize audit pro­
grams or methods is almost sure to fail, and if success­
ful would probably lead to the preparation of much 
useless material and to the omission of some valuable 
information, it is nevertheless quite possible, prac­
ticable, and desirable to adopt customary forms for 
the preparation of working papers, particularly the 
schedule which sets forth the trial balance and dis­
tributes this to the various balance-sheet, income, and 
surplus account headings, and to which additional or 
adjusting entries are applied.
In essence, all trial balances are the same—a list of 
debit and credit balances of accounts. Whether this 
consists of a large number of highly analyzed ac­
counts, or whether it consists of a small number of 
accounts containing many items grouped together, the 
problems of classification in the statements are the 
same and the method of scheduling follows the same 
principles.
If all working papers are prepared by the same 
method, it is much easier for an assistant taking over 
an audit for the first time to follow the previous pa­
pers, as he knows where to look for particular types 
and classes of items, and has a fair idea of how they 
will be presented. In some offices it is the custom to 
have different forms for preparing accounts for dif­
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ferent clients, on the ground that one particular en­
gagement may involve a complicated consolidation, 
another a very simple trading organization, and an­
other the accounts of an estate or trust. There is no 
valid reason why any piece of work which is based 
on a trial balance, and this certainly includes prac­
tically all accounting statements, should not be 
prepared in the same form and by the same methods. 
Much the same uniformity is possible in preparing 
schedules supporting the individual items. For in­
stance, notes payable by a manufacturing company, a 
hospital, or a department store may be scheduled in 
an identical manner.
While standardization of forms seems desirable, it 
should be understood that no rigidity of form is sug­
gested or expected. Indeed, its flexibility is the only 
reason that a standard form can be used. The reason 
why the common vertical or “six-column statement” 
cannot be used as a standard form is its inflexibility.
The Classified Trial Balance as the Basis of All 
Accounting Reports and Statements
The classified trial balance or “Classification of Ac­
counts” is the key to all the accounting statements. 
The schedules support the classification of accounts 
and from the classification of accounts are prepared 
detailed reports, summary statements, statements for 
stockholders, statements for the Securities and Ex­
change Commission, and statements for any other 
purpose which may be required.
The same accounts must form the basis for all these 
statements and it is generally best to plan the classifi­
cation of accounts to produce directly the simplest 
statement. This process of adjustment automatically 
leads to a reconciliation between the classification of 
accounts and the statement, and the classification of 
accounts is, itself, a reconciliation of the books and 
the figures used in the statements.
If all the adjustments made on the classification of 
accounts are to be made on the books, a trial balance 
after such entries are made can be drawn off, distrib­
uted, and checked with the preliminary classification 
of accounts. If the totals of the final classification of 
accounts agree with the adjusted preliminary classifi­
cation, this is a proof that all adjusting entries have 
been placed on the books.
Statement of Sources and Disposition of Funds
The statement of sources and disposition of funds 
is a statement different in form and purpose from 
either the balance-sheet or income account. Its use is 
to be encouraged and it is to be hoped that this form 
of statement will be more frequently demanded by 
banks, credit men, and other credit grantors. A sum­
mary of cash transactions is required by the Securities 
and Exchange Commission for companies still in the 
development stage which are registered on a securities
exchange or making public issues, but this or similar 
statements are seldom published or circulated beyond 
the client’s own organization.
The function of the income account is to state what 
profits have been earned and placed at the disposal 
of the management during a period. The function of 
the statement of sources and disposition of funds is to 
show the uses to which management has put the funds 
represented by the profits, by capital contributions and 
by other than operating transactions. The use of this 
statement in reports to the owners or managers of an 
enterprise is becoming more and more frequent. It is 
often regarded by practical men, who are unfamiliar 
with accounting practices and conventions, as being 
more concise and understandable than the usual forms 
of accounting statements.
This statement can be prepared in several different 
ways; as an explanation of the change in cash balance, 
the change in current assets, or the change in total 
assets. In any case the papers supporting this state­
ment will be the same and will consist essentially of a 
comparative balance-sheet, a column showing the dif­
ferences between the beginning and end of the period, 
and the segregation of these differences as between 
items representing the receipt or payment of cash and 
those having to do with the increase or exhaustion of 
various assets with no immediate outlay or receipt of 
cash involved. In drawing the distinction between 
those items which involve the sources or disposition 
of funds and those which do not, the actual disburse­
ment is not, as a rule, the governing factor, but if the 
disbursement or receipt is to take place very shortly 
in the ordinary course of business, it is considered as 
a cash transaction. For instance, if inventory in­
creased, say $100,000, and there appeared an increase 
of $75,000 liabilities to suppliers of material, this 
statement would generally show $100,000 as an added 
investment of cash in inventories and the $75,000 as 
funds supplied by creditors, although in fact the com­
pletion of this transaction would take place after the 
close of the year and the actual cash increase in inven­
tories would be only $25,000 at the close of the period.
The same is true of accounts receivable and similar 
items. If, however, an addition of $100,000 were made 
in the year to plant and equipment to be written off 
over a period of ten years, the amount of $100,000 
would be shown as funds disbursed for a fixed asset, 
even though the payment were actually made after 
the close of the year. In the following years, the por­
tion of the machinery representated by the $100,000 
which was written off would not be considered as a 
cash outlay. In other words, this statement does not 
deal with cash in the manner of a cash account or 
bank statement, but deals with funds, and these funds, 
if they are quickly available or shortly due to be paid, 
are treated as though they were in fact so received or 
paid at the date of the statement.
A statement of sources and disposition of funds on
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any other basis would be most difficult to prepare, 
and the very refinements which an attempt to reduce 
everything to actual cash would involve would make 
the statement misleading as well as uninformative to 
the management of the enterprise. If the preparation 
of such a statement is proposed, working papers, par­
ticularly summaries of balance-sheet items should be 
made up with this in mind, and the distinction be­
tween items which will enter into the statement of 
sources and disposition of funds and those which will 
not should carefully be made from the beginning of 
the audit. This consideration is particularly impor­
tant in summaries of fixed assets and deferred charges. 
The statement of sources and disposition of funds 
should not in any way be confused with statements 
supporting the item “cash” as shown on the balance- 
sheet, or with schedules having to do with any analysis 
or proof of the cash account for audit purposes.
Indexing and Filing Working Papers
Standardization in the form of working papers does 
not imply any particular rigidity in the application of 
auditing or accounting procedure, but is rather a 
method of expressing in a uniform and orderly way 
the results of the application of these procedures to 
various enterprises, which, while differing in size, or­
ganization, or object, must present accounts in sub­
stantially the same form and under the same general 
principles.
The greatest* value to be derived from standardized 
working papers is the advantage arising from the 
ability of one assistant to take up immediately and 
without loss of time the papers prepared by another 
assistant and to continue the work. In the larger ac­
counting organizations this is very important, for not 
uncommonly four or five or more offices assist on a 
single audit. The papers, when assembled by the in­
dividual offices, are usually sent to the office auditing 
the head office accounts of the client, and there the 
auditor in charge of the work assembles the figures 
and prepares the schedules for the final statements or 
reports. The confusion that would arise in every im­
portant audit from a heterogeneous mass of such 
working papers, with no uniform method in their 
preparation, is almost beyond comprehension. As a 
practical matter, such papers would be unintelligible, 
and the work of the assistants who prepared them 
would be largely or entirely wasted. Standardization 
does not mean inflexibility but, on the contrary, it 
means adherence to certain well-defined principles 
and the sensible application of those principles to con­
ditions affecting individual cases. Standardization in 
auditing procedure, in the preparation of working 
schedules and in the indexing and filing of the work­
ing papers, thus should be of primary assistance to the 
staff accountant and is of inestimable value to the 
organization with which he is affiliated.
General Filing
Along with the filing of working papers each ac­
counting office should have a definite system of filing 
correspondence and the duplicate reports and certi­
fied statements prepared for clients, in order that all 
material may be readily accessible and quickly avail­
able. Occasionally the correspondence concerning a 
specific engagement will be filed with the working 
papers for that engagement, but the more satisfactory 
way is to keep separate files for correspondence and 
for duplicate reports, which may be cross-indexed to 
the working papers. All information regarding an en­
gagement, whether it be filed in the correspondence 
file, in the report file or in the working papers file, 
while highly confidential, is thus easily available to 
those entitled to it.
There are many readily usable and well-known 
methods of filing correspondence, and it is not the in­
tent here to give a long discussion of them. However, 
it may be proper to describe briefly a comparatively 
simple system which is satisfactory for a medium-sized 
or small office, and is equally adaptable to a large 
office.
Correspondence
A small card, 3 x 5 inches, should be prepared by 
the filing department for each correspondent. On this 
card is recorded the name of the correspondent, a con­
secutive number, information as to the names of offi­
cers or other individuals of the correspondent who 
are associated with the correspondence, the partners 
and chief assistants of the accounting firm who are 
interested in that client, and any other information 
appertaining thereto. These cards are filed alpha­
betically and may be kept in an ordinary index file.
An ordinary correspondence folder is then pre­
pared, and this folder, which would contain the cor­
respondence with one or more clients, is given a con­
secutive number and is cross-indexed to the alpha­
betical index cards just described. On the outside of 
the folder will be written the number assigned to the 
correspondent and, for each client, the date on which 
the correspondence in that folder begins and the date 
on which it ends, that is, the date when a new folder 
is started. Because of its simplicity, this method of 
filing correspondence is entirely satisfactory for the 
small or medium-sized accounting firm, while its ca­
pacity for expansion makes it also desirable for the 
larger office.
Working Papers
For filing purposes the working papers are given 
the same number as that assigned to the correspond­
ence folder for the same client, which, as described 
above, is recorded on the small alphabetical index 
card. In case there are no working papers to cor­
respond to the index card or to the letter file the filing
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clerk merely notes “no working papers” on the out­
side of the letter folder.
The working papers, both the permanent file pa­
pers and the current file papers, should be placed in 
substantial folders, and for this purpose a red fiberoid 
envelope 10 x 15 inches in size is, perhaps, the most 
satisfactory. On the outside of the envelope should be 
written the name of the client and the nature of the 
work, as, for illustration:
Consolidated Company
Annual Audit, December 31, 1943.
In the upper right-hand corner of the red fiberoid en­
velope should be written the same number as that 
which appears on the correspondence folder and on 
the alphabetical index card, and after this number 
should be written a dash and the year for which the 
work is done. Thus, if the Consolidated Company 
had correspondence file No. 3,382, the audit file for 
that company for the year 1943 would bear the num­
ber 3,382—43. If at any time it is desired to obtain 
information concerning the Consolidated Company 
all that is necessary is for the filing clerk to turn to 
the alphabetical card index for that company’s num­
ber (in case the file number is not remembered) and 
then to the numerically indexed correspondence file 
or working papers file. This is a simple though en­
tirely satisfactory method of filing working papers, for 
it not only makes the working papers themselves 
easily and quickly accessible but also makes immedi­
ately available all correspondence relating thereto. 
Yet, if the correspondence alone is desired, or if the 
working papers only are wanted, either may be ob­
tained without the other.
Report Files
Duplicate copies of the reports and certified ac­
counts rendered to clients should be kept in a third 
file bearing, ordinarily, a separate and distinct classi­
fication. The method of indexing would be similar 
to that already explained for the correspondence; that 
is, a small card would be prepared for each client, on 
which would be written the name and address of the 
client and, for explanation, the nature and the dates 
of the statements or reports rendered. A satisfactory 
method is to number all reports and certified accounts 
consecutively. In that case they could not be filed 
either with the correspondence or with the working 
papers because each year’s report would bear a num­
ber different from the previous report, while, as ex­
plained above, the working papers files would bear 
the same number from year to year, the only change 
being to designate the period for which the work was 
done.
The reports, under such a scheme, would be num­
bered consecutively and would be filed numerically. 
The card index would be arranged alphabetically, 
and thus immediate reference could be made to any
report desired. Because many reports may be listed 
on a single card, it is well to use a card 4 x 6 inches 
for the alphabetical report file instead of the smaller 
card suggested for the correspondence file. Thus, a 
single client’s card may have listed on it the numbers 
and dates of the certified accounts and audit reports 
for a number of years, though each report or certified 
financial statement would bear a number different 
from all the others.
Usually the head office, in case an accounting organ­
ization has offices in more than one city, will receive 
copies of all reports rendered by branch offices. These 
duplicate reports from branch offices may be filed 
with the reports rendered by the head office, though 
ordinarily they will be differentiated by prefixing to 
the number a designating letter. A separate letter 
may be used for each branch or a single letter may be 
used for all branch offices, thus merely designating 
the report as an out-of-town report.
In a small office it is sometimes satisfactory to keep 
duplicate copies of reports and certified accounts in a 
working-paper envelope filed with the current work­
ing papers. Federal income-tax papers, where these 
are filed separately, may also be filed in separate en­
velopes with the audit working papers and numbered 
correspondingly.
Indexing Methods
The working schedules should be arranged in the 
order of the items in the balance-sheet and in the 
profit-and-loss account, the schedules supporting the 
items on the asset side of the balance-sheet to be fol­
lowed by those supporting the liabilities and the 
profit-and-loss items.
Each item of the trial balance entered on the classi­
fication of accounts should, unless it is unchanged 
from year to year or its nature is simple and com­
pletely obvious on its face, be supported by an appro­
priately referenced schedule. If items distributed to 
several balance-sheet headings are included in one 
schedule, no difficulty is experienced, as the purpose 
of the schedule is not to explain a balance-sheet item, 
but to distribute a trial-balance item. In a single 
company the columns on the classification of accounts 
constitute summaries of the balance-sheet items. If 
consolidated accounts are to be prepared, the totals 
of the consolidated classification perform the same 
function and consolidated summaries are also pre­
pared.
The system of indexing employed is as follows:
Balance-sheet Headings
Indexing in 
Individual 
Co.
Indexing in 
Consolidated 
Summaries
Cash ............................................ A _
Marketable securities ............... B SB
Accounts receivable ................. C SC
Inventories ............................. D SD
Supplies .................................... E SE
Accounts receivable employees. F —
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Prepaid expenses ...................... G SG
Discount and expense on deben­
tures ........................................ H —
Investments ............................... I SI
Land .......................................... J —
Plant and machinery ............... K SK
Reserve for depreciation .......... L SL
Patents ...................................... M —
Notes payable—banks ............... N —
Accounts payable ..................... O SO
Wages payable .................. P —
Taxes accrued .................. Q SQ
Other accrued liabilities ......... R SR
Debentures ................................ S —
Reserve for contingencies........ T ST
Minority interests ..................... — SU
Capital stock ............................. V SV
Surplus ...................................... W —
Minutes, etc................................. Z —
Sales ............................................ AA SAA
Cost of sales ............................... BB SBB
Dividends received ................... CC SCC
Miscellaneous income ............... DD SDD
Selling and general expense . . EE SEE
Sources and disposition of funds —  SZZ
Each main item, as listed above, would have one or 
more subschedules numbered A1, A2, etc., for cash; 
B1, B2 for marketable securities, and so on. The same 
method would be used for each company in the con­
solidation, and, if items did not apply, the letters 
would not be used. For instance, a company having 
no marketable securities would show cash—A, accounts 
receivable—C, and so on. The method is simple and 
flexible. It implies using consecutive letters for each 
company or group under audit, the letters being uni­
formly used within the group but not necessarily for 
every audit carried out by the auditor or firm.
Uniform Indexing
Instead of adopting the first method of indexing 
outlined above, some accountants prefer to use a 
method by which a given letter always represents a 
definite asset or liability appearing in the balance 
sheet. One such scheme which is quite simple and 
which may be used with success is the following:
Capital assets (and depreciation reserves)............ A
Permanent investments ............................................ B
Inventories ............................................................... C
Accounts receivable (and reserve for bad debts). . D
Due from employees ............................................... E
Notes receivable ..................................................... F
Marketable investments (government securities,
etc.) ....................................................................... H
Cash ...........................................................................
Deferred charges .....................................................
Due from branches .................................................
Intercompany balances .................................. 
Capital stock .........................................................
Funded indebtedness ............................................ BB
Notes payable . . .................................................... CC
Accounts payable .................................................. DD
Due to employees .................................................. EE
Provision for federal taxes..................................... FF
Accrued interest, taxes, etc..................................... JJ
Dividends payable ................................................. LL
Reserves (other than bad debts and depreciation) RR
Surplus ..................................................................... SS
Profit and loss .....................................  TT
Due to branches ...................................................  XX
Corporation minutes ............................................ ZZ
These symbols may quite easily be arranged to suit 
the needs of individual offices, and, by leaving occa­
sional gaps in the letters, proper provision may be 
made for unusual items.
Uniform Indexing with Single Letters Only
As typical of another uniform method of indexing 
working papers, in which single letters are used for 
both asset and liability schedules and a given letter al­
ways represents specific accounts in the balance-sheet 
and income statement, the following is submitted. 
This plan has been used for a number of years in some 
accounting offices and has given complete satisfac­
tion.
A—Cost of Properties
This account should include the cost of—
Franchises
Real estate
Plants
Roadways
Wells
Ships
* Equipment
Extraordinary charges such as interest during 
construction, and proportion of general 
expenses
Incomplete construction
B—Proceeds of Bond Sales To Be Used for Construc­
tion Expenditures
C—Organization Expenses, Discount on Capital Stock 
Sold, Capital Stock Issued as a Bonus
Note.—Where a capital surplus (T) exists it will probably be 
desirable, for balance-sheet purposes, to close this account into it.
D—Trustees of Sinking Funds
This will consist of investments in sinking
funds under trust deeds and of cash in the 
possession of trustees.
*It will, of course, be dependent upon the nature of the com­
pany’s business whether tools, etc., should be included herein or 
under the index initial H.
It will also be dependent upon the particular circumstances 
whether or not it is desirable to state this group in the balance- 
sheet in one total or in more or less detail.
The work in progress should be segregated as between con­
struction jobs for the company (which should be included herein) 
and jobs for outsiders which should be included under the index 
initial H.
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E—Investments
Include hereunder investments in other com­
panies’ securities.
Note.—A treasury bond represents merely a right, or medium, 
of creating a liability, and thereby acquiring an asset (not neces­
sarily of an equal amount), and should not properly be con­
sidered itself as an asset.
G—Special Accounts
Such an item would be “deferred payment on 
land sales.”
H—Current Assets
Inventories of—
Company’s product 
Ingredients
Materials and Supplies 
* Cattle or other live stock
Bills receivable
Accounts receivable (less reserve for doubtful 
debts)
This will include—
(1) Work in progress for public.
(2) Directors’, officers’, and employees’ bal­
ances.
(3) Municipal deposits, etc.
(4) Interest accrued on bills receivable.
Cash in banks and on hand
Special items, such as coupon accounts, etc.
I—Deferred Charges
Bond discount and expense 
Taxes paid in advance 
Insurance unexpired 
Interest paid in advance 
Other deferred items
J—Capital Stock
Common stock 
First preferred 
Second preferred
K—Subscriptions to Capital Stock 
Common stock 
First preferred 
Second preferred
L—Bonded Debt
Show each issue separately
N—Borrowed Securities or Contingent Liabilities 
Short-extended in balance-sheet
O—Deferred Payments on Stocks of Other Companies 
and on Properties Purchased 
On stocks
On properties 
*The nature of the company’s business would have to be con­
sidered to decide whether or not this should be included under A.
Q—Current Liabilities 
Bills payable
Accounts and wages payable
Deposits, such as contractors, employees,
meters, etc.
Interest accrued but not due 
Declared dividends payable 
Bank overdrafts, less cash in hand 
Other accounts
R—Special Accounts
Income received in advance of due date, etc.
S—Reserves
Depreciation 
Casualty 
Insurance, etc.
T—Capital Surplus
Assessments on capital stock
Premium on capital stock and surplus of con­
solidated companies over book cost of invest­
ments
Capital stock donated to company 
Discount on company’s bonds acquired below
, par (except where discount is not carried as
a deferred charge, when this should be cred­
ited to the amount charged off as discount on 
the year’s sales of bonds).
Note.—When this group (T) and also (C) are carried, for bal­
ance-sheet purposes the one should be set off against the other. 
U—Surplus
Balance from last account. ..............
V—Current Profit-and-Loss Account ............
Extraordinary credits ..............
Total ............
Deduct: Dividends paid ..............
Extraordinary
charges ................................
Balance ..............
Note.—A separate file will probably be necessary for the profit- 
and-loss schedules and should bear the initial V. The remaining 
items entering into the surplus account will be indexed U-1, U-2, 
etc.
Still other methods of indexing current working pa­
pers will suggest themselves to the experienced audi­
tor, but these serve to illustrate the process and tend 
to emphasize the necessity for adopting some definite 
method of indexing all current working exhibits. As 
previously stated, not only should the general index­
ing be carefully done, but the cross-indexing of items 
appearing in one schedule to related items in other 
schedules is especially important because of the op­
portunity it affords for observing and checking the 
various interlocking parts of the accounts.
The Permanent File Papers
The “permanent file” papers, it has already been 
stated, should be kept separate from the current work­
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ing papers and should include all papers which are of 
value for recurring audits, as distinguished from the 
next succeeding audit only. It will be found satis­
factory to have these papers indexed by means of 
Arabic numerals, the papers being prefaced by a care­
fully prepared index sheet.
Final Filing
After the working papers have been arranged in ac­
cordance with the balance-sheet and profit-and-loss 
account items and have been carefully indexed and 
prepared for final filing, they should be punched in 
the upper left-hand corner and securely stapled to­
gether. The spike should be inserted with the points 
uppermost so as to permit the easy removal of the top 
papers or final statements for typing or for other use.
Except for the classification of accounts, working 
schedules, when wider than a single sheet of working 
paper, should be folded over to that width, and in 
the case of double sheets of working paper, two folds 
are necessary; first, fold the double sheet forward to 
the center and then fold the right half of the sheet 
again in the center. When the right half of the sheet 
is now turned over on the left half of the schedule, the 
three extreme right-hand columns of the sheet will be 
uppermost.
The assistant should write on the linen back or 
other cover the name of the assignment and the nature 
of the work performed. Not uncommonly a rubber-
stamped imprint is also placed on the front cover, and 
the proper initials must appear on the working papers 
before they can be accepted by the filing room, viz.:
Date (Date of work being done)
Arranged
and indexed (Initials of assistant)
Approved
for filing (Initials of principal)
After the working papers are indexed and securely 
stapled together, place them in a strong fiberoid en­
velope for safekeeping. Mark on the outside of the 
envelope the name of the client and the nature of the 
work done. Also write in the upper right-hand corner 
of the envelope the file number and date, as previ­
ously explained. Since, as previously stated, these pa­
pers usually are the sole evidence of work done and 
of the correctness of the report or certificate, too great 
care cannot be taken to make them easily usable by 
careful indexing and thoroughly protected against 
destruction and soiling. Yet one should remember that 
the work must be completed within reasonable time, 
and that the papers must set forth clearly and spe­
cifically all essential information needed for the veri­
fication and certification of the client’s balance-sheet 
and accompanying income account.
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Example of Questionnaire for Evaluation of Internal Control1
Petty Cash Funds
1. Is the imprest fund system used?
2. Is responsibility for each fund vested in only one
person?
3. Is the custodian independent of the cashier or
other employees who handle remittances from 
customers and other receipts?
4. Are the accounting records inaccessible to the
custodian?
5. Does the custodian obtain a formal voucher for
all disbursements made from the fund?
6. Are such vouchers executed in ink or otherwise
in such manner as to make alterations difficult?
7. Are the amounts of such vouchers spelled as well
as written in numerals?
8. Are the vouchers approved by a department head
or some equivalent employee?
9. Are checks for reimbursement made out to the
order of the custodian?
10. Are reimbursement vouchers and attachments
canceled at, or immediately following, the sign­
ing of the reimbursing check, so that they can­
not be misused thereafter?
11. Are funds audited by frequent and surprise
counts by an internal auditor or other inde­
pendent person?
12. If imprest fund is represented in whole or in part
by bank account, has bank been notified that 
no checks payable to the company should be 
accepted for deposit?
13. Are petty cash funds restricted as to:
(a) amount not exceeding requirements for dis­
bursements for a period of two weeks or 
less, and
(b) expenditures of a petty nature not exceed­
ing a certain fixed amount?
14. Does control over cash checks appear adequate?
15. Is there an adequate internal audit of reimburse­
ment vouchers and attachments before reim­
bursement is made?
Cash Receipts
1. If cash registers, counter sales slips, collectors’ re­
ceipts, etc., function as proofs of cash receipts, 
are such proofs checked by an employee inde­
pendent of the cashier?
2. Is the mail opened by someone other than cashier
or accounts receivable bookkeeper?
3. Is a record prepared by the person opening the
mail of the money and checks received, and is 
this record given to someone other than the 
casher for independent verification of the 
amount recorded and deposited? (See item 7a.)
4. Are each day’s receipts deposited intact and with­
out delay?
5. Does someone other than cashier make the bank
deposit?
6. If so, are the duties of that person divorced from
customers’ ledgers?
7. Is a duplicate deposit ticket, after authentication
by the bank, received by an employee inde­
pendent of the cashier and of the person who 
makes the deposits? Are such authenticated 
deposit tickets compared with:
(a) Record of incoming remittances?
(b) The cash book?
8. Are deposits or collection items subsequently
charged back by bank (because of insufficient 
funds, etc.) delivered directly to an employee 
other than the cashier?
9. Are negotiable assets, other than currency, checks
or drafts in custody of an employee independ­
ent of cashier?
10. Is the cashier responsible for cash receipts from
the time they are received in his office until 
they are deposited in the bank?
11. Are all bank accounts authorized by Board of
Directors?
12. Where branch offices make collections are such
collections deposited locally in a bank account 
subject only to home office withdrawal?
13. Is the receipt of currency, as opposed to checks or
drafts, relatively insignificant?
14. Are unsatisfactory remittances from customers
(i.e., those drawn with excessive discount deduc­
tions, etc.) under adequate control if not de­
posited promptly?
15. Is it difficult for the cashier to obtain access to
customers’ ledgers and monthly statements?
Cash Disbursements
1. Are checks prenumbered?
2. Are voided checks kept and filed?
3. Is the sequence of check numbers accounted for
by whoever reconciles bank balances?
4. Is a check protector used?
5. Is a check register prepared simultaneously with
the preparation of the check by mechanical 
device?
6. Are authorized signatures limited to employees
who have no access to:
(a) Accounting records?
(b) Cash receipts?
(c) Petty cash funds?
7. Is the signing or countersigning of checks in ad­
vance prohibited?
8. Is the practice of drawing checks to “CASH”
prohibited?
9. Are transfers from one bank to another under
accounting control?
10. Are bank reconciliations made by someone who
had nothing to do with the cash procedures, in­
cluding the signing of checks?
11. Does that employee (No. 10) obtain the bank
statements directly from the banks?
1The questionnaire had columns at the left of the questions in 
which to' record the answers. These columns were headed “Yes,” 
“No,” and “Inapplicable.” At the bottom of each page of the 
questionnaire, appropriate space was provided for the signature 
or initials of the persons preparing and reviewing the answers, 
and for the date the record was made. The columns and the 
space for date and signatures has been omitted in printing the 
questionnaire for purposes of this chapter.
Audit Programs and Working Papers Ch. 13-p. 13
12. Is the practice of examining paid checks for date,
name, cancellations and endorsements followed 
by those reconciling bank accounts?
13. Does supporting data accompany checks when
they are submitted for signature? (See Purchases 
and Expenses, Item 13.)
14. Where a mechanical check signer is used, is the
signature die under adequate control?
15. Are vouchers and supporting data effectively can­
celed to prevent subsequent misuse?
Notes Receivable
1. Are notes periodically confirmed with customers
by client?
2. Are notes and renewals authorized by a respon­
sible executive?
3. Is the custodian of notes independent of the
cashier and bookkeepers?
4. Is negotiable collateral, if any, in custody of em­
ployee other than:
(a) Cashier?
(b) One who maintains applicable account­
ing records?
5. Are details periodically reconciled with control?
Accounts Receivable
1. Are accounts independently confirmed by clients’
personnel with customers?
2. Are the accounts aged periodically for review?
3. Are disputed items handled by someone other
than accounts receivable bookkeepers?
4. Are write-offs of bad debts and adjustment credits
approved by an officer?
5. Are credit memoranda approved by proper au­
thority and are they under numerical control?
6. Is approval of credit department a prerequisite to
payment of customer credit balances?
7. Are monthly statements sent to all customers?
8. Are statements independently checked to accounts
and kept under control to insure their being 
mailed by someone other than the accounts 
receivable bookkeeper?
9. Are customer accounts regularly balanced with
control?
10. Are delinquent accounts periodically reviewed by
an officer?
11. Are the duties of the accounts receivable book­
keeper separate from any cash functions?
12. If there is more than one accounts receivable
bookkeeper are the account sections for which 
they are responsible changed from time to 
time?
13. Are cash postings made simultaneously with the
posting of the cash receipts records by means 
of a machine bookkeeping device?
14. Are allowances for discounts in violation of regu­
lar terms of sale specifically authorized by a 
responsible official?
15. Is the collection department independent of and
does it constitute a check on accounts receiv­
able bookkeepers?
16. Is the management of the credit department com­
pletely divorced from the sales department?
17. Is proper control exercised over bad debts after
they have been written off?
Inventories
1. Are perpetual inventory records maintained with 
respect to the following classes of inventories:
(a) Raw materials and supplies?
(b) Work in process?
(c) Finished stock?
2. Are all material purchases delivered to central
stores (as opposed to direct delivery to produc­
tion units)?
3. If so, are the stores records maintained by em­
ployees functionally independent of the stores 
keepers?
4. Are perpetual inventory records checked by physi­
cal inventories at least once each year?
5. Are such physical counts taken by employees in­
dependent of:
(a) Stores keepers?
. (b) Those responsible for maintaining per­
petual records?
6. Is there written approval by a responsible em­
ployee of adjustments made to perpetual rec­
ords based upon physical inventories?
7. Does system include provision for periodical re­
porting to responsible employee of:
(a) Slow-moving items?
(b) Obsolete items?
(c) Overstocks?
8. Are the following classes of inventories under
accounting control:
(a) Consignments?
(b) Materials in hands of suppliers, proc­
essors, etc.?
(c) Materials or merchandise in warehouses?
(d) Merchandise shipped on memorandum?
9. Is merchandise on hand which is not the property
of client (customers’ merchandise, consign­
ments-in, etc.) physically segregated and under 
accounting control?
10. As to year end inventories:
(a) Are written instructions prepared for
guidance of participating employees?
(b) Are the following steps double-checked:
Quantity determinations? 
Summarization of quantities?
Unit conversions?
Prices used?
Extensions?
Additions?
Summarizations of detailed sheets?
Investment Securities
  1. Are securities kept under lock and key?
2. Are they kept in a safe deposit vault?
3. Is it necessary for more than one person to be
present to open the box and are such persons 
independent of record-keeping?
4. Are securities periodically inspected?
5. Are securities in the name of the company?
6. Is a record kept by the accounting department of
each security, including certificate numbers?
7. Are purchases and sales authorized by:
(a) an officer?
(b) the Board of Directors?
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8. Are securities held for others or as collateral
properly recorded and segregated?
9. Are securities which have been written off or for
which a full reserve has been provided followed 
up as to possible realizability?
Property, Plant and Equipment
1. Are plant ledgers maintained?
2. Are they balanced at least annually with general
ledger controls?
3. Are capital expenditures preauthorized by the
Board of Directors or some authoritative man­
agement group?
4. If so, are actual expenditures later compared with
the authorized estimates?
5. If capital expenditures are not preauthorized, are
actual expenditures approved by the Board of 
Directors or one or more officers?
6. Is approval necessary to scrap items?
7. Does the client:
(a) Take periodical inventory of plant items?
(b) Have periodical appraisals made for in­
surance purposes?
8. Does client have a well defined policy to govern
accounting for capital additions as opposed to 
maintenance and repairs?
9. Are retirements reported in a routine manner
which provides reasonable assurance that they 
will be treated properly in the accounts?
10. Is control of scrapped items maintained to insure
reporting of sales thereof?
11. Is a satisfactory system in effect for the safeguard­
ing of small tools?
Notes Payable
1. Are borrowings authorized by Board of Directors?
2. Are the banks from which funds may be borrowed
specifically mentioned in the minutes?
3. Are the officers empowered to borrow specifically
named in the minutes?
Accounts Payable
1. Is the voucher register (or account payable ledger)
regularly reconciled with the general ledger 
control?
2. Are statements from vendors regularly compared
with recorded liabilities?
3. Are adjustments of recorded accounts payable re­
quired to be supported by executive approval?
4. Are debit balances handled by the credit depart­
ment?
Capital Stock, Etc.
1. Does client employ independent registrar and
transfer agents?
2. If not:
(a) Are unissued certificates and stock certifi­
cate stubs in custody of an officer?
(b) Are surrendered certificates effectively
canceled?
3. Does the client employ independent dividend
paying agents?
4. If answer to question 3 is “No,” is proper, control
apparently exercised in preparing, mailing and 
accounting for unclaimed dividend checks?
Sales
1. Are customers’ orders subjected to review and
approval before acceptance:
(a) By sales or order department?
(b) By credit department?
2. Are shipping advices prenumbered?
3. Are invoices checked for accuracy of:
(a) Quantities billed?
(b) Prices used?
(c) Extensions?
(d) Terms?
4. Are they compared with the customers’ orders?
5. Are returned items cleared through receiving de­
partment?
6. Are invoices summarized and classified by a de­
partment other than the accounting depart­
ment in a manner to provide a check on re­
corded sales?
7. Are the following classes of sales cleared and
recorded in the same manner as sales to cus­
tomers:
(a) Sales to employees?
(b) Scrap and waste sales?
(c) Sales of equipment?
(d) C. O. D. sales?
(e) Cash sales?
8. Can units of sales be correlated with purchases
(or production) and inventories?
9. Is there an adequate check on freight allowances?
Purchases and Expenses
1. Does the client have a purchasing department? If
so is it divorced from:
(a) The accounting function?
(b) The receiving function?
(c) The shipping function?
2. Are all purchases made on purchase orders?
3. Are the purchase orders prenumbered?
4. Does a copy of the receiving report go directly to
the accounting department?
5. Are receiving tickets prenumbered and is a per­
manent record kept in the receiving depart­
ment?
6. Are returned purchases cleared through the ship­
ping department?
7. Are invoices checked in the accounting depart­
ment against:
(a) Purchase orders?
(b) Receiving reports?
(c) Inspection reports?
8. Is there a definite (supported by evidence) respon­
sibility for checking invoices as to:
(a) Prices?
(b) Extensions?
(c) Freight charges?
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Are purchases made for employees cleared 
through the purchasing department in a rou­
tine manner?
10. Are vouchers prepared for all purchase and ex­
pense items?
11. Are distributions established by responsible em­
ployees?
12. Are distributions reviewed at or prior to the time
vouchers are approved or paid?
13. Are vouchers for purchases and expenses ex­
amined by a responsible officer or employee to 
ascertain completeness of attachments and vari­
ous required approvals?
14. Is postage metered?
Payrolls
1. Is preparation of payroll distributed among a
number of employees?
2. Are the duties of those preparing the payroll
rotated?
3. Are clerical operations in preparation of payrolls
double checked before payment?
4. Is time record made on time-clocks?
5. Are all changes in rates, additions and dismissals
authorized?
6. Are time tickets checked to or compared with:
(a) Production schedules?
(b) Payroll distribution?
7. Do foremen sign the weekly payroll sheets?
8. Are employees paid by check?
9. If answer to 8 is “Yes,” are the checks prenum­
bered?
10. Are payroll checks signed by employees who do
not participate in:
(a) The preparation of the payroll?
(b) Custodianship of cash funds?
(c) Maintenance of accounting records?
11. Are payroll disbursements made from an imprest
bank account restricted to that purpose?
12. Are checks written on machines with automatic
totals?
13. Are receipts obtained from employees?
14. Does client have an independent pay agent (for
example, armored car or other service)?
15. If not:
(a) Are paymasters rotated at varying inter­
vals?
(b) Are paymasters’ functions independent
of payroll preparation?
(c) Is the paymaster accompanied by a per­
son who has nothing to do with the 
preparation of payroll?
16. Are salary rolls and special payroll items (i.e., ad­
vances, etc.) subjected to the same critical rou­
tine as regular payments?
17. Are reconciliations of payroll bank accounts made
by employees whose duties are unrelated to the 
payroll department?
18. Does procedure followed when reconciling pay­
roll bank accounts include the checking of 
names on payroll checks against payroll records 
and the examination of endorsements on 
checks?
19. Is proper control exercised over back-pay and
unclaimed wages?
General
1. Do our records include a chart of client’s organi­
zation?
2. Is it up-to-date?
3. Are officers’ and employees’ duties reasonably
fixed as to responsibility?
4. Are accounting manuals in use?
5. Is the accounting department function completely
divorced from:
(a) Sales?
(b) Manufacturing?
(c) Purchasing?
(d) Cash receipts and disbursements?
(e) Insurance?
6. Does the client have:
(a) A controller?
(b) An internal auditor?
7. Do we review:
(a) The program of the internal auditor?
(b) The reports of the internal auditor?
8. Are employees’ duties rotated?
9. Are all employees required to take vacations?
10. Are all employees in positions of trust bonded?
11. Are the amounts of the bonds, as listed in our
working papers, apparently adequate?
12. Are known relatives so employed as to make col­
lusion improbable?
13. Are the books of account apparently:
(a) Adequate for the business?
(b) Kept up-to-date?
(c) Balanced at least monthly?
14. Do internal reports to the operating management
appear to be adequate to bring to light abnor­
mal financial figures and other discrepancies?
15. Are expenses and costs under budgetary control?
16. Does some responsible employee periodically re­
view insurance coverage?
17. Are journal vouchers approved by a responsible
employee?
18. Are journal vouchers or entries in journal ade­
quately explained or supported by substantiat­
ing data?
19. Does accounting control exercised over branch
operations appear to be adequate?
20. Are any of the officials also executives of other
business enterprises (other than known affili­
ates) with which the client does business?
21. Are there any bank accounts in the name of the
corporation or employees’ associations which 
are not recorded on the books?
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Illustrative Working Papers
CONSOLIDATED CO.
BALANCE SHEET-DECEMBER 31, 1944
A B c D E F
Per books Accounts Accounts
receivable— Metals and receivable—
Dec. 31 Dec. 31 Marketable trade, less manufactured officers and
1943 1944 Cash securities reserve products Supplies directors
Ashston State Bank and Trust Co.—General A1 $ 459,285 485,698 485,698
—Pay roll A5 300 300 300
Ashton Trust Co—Time Deposit A7 10,000 10,000
Petty Cash A8 500 500 500
Accounts receivable C1 42,100 40,200 22,700 17.500
Reserve for bad debts C2 2,105 2,010 2,010
B Company C3 149,755 110,320 110,320
C Company 104,340 232,150
D Company 325,450 199,620 199,620
E Company 154,210 120,510 120,510
F Company 8,240 5,210
Accrued interest receivable B1 1,475 725 725
Marketable securities B1 65,850 99,250 99,250
Finished goods inventory D1 319,540 333,090 333,090
Goods in process inventory D2 62,170 93,140 93,140
Raw materials inventory D3 105,280 147,450 147,450
Supplies El 51,390 50,080 50,080  
Land K1 350,230 350,230
Buildings L2 947,220 956,550
Machinery and equipment L2 2,925,940 3,018,605
Small tools L2 14,760 13,710
Furniture and fixtures L2 60,550 63,490
Automobiles and trucks L2 3,980 3,540
Construction L2 8,240 10,280
Reserve for depreciation Ml 1,632,558 1,657,224
Investments in subsidiaries J1 5,582,600 5,582,600
Other investments J2 281,990 250,890 14,000
Payroll advances C4 190 155 155
Insurance unexpired H1 20,070 22,160
Postwar refund of excess profits tax R2 5,000
Prepaid expense H2 5,320 4,450
Debenture discount and expense I1 70,000 50,400
Patents N1 10 10
Notes payable—banks O1 100,000 35,000
Accounts payable P1 257,760 318,158
Unclaimed dividends P3 380 370
Wages payable Q1 14,200 12,500
Dividends payable 30,000 —
Taxes accrued R1 11,400 14,200
Reserve for federal income tax R2 33,651 200,000
Accrued interest payable S1 29,000 24,292
5% Sinking fund debentures T1 3,200,000 3,200,000
Debentures retired T1 960,000 1,280,000
Capital stock—common W1 5,482,600 5,482,600
—preferred W1 1,000,000 1,000,000
Surplus X1 1,062,171 1,062,171
Dividends declared X2 430,000
Profit and loss 487,068
G H
Postwar 
refund of
excess Prepaid 
profits tax Expenses
I J
Discount
on
debentures Investments
5,582,600
236,890
22,160
5,000
4,450
50,400
K L M N
Land
Buildings,
machinery
and
equipment
Reserve for 
depreciation Patents
O  
Q R
Notes Accounts
Wages
and
payable payable— salaries Taxes
to banks trade payable accrued
s T V w
Accrued
Reserve
for
contin­
gencies
Capital
interest Debentures stock
X
Changes in Surplus—1944
Surplus Surplus Dividends
Dec. 31, adjustments paid Income
1943 year 1944 year 1944 year 1944
232,150
5,210
350,230
956,550
3,018,605
13,710
63,490
3,540
10,280
1,657,224
10
35,000
284,777 33,381
370
12,500
14,200
200,000
3,200,000
1,280,000
5,482,600
1,000,000
1,062,171
430,000
487,068
Adjust inventories to physical—finished goods D1
—goods in process D2
—raw materials D3
—supplies El
Repairs charged in error to machinery and equipment
(through construction account) L2
Reverse depreciation charged on above Ml
Increase reserve for doubtful accounts C2
Adjust unexpired insurance H1
Adjust reserve for federal income tax R2
Set up reserve for contingencies V1
$496,498 113,250 452,020 573,680 50,080 17,500
10,120
7,140
2,200
210
5,000 26,610 50,400 5,819,490 350,230 4,066,175 1,657,224
5,280
264
490
Note.—Bold type indicates red.
$496,498 113,250 451,530 568,500 50,290 17,500
25
152
5,152 26,585 50,400 5,819,490 350,230 4,060,895 1,656,960
10 35,000 522,507 45,881 214,200 24,292 1,920,000 6,482,600 1,062,171
13,618
50,000 50,000
10 35,000 522,507 45,881 200,582 24,292 1,920,000 50,000 6,482,600 1,062,171 50,000
430,000 487,068
10,120
7,140
2,200
210
5,280
264
490
25
13,770
430,000 490,337
CONSOLIDATED CO.
INCOME ACCOUNT-YEAR 1944
Per books
Year 1943 Year 1944 Sales Cost of 
sales
Sales AA1 $4,234,970 5,008,340 5,008,340
Sales returns and allowances AA1 132,420 172,150 172,150
Sales freight AA1 101,170 124,390 124,390
Discounts allowed AA1 24,920 32,440 32,440
Steel purchased BB1 914,520 1,109,300 1,109,300
Brass purchased BB1 635,770 642,400 642,400
Direct labor P1 820,300 952,370 952,370
Indirect labor P1 323,470 279,330 279,330
Manufacturing expense BB2 199,960 209,973 209,973
Repair labor and expense BBS 127,330 177,308 177,308
Office salaries EE1 128,000 152,810
Commissions paid EE2 205,628 236,160
Traveling expense 14,542 16,850
Depreciation L1 302,430 305,495
General expense EE3 95,950 103,788
Interest paid R1 118,000 101,500
Discount and expense on debentures H1 11,600 10,000
Discount taken 5,370 7,480 7,480
Miscellaneous income DD1 4,380 10,420
Dividends received B1 69,475 220,770
Interest received B1 3,950 3,900
Gain or loss on plant sold or scrapped K6 7,370 38,168
Gain or loss on debentures retired S1 10,390 8,900
Change in inventory:
Finished goods D1 15,640 13,550 13,550
Goods in process D2 10,160 30,970 30,970
Raw materials D3 29,400 42,170 42,170
Federal income tax Q2 33,651 195,000
Balance 135,104 487,068
4,679,360 3,276,511
Adjust inventories to physical:
Finished goods D1 10,120
Goods in process D2 7,140
Raw materials D3 2,200
Supplies—manufacturing expense BB2 72
—repair expense BB3 138
Repairs charged in error to machinery and
equipment (through construction account) BB3 5,280
Reverse depreciation charge on above L1
Increase provision for doubtful accounts EE3
Adjust unexpired insurance EES
Adjust federal income tax Q2
Balance
152,810
236,160
16,850
305,495
103,788
101,500
10,000
10,420
220,770
3,900
38,168
8,900
195,000
224,670 8,900 10,420 509,608 38,168 101,500 10,000 305,495 195,000
264
490
25
13,770
487,068
487,068
10,120
7,140
2,200
72
138
5,280
264
490
25
13,770
$4,679,360 3,286,761 224,670 8,900 10,420 510,123 38,168 101,500 10,000 305,231 181,230 490,337
Note—Bold type indicates red.
Interest
and
dividends
received
Profit
on
deben­
tures
retired
Miscel­
laneous
other
income
Selling
and
general
Loss on 
plant 
sold or
scrapped
Interest
paid
Deben­
tures
discount
and
expense
Depre­
ciation
and
obsoles­
cence
Federal
income
tax
Per
classifi­
cation of accounts
Cash 
on hand 
and
in bank
Marketable
securities
Metals and
manufactured products
Raw In   Supplies
materials process Finished on hand
CONSOLIDATED CO.
BALANCE SHEET-FORM 10-K—DECEMBER 31, 1944
Accounts
payable
to
subsid­
iaries
Capital
stock Surplus
Cash $ 496,498
Marketable securities 113,250
Accounts receivable—trade, less reserve 451,530
Metals and manufactured products 568,500
Supplies 50,290
Accounts receivable—officers and directors 17,500 
Postwar refund of excess profits tax 5,152
Prepaid expenses 26,585
Discount on debentures 50,400
Investments 5,819,490
Land 350,230
Buildings, machinery and equipment 4,060,895
Reserve for depreciation 1,656,960
Patents
Notes payable—banks 35,000
Accounts payable—trade 522,507
Wages and salaries payable 45,881
Taxes accrued 200,582
Interest accrued 24,292
Debentures 1,920,000
Reserve for contingencies 50,000
Capital stock 6,482,600
Surplus, December 31, 1943 1,062,171
Surplus adjustments 50,000
Dividends paid 430,000
Income 490,337
$496,498
113,250
23,580 2,500
145,250 100,280 322,970
50,290
430,450
17,500
5,152
26,585
50,400
5,582,600 236,890
350,230
4,060,895
1,656,960
10
35,000
284,777   237,360 370
45,881
200,582
24,292
1,920,000
50,000
6,482,600
$496,498 113,250 23,580 2,500 145,250 100,280 322,970 50,290 430,450 17,500 5,152 5,582,600 236,890 350,230 4,060,895 1,656,960 10 50,400 26,585 35,000 284,777 45,881 200,582 24,292 237,360 370 1,920,000 50,000 6,482,600
1,062,171
50,000
430,000
490,337
1,072,508
 Note.—Bold type indicates red.
Reserve
for
doubtful
accounts
Due
from
subsid­
iaries
Accounts 
receiv­
able— 
officers
and
directors
Post­
war
refund
of
excess
profits
tax
Investments
In
subsid­
iaries Other Land
Buildings,
machinery
and
equipment
Reserve
for
depreciation Patents
Discount
and
expense on 
debentures
Prepaid
expenses
Notes
payable
to
bank
Accounts 
payable— 
trade
Accrued Accrued Accrued
wages taxes interest
Notes
and
accounts 
receiv­
able— 
trade
Miscell­
aneous
accounts
payable
5% Sinking 
fund
debentures
Reserve 
 forcontingencies
CONSOLIDATED CO.
INCOME ACCOUNT CLASSIFICATION FOR FEDERAL INCOME TAX-YEAR 1944
Per books 
(after
adjustment) 
year 1944
Gross
sales
Returns
and
allowances
Inven­
tory— 
beginning Purchases
Miscellaneous Costs
Inventory 
—end
Interest
on
loans,
etc.
Interest
on
corpor­
ation
bonds,
etc.
Rent
received
Capital
gain
or
loss
Non­
capital
gain
or
loss
Dividends
received
Other
income
Compen­
sation
of
officers
Salaries
and
wages Repairs
Bad
debts
Interest
paid Taxes
Depre­
ciation
Other
deductions
Net
Income
Salaries 
and wages
Other
costs
Sales AA1 $5,008,340 5,008,340
Sales, returns and allowances AA1 172,150 172,150
Sales freight AA1 124,390 124,390
Discounts allowed AA1 32,440 32,440 *
Steel purchased BB1 1,109,300 1,109,300
Brass purchased BB1 642,400 642,400
Direct labor P1 952,370 952,370
Indirect labor P1 279,330 279,330
Manufacturing expense BB2 209,901 168,629 41,272
Repair labor and expense BB3 182,450 182,450
Office salaries EE1 152,810 100,000 52,810
Commissions paid EE2 236,160 236,160
Traveling expense 16,850 16,850
Depreciation L1 305,231 305,231
General expense EES 104,303 600 38,398 65,305
Interest paid R1 101,500 101,500
Discount and expense on debentures H1 10,000 10,000
Discounts taken 7,480 7,480
Miscellaneous income DD1 10,420 9,500 780 140
Dividends received B1 220,770 220,770
Interest received B1 3,900 50 3,850
Gain or loss on plant sold or scrapped K6 38,168 397 37,771
Gain or loss on debentures retired S1 8,900 8,900
Change in inventory:
Finished goods D1 3,430 319,540 322,970
Goods in process D2 38,110 62,170 100,280
Raw materials D3 39,970 105,280 145,250
Federal income and excess profits tax Q2 195,000 195,000
Balance 476,567 476,567
Adjust 1944 depreciation per books to tax basis L2 5,008,340 328,980 486,990 1,751,700 1,231,700 161,149 568,500 50 3,850 9,500 780 397 220,770 9,040 100,000 288,970 182,450 600 101,500 79,670 305,231 129,926 671,567
3,531 3,531
$5,008,340 328,980 486,990 1,751,700 1331,700 161,149 568,500 50 3,850 9,500 780 397 220,770 9,040 100,000 288,970 182,450 600 101,500 79,670 301,700 129,926 675,098
Note.—Bold type indicates red.
)Consolidated Co.
B Co.
D Co.
E Co.
F Co.
C Co.
Per Books
Intercompany eliminations:
Accounts
Investments
Dividends
Equity of minority shareholders in C Co. 
Eliminate intercompany profit in inventory 
Per Published
CONSOLIDATED CO.-CONSOLIDATED 
BALANCE SHEET-DECEMBER 31, 1944
A B C D E F G H I J K L M N o P Q R S T u V W X
Accounts 
receivable— 
trade, 
less 
reserve
Accounts 
receivable— 
officers 
and
directors
war
refund
of
excess
profits
tax
Discount
on
deben­
tures
Wages
and
salaries
payable
Changes in surplus—1944
Cash
Marketable
securities
Metals and 
manufactured 
products Supplies
Prepaid
expenses Investments Land
Buildings, 
machinery and 
equipment
Reserve for 
depreciation Patents
Notes 
payable— 
banks
Accounts 
payable— 
trade
Taxes
accrued
Interest
accrued Debentures
for
contin­
gencies
Minority
interest
Capital
stock
Surplus 
Dec. 31, 
1943
Surplus 
adjustments 
year 1944
Dividends
paid
year 1944
Income 
year 1944
$ 496,498 113,250 451,530 568,500 50,290 17,500 5,152 26,585 50,400 5,819,490 350,230 4,060,895 1,656,960 10 35,000 522,507 45,881 200,582 24,292 1,920,000 50,000 6,482,600 1,062,171 50,000 430,000 490,337
200,560 735,470 11,520 112,500 54,730 271,020 290 20,773 600,000 111,600 20,000 21,637
210,830 176,130 280,180 31,660 32,090 1,500,000 462,240 3,851,330 1,915,640 735,540 19,140 82,306 2,000,000 1,791,380 130,000 130,454
38,030 158,210 182,660 5,340 3,840 20,000 516,850 254,220 143,840 5,280 18,103 500,000 7,170 10,000 20,657
19,240 40,240 43,300 5,430 1,319,060 1,253,250  552,120 23,640 4,390 15,160 2,000,000 83,670 20,000 21,540
965,158 113250 1,561,580 1,031,340 130,590 17,500 5,152 79,465 50,400 7,319,490 2,151,530 9,794,825 4,433,670 10 35,000 1,696,547 74,981 336,924 24,292 1,920,000 50,000 11,582,600 3,041,651 50,000 610,000 684,625
124,870 417,830 437,810 30,980 4,860 25,030 125,000 1,832,580 752,630 160,540 31,980 104,792 1,250,000 691,600 60,000 67,418
1,090,028 113,250 1,979,410 1,469,150 161,570 17,500 10,012 104,495 50,400 7,319,490 2,276,530 11,627,405 5,186,300 10 35,000 1,857,087 106,961 441,716 24,292 1,920,000 50,000 12,832,600 3,733,251 50,000 670,000 752,043
988,240
 
7,082,600
988,240
6,225,000 857,600
234,000 234,000
 
194,902 125,000 69,160 6,000 6,742
19,755 14,436 5,319
$1,090,028 113,250 991,170 1,449,395 161,570 17,500 10,012 104,495 50,400 236,890 2,276,530 11,627,405 5,186,300 10 35,000 868,847 106,961 441,716 24,292 1,920,000 50,000 194,902 6,482,600 2,792,055 50,000 430,000 505,982
Note.—Bold type indicates red.
CONSOLIDATED CO.-CONSOLIDATED 
INCOME ACCOUNT-YEAR 1944
AA
Sales
BB
Cost of 
sales
CC
Interest
and
dividends
received
Profit
on
deben­
tures
retired
DD
Miscel­
laneous
other
income
EE
Debenture
discount
and
expense
Deprecia­
tion
and
obsoles­
cence
Federal
income
tax* Balance
Minority 
share of 
income
Selling
and
general
Loss on 
plant 
sold or
scrapped
Interest
paid
Consolidated Co. $ 4,679,360 3,286,761. 224,670 8,900 10,420 510,123 38,168 101,500 10,000 305,231 181,230 490,337
B Co. 1,490 395,939 350,369 1,140 15,840 8,443 21,637
D Co. 2,984,970 2,098,850 20,000 490 385,850 1,420 326,850 62,036 130,454
E Co. 1,539,580 1,226,430 234,240 1,440 45,220 11,593 20,657
F Co. 326,290 206,377 310 9300 78,923 10,460 21,540
9,530,200 6,818,418 246,160 8,900 407,159 1,480,582 51,468 101,500 10,000 772,064 273,762 684,625
C Co. 3,518,335 2,981,555 12,480 203,440 8,280 186,380 83,742 67,418
Per books 13,048,535 9,799,973 246,160 8,900 419,639 1,684,022 59,748 101,500 10,000 958,444 357,504 752,043
Intercompany eliminations:
Sales
Dividends
Commissions
2,728,750 2,728,750
234,000
391,529 391,529
234,000
Minority equity in net income of C Co. 6,742 6,742
Eliminate intercompany profit in inventory 5,319 5,319
Per Published $10,319,785 7,076,542 12,160 8,900 28,110 1,292,493 59,748 101,500 10.000 958,444 357,504 505,982 6,742
* Where necessary, this account should be divided between income tax and excess profits tax.
Note.—Bold type indicates red.
CONSOLIDATED CO.-CONSOLIDATED
CONSOLIDATED BALANCE SHEET SOURCES AND DISPOSITION OF FUNDS STATEMENT-YEAR 1944
Dec. 31,
1943
Dec. 31,
1944 Change
Cash and 
cash 
assets— 
net
change
Cash
profit
Cash
received
for
sale of 
equipment
Cash
expended
Deprecia­
tion
Loss on 
sale of 
equip­
ment
Profit on 
retire­
ment of 
debentures
Debenture
discount
and
expense
written
off
Contra— 
see notes 
below
Cash $ 986,425 1,090,028 103,603 103,603
Marketable securities 110,950 113,250 2,300 2,300
Notes and accounts receivable—trade 1,085,045 991,170 93,875 93,875
Inventories 1,356,194 1,449,395 93,201 93,201
Supplies 168,340 161,570 6,770 6,770
Accounts receivable from officers and directors 17,500 17,500 17,500
Postwar refund of excess profits tax 10,012 10,012 10,012
Prepaid expenses 95,640 104,495 8,855 8,855
Discount and expense on debentures 70,000 50,400 19,600
Investments 236,890 236,890 — — 10,000 9,600(1)
Land 2,276,530 2,276,530 _ —
Buildings, machinery, etc. 11,222,790 11,627,405 404,615 57,505 972,200 59,748 450,332(2)
Reserve for depreciation 4,678,188 5,186,300 508,112 958,444 450,332(2)
Patents 10 10 — —
Notes payable—banks 100,000 35,000 65,000 65,000
Accounts payable—trade 898,140 868,847 29,293 29,293
Wages and salaries payable 65,490 106,961 41,471 41,471
Taxes accrued 99,181 441,716 342,535 342,535
Dividends payable 30,000 30,000 30,000
Interest accrued 29,000 24,292 4,708 4,708
5% Sinking Fund Debentures 2,240,000 1,920,000 320,000 301,500 8,900 9,600(1)
Reserve for contingencies — — 50,000 50,000 50,000(3)
Minority interest 194,160 194,902 742 6,742 6,000
Capital stock 6,482,600 6,482,600 _ —
Surplus—beginning 2,792,055 2,792,055 — —
—income 505,982 505,982 1,525,274 958,444 59,748 8,900 10,000
—dividends paid 430,000 430,000 430,000
—surplus adjustment 50,000 50,000 50,000(3)
$139,046 1,522,004 57,505 1,718,555
NOTES 1—This represents the amount of bond discount and expense on bonds retired.
2—Depreciation on buildings, machinery and equipment, sold, transferred and scrapped.
3—Amount segregated from surplus as a reserve against possible liability for additional federal income taxes for prior years.
Note.—Bold type indicates red.
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CHAPTER 14
RECEIVABLES
By Maurice H. Stans
THE term “receivables” in accounting terminology ordinarily refers to claims arising from delivery of goods or rendering of service, collectible in money.1 
In ordinary business experience, it includes amounts 
represented in the form of open trade accounts, or by 
notes, acceptances, and bills of exchange, as well as 
accrued amounts which have been earned but which 
have not yet matured for collection. If is in this gen­
eral meaning of the term that this chapter is written, 
thereby excluding from the definition for this purpose 
such items as prepayments, deposits collectible in goods 
rather than money, and bonds or other long-term con­
tracts and claims usually classified as investments.
Because of the nature of commercial transactions in 
a credit economy, receivables are created and liqui­
dated in most types of business operation, except for 
the few which are on a strictly cash basis. For this rea­
son receivables usually constitute a significant part of 
the business balance sheet, and thereby present them­
selves for important consideration by the accountant 
in the course of the procedure of verification by audit. 
As a result of a combination of factors originating both 
within and without the accounting profession, the 
methods of auditing receivables have seen more change 
in recent years than has any other phase of balance 
sheet examination, with the possible exception of in­
ventory verification. This transition has been occa­
sioned by these three main circumstances:
(a) The introduction of a greater scope of verifica­
tion as a result of the adoption of confirmation meth­
ods as generally standard practice under the so-called 
“Extensions of Auditing Procedure”2 adopted by the 
accounting profession in 1939;
(b) The creation of new types of debtor-creditor 
relationships under special wartime contractual ar­
rangements;
(c) An increased trend toward the use of receivables 
as a means of financing, not only under war contracts 
but also in normal commercial activities.
Of these, the first overshadows the others in impor­
tance and occupies the greater portion of this chapter. 
The war-induced types of special receivables may be 
expected ultimately to dwindle and thus become of 
little permanent import to the accountant. On the 
other hand, it is likely that the long-term trend toward 
the increased use of receivables for business financing 
is likely to project the third-named factor into a posi­
tion in which it will occupy considerably greater at­
tention in the postwar period than before the war.
The fact of increased emphasis upon and interest 
in the phases of receivable verification is well evidenced 
by the large number of research bulletins issued by the 
American Institute of Accountants on various aspects 
of the subject in and since 1939 and by the number of
articles in the field of accounting and business litera­
ture dealing therewith.
Extended Procedures 
Pre-1939 Practice
It is generally understood that the process of audit­
ing receivables consists of a two-fold task of (1) verify­
ing the existence of the indebtedness purported to be 
due and (2) establishing its value as an asset. Prior to 
1939, in the work of determining the authenticity of 
the receivables of a company being audited, the prin­
cipal reliance was placed upon the examination or 
testing of supporting records, the exact steps of prov­
ing the existence and amount of the indebtedness be­
ing left to the individual judgment of the accountant. 
As a result, the use of independent confirmation with 
debtors as a means of verification was not the com­
mon course, and authoritative accounting literature 
as late as 19363 assumed that such procedure, while 
desirable, would be the exception rather than the rule. 
Nevertheless, it is possible from a review of early 
sources to find a growing recognition of the fact that 
direct confirmation constituted the most conclusive 
and most practical assurance to the auditor of the au­
thenticity of receivables, and to discern from such 
writings the evolution of the conclusion that standard 
practice should employ that implement. As early as 
1905, one author wrote:4
“After all, the only satisfactory verification of cus­
tomers’ accounts is by direct confirmation, and many 
auditors have advocated the issue of a circular to all 
customers, requesting a verification of their respective 
accounts as quoted.”
Several years later, another early textbook expressed 
the same thought in these words:5
“There is but one absolute method of ascertaining 
the accuracy of the aggregates shown on the balance 
sheet as due from trade and other debtors, and that 
is to procure an acknowledgment of the debt from the 
debtor.”
Apparently the principal obstacle at that time in the 
way of more frequent use of this means of verification 
was fear of objection by clients, for the same author 
added:5
1Accountants’ Handbook, 3d ed., edited by W. A. Paton (New 
York: Ronald Press Co., 1943), p. 381.
2Published by the American Institute of Accountants as State­
ment on Auditing Procedure No. 1, Oct. 1939.
3American Institute of Accountants, “Examination of Financial 
Statements by Independent Public Accountants,” Jan. 1936.
4Lawrence R. Dicksee, Auditing (London: Copthall House, 
1905), p. 35.
5R. H. Montgomery, Auditing Theory and Practice (New 
York: Ronald Press Co., 1912), pp. 100, 263.
Copyright 1945 by American Institute of Accountants
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“. . . where the client does not or will not consent 
to such a course, the responsibility for the integrity 
of the customers’ balances is squarely up to him. Every 
year the objections to this practice grow less, and no 
doubt within a few years the verification of customers’ 
outstanding balances by correspondence with the audi­
tor will be the rule rather than the exception.”
The fact that this optimistic prophecy did not ma­
terialize for many years continued to be due to a lack 
of public support, because other authors in 1923 made 
statements such as these:
“Although ordinarily customers will not be circu­
larized, as a practical thing the auditor should discuss 
with the client the advisability of sending out state­
ments to customers and thus have a definite under­
standing at the beginning of the audit as to what the 
procedure shall be. In this way the auditor protects 
himself from possible severe criticism should it later 
appear that anything was wrong with the accounts 
receivable.”6
“. . . consider the advisability of confirming the bal­
ances by direct correspondence . . . However, many 
clients object to such confirmation . . .”7
Under these viewpoints, there was some gradual 
growth of the practice of confirming receivables, al­
though it remained the exceptional rather than the 
general procedure in auditing. The only field in which 
confirmation became a generally standard method was 
in the auditing of stock brokerage firms and other 
security houses in which it was undoubtedly under­
taken partly because of the relative importance and 
activity of the accounts and partly as a means of bal­
ancing out the accounting for securities and testing 
current security transactions. By 1939, the position of. 
the profession on the subject had progressed to that 
expressed in an authoritative pamphlet published by 
the American Institute of Accountants several years 
prior thereto:8 *
“The best verification of accounts receivable is to 
communicate directly with the debtor regarding the 
existence of the debt, and this course may be taken 
after arrangement with the client. While such con­
firmation is frequently considered unnecessary in the 
case of companies having an adequate system of in­
ternal check, it is one of the most effective means of 
disclosing irregularities.”
As indicated thereby, such past agreement as the 
profession had succeeded in securing from business 
to confirmation of receivables by communication as a 
part of auditing procedure was probably most often 
induced by the effectiveness of the arrangement as a 
deterrent to, or a method for discovery of, employee 
dishonesty. Only rarely, and then under circum­
stances making the practice imperative, had confirma­
tion been particularly applied as a means for satis­
fying the auditor that managerial fraud did not exist 
in the form of fictitious receivables.9 In other words,
the confirmation steps were taken only as additional 
procedures under arrangement with the client, or 
where the accountant thought them essential or desir­
able because of unusual circumstances in a particular 
case.
The secondary phase of auditing receivables, that 
of valuing them, while of direct effect upon financial 
statements, did not usually present difficult aspects. 
The existence of a receivable having been verified by 
whatever means the accountant chose to employ, the 
matter of valuation in turn rested upon his judgment 
and opinion as to collectibility. For such purpose, the 
accountant had recourse to the pertinent files and cor­
respondence in cases of relatively large accounts, sup­
plemented by an aging of the outstandings for the 
purpose of applying over-all estimates of realization 
through an averaging system. Ordinary commercial 
receivables were shown collectively in statements at 
their gross amount less estimated reserves for uncol­
lectibility and for expected customer deductions in 
the form of discounts, freight allowances, returns, et 
cetera, the objective being to reduce the aggregate to 
a net amount representing the cash equivalent. Less 
usual types of receivables, such as special loans, em­
ployee balances, refundable deposits, and accrued in­
come were usually verified and valued by item-by-item 
consideration of the information obtained by the 
auditor from the supporting records.
Adoption of Extended Procedures
Early in 1939, the accounting profession and the 
Securities and Exchange Commission undertook in­
dependent investigations as to the sufficiency of the 
then current methods of auditing receivables and in­
ventories, and as to the desirability of extending the 
usual procedures. Following intensive consideration 
of the subject, the council of the American Institute of 
Accountants in May 1939 adopted a report entitled 
“Extensions of Auditing Procedure” in which it con­
cluded, among other things, that “recognition should 
be given to the widespread demand for an extension of 
auditing procedures with regard to inventory and re­
ceivables,” despite the fact that “additional expense 
to business will be involved in the added procedures.” 
This result was subsequently endorsed by the Securi­
ties and Exchange Commission in December 1940 in 
this language:10
6J. Hugh Jackson, Audit Working Papers (New York: American 
Institute of Accountants Foundation, 1923) p. 96.
7Earl A. Saliers, Accountants’ Handbook, 1st ed. (New York: 
Ronald Press Co., 1924), p. 670.
8American Institute of Accountants, “Examination of Financial 
Statements by Independent Public Accountants,” Jan. 1936, pp. 
14-15.
9John A. Lindquist, “Experiences with Extended Procedures as 
Related to Accounts Receivable,” Experiences with Extensions of 
Auditing Procedure (Papers presented at the 53rd annual meet­
ing of the American Institute of Accountants, 1940), p. 16.
10Securities and Exchange Commission, Accounting Series Re­
lease No. 19, Dec. 5, 1940.
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“We do feel, however, that there should be a ma­
terial advance in the development of auditing pro­
cedures whereby the facts disclosed by the records and 
documents of the firm being examined are to a greater 
extent checked by the auditors through physical in­
spection or independent confirmation. The time has 
long passed, if it ever existed, when the basis of an 
audit was restricted to the material appearing in the 
books and records. For many years accountants have 
in regularly applied procedures gone outside the rec­
ords to establish the actual existence of assets and 
liabilities by physical inspection or independent con­
firmation . . . there are many ways in which this can 
be extended. Particularly, it is our opinion that audit­
ing procedures relating to the inspection of inven­
tories and confirmation of receivables, which, prior to 
our hearings, had been considered optional steps, 
should, in accordance with the resolutions already 
adopted by the various accounting societies, be ac­
cepted as normal auditing procedures in connection 
with the presentation of comprehensive and depend­
able financial statements to investors.”
Specifically, the language of the conclusion of the 
Institute on the question of confirming receivables by 
direct communication with debtors was as follows:11
“That hereafter, wherever practicable and reason­
able, and where the aggregate amount of notes and 
accounts receivable represents a significant proportion 
of the current assets or of the total assets of a concern, 
confirmation of notes and accounts receivable by direct 
communication with the debtors shall be regarded as 
generally accepted auditing procedure in the examina­
tion of the accounts of a concern whose financial state­
ments are accompanied by an independent certified 
public accountant’s report; and that the method, ex­
tent, and time of confirming receivables in each en­
gagement, and whether of all receivables or a part 
thereof, be determined by the independent certified 
public accountant as in other phases of procedure 
requiring the exercise of his judgment.”
The accounting profession adopted the extended 
procedures promptly and universally. This acceptance 
was predicated on the belief that the adoption of the 
extended procedures was a step in the gradual evolu­
tion of accounting practice and a responsibility of 
the profession to the public in keeping with the 
growth and development of industry and finance. A 
subcommittee of the New York Stock Exchange en­
dorsed the proposition in this language:12
“The broad improvement which has taken place 
over the years in American corporation accounting 
and in reporting to stockholders has been a gradual 
development marked by the consolidation of each ad­
vance, a progression in which abrupt and ill consid­
ered changes have largely been avoided. It is with a 
certain historial sense and a strong conviction of the 
soundness of such a well-integrated development that 
your subcommittee prefaces its report with the re­
minder that accounting and auditing procedures are 
in their very nature not final but evolutionary, both
in themselves and in their adaptation to a continuously 
evolving business world, and that new developments 
should be introduced only where their practicability 
is reasonably established.”
The apprehensions that accounting authors had 
been expressing for years as to client objections be­
cause of cost or other reasons failed to materialize in 
the general recognition of the move as one of public 
benefit. The few dissents which did arise were over­
come by the fact that the extended procedures were 
enforced by a requirement that the accountant’s cer­
tificate give recognition to the limitation upon his 
opinion where the scope of his work was restricted 
from that implicit in the term “standard auditing pro­
cedures.”
The attitude of the profession as to the importance 
of the extended procedures was emphasized by this 
position with respect to the accountant’s certificate. 
In 1942, the Institute’s committee on auditing pro­
cedure recommended, after long consideration, “that 
hereafter disclosure be required in the short form of 
the independent accountant’s report or opinion in all 
cases in which the extended procedures regarding 
inventories and receivables set forth in ‘Extensions of 
Auditing Procedures’ are not carried out, regardless 
of whether they are practicable and reasonable, and 
even though the independent accountant may have 
satisfied himself by other methods.”13
This recommended disclosure of failure to follow 
extended procedures remains the standard practice 
at the present time. As pointed out later herein, in 
cases of inability to use satisfactorily the confirmation 
steps, but in which verification has been accomplished 
by other methods, accountants’ reports now include 
language to that effect.
Problems of Confirmation
In undertaking to follow the requirements thus 
established for the confirmation of receivables, ac­
countants found it necessary to deal with a consider­
able number of new questions. In general, the process 
of evolving a technique adaptable to the varying cir­
cumstances of auditing engagements made it essen­
tial to consider these points:
(1) When is the confirmation procedure “practicable 
and reasonable”?
(2) Under what circumstances is the “positive” con­
firmation required, and when can the so-called 
“negative” method be employed?
(3) How extensively should the confirmation pro­
cedure be applied in any given case?
11American Institute of Accountants, Statement on Auditing
Procedure No. 1, “Extensions of Auditing Procedure,” Oct. 1939. 
12Report of Subcommittee on Independent Audits and Audit
Procedure of the Committee on Stock List, adopted by Board 
of Governors of New York Stock Exchange, Aug. 23, 1939. 
(See The Journal of Accountancy, Oct. 1939, p. 236.)
13American Institute of Accountants, Statement on Auditing
Procedure No. 12, “Amendment to Extensions of Auditing Pro­
cedure,” Oct. 1942.
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(4) . When the positive method is used, what efforts
can and should be made to insure a satisfactory 
proportion of replies?
(5) To what extent may the confirmations be secured 
at dates other than the date of the statements re­
ported upon?
(6) To what extent can the effectiveness of the sys­
tem of internal control be relied upon in influenc­
ing the proportion of confirmations attempted?
(7) To what extent does the use of the confirmation 
procedures make it possible to reduce or eliminate 
other procedures previously employed?
Unfortunately, there is a dearth of professional 
literature expressing the conclusions of accountants in 
specific situations, such as would be presented in case 
studies. The most frequent considerations of the sub­
ject, such as those in research bulletins of the In­
stitute or articles in accounting journals, have usually 
dealt with these questions in terms of generalities. It 
is possible from a review of such sources, however, to 
outline the general limits of the range of auditing prac­
tice in the use of the confirmation procedure.
When Is Confirmation “Practicable and Reasonable”?
In a statement14 issued shortly after the adoption of 
the “Extensions of Auditing Procedure” the committee 
on auditing procedure of the Institute undertook to 
define the terms “practicable” and “reasonable.” It 
found that the dictionary definitions were:
Practicable—“Capable of being put into practice, done, 
or effected, especially with the available 
means or with reason or prudence.”
Reasonable—“Endowed with reason, or rational, hav­
ing or exercising sound judgment, or sen­
sible.”
It decided that the term “practicable” could be 
viewed by the auditor in the light of the dictionary 
limitations of “with the available means” or “with 
reason or prudence”; and that, in addition, the opera­
tions being considered had to be reasonable in the 
sense of being “sensible” in the light of surrounding 
circumstances. It concluded that “notwithstanding 
these refinements in meaning, it is believed that there 
will be very few cases in commerce and industry as 
a whole in which the confirmation procedures cannot 
be applied, to the extent that will afford such tests 
as the auditor, in the exercise of his judgment, de­
termines to be reasonable.”
This has been the pattern for substantially all 
subsequent consideration of this question in special 
circumstances and it has been generally recognized 
as the effective standard of judgment to be employed 
by accountants in this phase of the auditing of 
financial statements. For example, in the case under 
consideration at the time the statement was made, 
the committee held that in auditing the receivables 
of department stores, instalment houses, chain stores 
and other retailers, there could be no question as to
the practicability and reasonableness of applying at 
least the “negative” form of confirmation which re­
quires no reply unless the recipient challenges the 
balance shown. Subsequently, in June 1942, in con­
sidering the problems of auditing under wartime 
conditions, the same committee held that during the 
emergency period “the standards of professional work 
should not be lowered and the auditing procedures 
now in force should be maintained,”15 thus in effect 
holding that the question of practicability had to be 
measured in relation to normal conditions and could 
not be limited because of temporary or unusual re­
straints under which the auditor had to work. Again, 
on a later occasion in dealing with the confirmation 
of so-called “mass” accounts of a public utility,16 the 
committee held that in such case the procedure was 
both practicable and reasonable and should be em­
ployed. As a result, it is generally recognized that only 
the most unusual circumstances would permit an 
accountant to assume that he had followed accepted 
auditing standards when he had not undertaken the 
confirmation, at least by test methods, of the receiv­
ables of a company being audited.
Positive v. Negative Confirmations
Under the language of the new requirements, the 
method of confirming receivables in each engagement 
is left to the judgment of the independent certified 
public accountant as in other phases of procedure 
requiring the exercise of his judgment. Generally 
speaking, there are two ways of confirming receivables 
by direct communication with the debtor, these being 
known as the “positive” and the “negative” confirma­
tions. Under the positive method, a communication 
is directed to the debtor asking him to confirm to the 
independent public accountant the accuracy or in­
accuracy of the balance shown. Under the negative 
method, a communication is addressed to the debtor 
asking him to inform the independent public ac­
countant only in case the amount stated is incorrect. 
The comparative features of the two methods have 
been expressed in this way:17
“The positive form has very definite advantages.
(1) It provides a greater degree of verification of ac­
counts which are confirmed. (2) It permits a second 
or third request to be sent to customers who do not 
reply to the first within a reasonable length of time, 
and (3) a considerable amount of effort on the part of
14American Institute of Accountants, Statement on Auditing 
Procedure No. 3, “Inventories and Receivables of Department 
Stores, Instalment Houses, Chain Stores, and Other Retailers,” 
Feb. 1940, p. 17.
15American Institute of Accountants, Statement on Auditing 
Procedure No. 10, “Auditing under Wartime Conditions,” Tune
1942.
16American Institute of Accountants, Statement on Auditing 
Procedure No. 14, “Confirmation of Public Utility Accounts 
Receivable,” Dec, 1942.
17B. A. Wilkes Berry, “Confirmation of Accounts Receivable,”
The Ohio Certified Public Accountant, April 1941, p. 6.
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any employee would be required in attempting to 
conceal fraud. Its principal disadvantages are that it 
is more expensive than the negative form and requires 
more time by the auditor. The positive method of 
confirmation is expensive in money to the client and 
in time to the auditor. It requires some follow-up 
system, and follow-up requests require extra time. 
This extra time during the auditing period is an 
important factor. In the event of collusion, confirma­
tion requests may be duly confirmed and returned to 
the auditor and in this way aid in deceiving the 
auditor.
“The advantages of the negative form are (1) it is 
less expensive, (2) it requires less time in handling 
replies, (3) it does not require a follow-up, (4) it is 
better adapted to the use of gummed slips of paper 
or rubber-stamp forms to be placed on the monthly 
statements.”
Obviously, the positive form of confirmation is the 
most conclusive assurance to the auditor of the bona 
fides of the receivable. Its use without some reason­
able limitation would, however, in most cases increase 
the amount of the work of the auditor far beyond 
that which would be either reasonable or necessary. 
This would be especially true in the case of the 
“mass” accounts, for example, of public utility com­
panies, which occur in large number with small indi­
vidual balances. On the other hand, the negative 
form is not properly to be used if the accountant has 
reason to believe that the request would fail to receive 
consideration and that he would not be advised if 
the amount stated in the request differed from the 
amount shown on the debtor’s records.18 In these 
circumstances, such as in the case of amounts due from 
government agencies, the negative method would not 
be satisfactory and its use would not be in compli­
ance with the spirit of “Extensions of Auditing 
Procedure.”
In instances in which there is reason to believe that 
the possibility of disputes, inaccuracies, or irregulari­
ties in the accounts is greater than usual, or in which 
balances involved are of outstanding importance, it is 
desirable that the positive method of confirmation 
be employed. For example, it is generally customary 
to use the positive method of confirmation in the case 
of receivables of stock brokerage houses. Also, when a 
company sells a substantial portion of its output to 
one or only a few customers, so that the balances in­
volved are of relatively major importance, the positive 
method of confirmation would be preferable.
On the other hand, the Institute’s committee on 
accounting procedure has held that the negative type 
of confirmation is in accordance with general practice 
in the majority of circumstances, and that an inde­
pendent public accountant using this method of con­
firmation, where there are no indications that it may 
be inadequate, is conforming with generally accepted 
auditing procedures.19 In particular, it held that in 
examination of department stores, instalment houses,
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and others dealing with ultimate consumers, the ap­
plication of the negative form of direct communication 
with debtors, properly carried out, is to be considered 
as compliance with accepted auditing standards.20
Independent public accountants sometimes employ 
both the positive and the negative methods upon the 
same engagement—the positive as to accounts where a 
definite reply may be deemed desirable and the nega­
tive as to accounts where that consideration does not 
apply. An illustration of this type is provided in the 
case of public-utility receivables, which the Institute’s 
committee on auditing procedure divided into two 
general categories:21
(a) The large accounts, due from municipalities, 
other utilities, industrial and other large customers.
(b) The mass accounts of residential, commercial, 
rural, and merchandise receivables.
In the case of the former, it concluded that the 
extent of confirmation should be similar to that of the 
accounts of industrial enterprises where comparable 
conditions prevailed, which would presumably in­
volve at least a testing under the positive method. 
The mass accounts with small individual balances 
which are usually under effective internal control 
would certainly not require positive confirmations 
but could be verified by the negative method by test­
ing a portion of the total number.
It should be obvious that, in the use of either form 
of request, the auditor must follow a working program 
which provides control over the procedure, and in­
sures that replies will reach him. One author has 
spelled out these steps in this way:22
“The usual steps in confirmation procedure are as 
follows:
(1) The confirmation forms are filled out by some 
employee of the client.
(2) The auditor must check the forms against ledger 
balances.
(3) Notations are made on the working papers to 
show which accounts are being confirmed.
(4) Return envelopes are attached to the confirma­
tion request.
(5) The request is folded, placed in an envelope, 
sealed, stamped, and mailed [by the auditor].
“The auditor may use his envelopes or the cus­
18American Institute of Accountants, Statement on Auditing 
Procedure No. .18, “Confirmation of Receivables from the Govern­
ment,” Jan. 1943.
19American Institute of Accountants, Statement on Auditing 
Procedure No. 19, “Confirmation of Receivables (Positive and 
Negative Methods),” Nov. 1943.
20American Institute of Accountants, Statement on Auditing 
Procedure No. 3, “Inventories and Receivables of Department 
Stores, Instalment Houses, Chain Stores, and other Retoilers,” 
Feb. 1940.
21American Institute of Accountants, Statement on Auditing 
Procedure No. 14, “Confirmation of Public Utility Accounts 
Receivable,” Dec. 1942.
22B. A. Wilkes Berry, “Confirmation of Accounts Receivable,”
The Ohio Certified Public Accountant, April 1941, p. 8.
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tomer’s envelopes in mailing the confirmation re­
quests. If the client’s envelopes are used the audi­
tor’s return address should be placed on them and 
the client’s name and address marked off.”
Any modification of this outline, in connection with 
either original or follow-up mailings, can be employed 
if it provides corresponding control over the replies 
received and of the requests which are returned be­
cause of failure to reach the addressees.
Test Confirmations
It is readily recognized that confirmation of all out­
standing accounts may not be necessary in a given case 
and that satisfactory assurance may be accomplished 
by the independent public accountant by sampling 
methods. By this means, the cost of the process is 
minimized and the amount of time involved can be 
kept in reasonable relationship to the other phases 
of the audit work. The major consideration in measur­
ing the adequacy of testing procedures and in deciding 
the scope of the tests to be made is the effectiveness 
of the system of internal control of the company. It 
has already been pointed out that in the usual case 
of public-utility companies the processes of billing, 
collecting, and accounting for revenue are so ade­
quately controlled internally that the sampling process 
meets accepted auditing standards. In a question in­
volving a particular case of a public-utility company 
the Institute’s committee on accounting procedure 
analyzed the proposition in this way (which is worthy 
of full quotation here as an illustration of some of 
the factors available to the accountant to guide his 
judgment):23
“Utilities follow the policy of disconnecting service 
if the ‘mass’ accounts are not promptly paid and 
in many cases also grant more than ordinary discounts 
for prompt payment, with the result that the aggre­
gate amount of utility service receivable balances not 
derived from the current month’s billings is generally 
not significant. The characteristics of these accounts 
create a large volume of small and simple repetitive 
operations which require special skill and efficiency 
for economical performance. As a result these opera­
tions are ordinarily assigned to separate employees 
or departments which operate independently of each 
other. In the particular case under consideration it 
was found that the more important separation of 
duties among employees and departments was as 
follows:
(a) Installation and removal of meters or stations.
(b) Meter reading.
(c) Billing and maintenance of receivable ledgers.
(d) Receiving payment on accounts.
(e) Investigation and collection of delinquent ac­
counts.
“In addition to the above segregation of major du­
ties among independent departments or employees, 
further secondary checks were employed; for example,
rotation of meter readers among routes, checking of 
new accounts against those previously written off, 
maintenance of control accounts by employees other 
than those assigned to detail accounts, requirements 
that vacations be taken by cashiers, and approval of 
discounts forfeited.
“These segregations of duties among dissociated 
employees create an internal control which prevents 
any particular employees from controlling a sufficient 
number of the operations to conceal material irregu­
larities. Consequently, only relatively petty irregulari­
ties are experienced in these accounts and these are 
ordinarily detected in the normal operation of the 
system of internal control. It is believed in this case 
that a sufficient separation of duties exists to assure 
substantial accuracy and to avoid significant irregular­
ities in the maintenance of the ‘mass’ accounts. In 
reviewing such systems, the presence or absence of a 
particular feature of the system should not be stressed 
unduly unless it is likely to be the source of a funda­
mental weakness. It is the effectiveness of the system 
as a whole which is important and which justifies 
reliance upon the resulting accounts.
“In all essential respects, where applicable, controls 
comparable with the foregoing are also maintained 
over merchandise accounts receivable. The company 
collects merchandise instalments as part of its monthly 
bill for service and, in addition to disconnecting 
service if the monthly bill is not paid, it follows the 
practice of repossessing the merchandise after an in­
stalment is thirty days overdue. As a result the 
amount of overdue accounts is negligible.
“Experience gained from reviews and certain test 
checks, where applicable, of systems of internal con­
trol such as the one described indicates that the ‘mass’ 
accounts receivable balances maintained by most 
utilities are reliable for financial statement purposes, 
and that, where the system in operation is good, test 
confirmation is not necessary for the purpose of check­
ing the credibility of the company’s representations as 
to their authenticity.
“Where the conclusion is reached for a specific 
utility that the system in operation is good, experience 
has nevertheless indicated the desirability of making 
a small sample or test circularization as an additional 
check upon the functioning of the internal control. 
In the case of the XYZ Corporation, which has a 
satisfactory system of control and approximately 50,000 
‘mass’ accounts receivable with customers and approxi­
mately one-half that number of accounts having un­
paid balances, it is believed that a confirmation of a 
few hundred accounts would be fully adequate for 
this purpose; and that, in view of the purpose of 
the test, namely, to provide an additional check upon 
the functioning of the internal control, such a test 
confirmation is desirable even in cases in which test 
confirmations may be made by internal auditors em­
ployed by the utility.
“The division of duties comprising internal control 
will vary among utilities according to type of utility 
and concentration of activities, and it should be borne
“American Institute of Accountants, Statement on Auditing 
Procedure No. 14, pp. 96-97.
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in mind that where a satisfactory system of internal 
control does not exist, a larger portion of the accounts 
should be confirmed, the extent thereof being de­
pendent upon the circumstances of the particular 
situation.”
By current standards, test confirmations of a small 
percentage of the accounts may thus be found to 
be entirely adequate, in the case of a company with 
an effective system of internal control, the exact pro­
portion depending on the nature of the business and 
other circumstances.24 On this point the following 
is quoted from an editorial in The Journal of 
Accountancy:25
“Some accountants, however, have been worried 
about tests of very small amounts. It has been sug­
gested, for example, that in the case of a concern 
with, say, half a million accounts, each of small 
amount, in a company with excellent internal control 
and a record of prompt payment by customers, it 
would be ridiculous for the auditor to insist on com­
municating directly with a large proportion of the 
customers, say ten per cent or 50,000. On the other 
hand, to test a ‘very small percentage,’ say one per 
cent or 5,000, might leave the auditor in an embarrass­
ing position if he were later called upon to defend his 
report. It might be said that he obeyed the letter but 
evaded the spirit of the rule by testing only a tiny 
fraction of the whole amount.
“One answer to this question is that the test by 
outside confirmation serves two purposes. It not only 
corroborates the amount of the item shown in the 
accounts, but it serves to test the adequacy of the 
accounting system and the internal control. While 
a test of one per cent of outstanding receivables may 
not be worth much as corroboration of the total 
amount, yet when one per cent means 5,000 selected 
accounts their confirmation does constitute a useful 
test of the adequacy of the company’s records and of 
its internal control. Furthermore, there is to be borne 
in mind the general proposition that the extent of 
an auditor’s test check is affected to a substantial 
extent by the relative risk of error or irregularity 
involved. Where there is a very substantial number 
of accounts of comparatively moderate amount, and 
those accounts are well controlled, the risk of a sig­
nificant error or irregularity is much less than in the 
case of a comparatively small number of large ac­
counts aggregating the same total.
“For these reasons then, it may be contended that 
it is reasonable and practicable to follow generally 
accepted auditing procedures in almost all cases; that 
if the conditions are such as to justify it, the auditor 
need not hesitate to test a small percentage of the total 
amount. He cannot be justly accused of mere ‘token’ 
compliance, because he can truly reply that his test 
was as much a test of the system of internal control 
as of the account balance itself and that it was under­
taken with due consideration for the extent of the risk 
involved.”
With this assurance, it becomes apparent that the 
extent of confirmation may range anywhere from one
per cent to one hundred per cent, depending on the ac­
countant’s measure of the requirements of each audit. 
While it is to be expected that such apparent latitude 
would result in a wide variation in actual practice, 
a review of published case studies seems to show that 
most accountants do considerably more than a de­
fensible minimum of confirmation work.26 Where the 
initial testing discloses results which cast doubt upon 
the correctness of the balances or the system of inter­
nal control, secondary verification must of course be 
much more extensive.
Confirmation Replies
One of the difficulties which has confronted ac­
countants in the use of positive confirmations is that 
of securing a satisfactory proportion of responses. 
Under most favorable circumstances, it is usually im­
possible to secure one hundred per cent confirmation, 
except in the case of security houses where the pro­
cedure is of long standing and requests are generally 
followed up quite persistently. The uncertainty in­
volved was tersely stated by an English accounting 
publication in these words:
“If the public is led to believe that the direct com­
munication visualized is part of normal audit pro­
cedure, is it likely to be sympathetic if trouble should 
arise in a case where the auditor in the exercise of 
his judgment has accepted only a partial verifica­
tion?”
The author of this chapter has posed the question 
on a previous occasion in this way:27
“To protect himself and, incidentally, his profes­
sion, what should the accountant do in the case of 
the receivables for which no replies are received in 
positive confirmation? Is it his responsibility to 
search out some or all of the parties who did not 
answer the confirmation request, or to what extent
24A survey conducted among merchants in 1940 revealed that 
a great majority of them believed that 10 per cent was the proper 
portion of retail accounts to confirm. E. H. Scull in The Retail 
Executive, May 8, 1940, p. 6.
25“Testing ‘Very Small’ Percentages,” an editorial, The Journal 
of Accountancy, Jan. 1942, p. 2.
26For case studies illustrating the extent of confirmation applied 
by accountants in individual cases, see: “Case Studies in Auditing 
Accounts Receivable,” by Maurice H. Stans, in Accounting, 
Auditing and Taxes (Papers presented at the 54th annual meeting 
of the American Institute of Accountants) , 1941, pp. 18-23
(retail laundries, a metal products manufacturer, a commercial 
factor, a chain of retail coal and feed stores, a subscription book 
publisher); “Confirmation of Public Utility Accounts Receiv­
able,” Accounting Questions department, The Journal of Ac­
countancy, Nov. 1943, p. 443; “The Auditor’s Opinion on the 
Basis of a Restricted Examination,” American Institute of Ac­
countants, Statement on Auditing Procedure No. 11, Sept. 1942 
(a federal savings and loan association); “Verification of Inven­
tories and Accounts Receivable of Small Companies,” by James J. 
Hogan, Michigan Business Papers, University of Michigan, Feb. 
1940 (a steel foundry); “Verification of Accounts Receivable by 
Confirmation and of Inventory Quantities by Count in Large 
Corporations,” by Donald M. Russell, op. cit. (a public utility).
27Maurice H. Stans, “Case Studies in Auditing Accounts Re­
ceivable” (see footnote 26).
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should he go back to the records in such cases and 
attempt to make a more thorough study of the trans­
actions included in the balances in question? Or 
should he, in the exercise of that characteristic we 
are accustomed to refer to as conservatism, assume 
that the fact that the customer fails to reply indi­
cates that the item has some defect about it? To what 
extent should he send second or third requests? 
These are the practical questions to be decided in 
each case. If he is too industrious, he may find him­
self in a position where his report is unreasonably 
delayed and his assignment consumes an unreasonable 
amount of time. Yet his alternative may be to run 
the risk that a clever defaulter or manipulator, know­
ing the attitude of certain customers with regard to 
confirmations, might have selected just such accounts 
with which to work. . . .
“Perhaps to a considerable degree the failure of 
persons to answer confirmation requests is due to an 
unwillingness to be bound by the acknowledgment 
in case an error is subsequently discovered. Perhaps 
indifference is responsible, or perhaps the failure to 
answer positive requests is due to a lack of under­
standing of the part which confirmations play in the 
function of accountants in policing the financial state­
ments of industry. . . . Perhaps the degree of under­
standing of the average customer of a security house 
is greater than that of the average customer of a 
laundry or department store or manufacturer, but in 
any event it seems evident that much remains to 
be done in the way of public education regarding the 
importance of auditing procedures and in particular 
the confirmation of accounts.”
The committee on auditing procedure of the Amer­
ican Institute of Accountants has thus far found no 
more positive solution than to leave the whole matter 
to the exercise of the judgment of the accountant, in 
this language:28
“Whether the response to ‘positive’ confirmations 
requested is satisfactory is usually judged by compar­
ing the number of replies received and the aggregate 
amount thereof with the number and amount of the 
confirmations requested, taking into account also the 
nature of the replies and the situation they disclose. 
The percentage of replies received, experience has 
shown, varies considerably with the type of customer 
with whom the organization deals. The independent 
public accountant must assume the responsibility for 
deciding whether the nature and the extent of the 
response, taken in conjunction with his other audit­
ing procedures, constitute a satisfactory basis for his 
opinion as to the bona fides of the receivables. This 
is a matter for the exercise of his judgment in the 
circumstances of the individual case. If he does not 
consider the confirmation satisfactory he should pur­
sue the matter further, either by communicating 
again with those who have not replied or by adopting 
alternative procedures.”
The procedure of confirming receivables has been 
found to be especially ineffective when applied to 
amounts due from chain stores and other companies 
with many units, and from departments and agencies
of the United States Government. Centralization of 
accounting and disbursing by large chain organiza­
tions, coupled with a vouchering system which does 
not accumulate transactions with any one vendor, 
makes it extremely cumbersome for such organiza­
tions to search out the amounts due to a particular 
supplier as at any given date. Here the accountant 
must rely principally upon documentary evidence 
and subsequent payment as evidence of authenticity. 
In the case of receivables from departments and 
agencies of the United States government, especially 
in wartime, confirmation is in general unfeasible for 
similar reasons. As has previously been stated, the 
inability to secure confirmation of receivables by 
communication in cases such as these requires modi­
fication of the short form of accountant’s report to 
disclose the use of alternative procedures in language 
similar to the following:
“Except that it was not practicable to confirm re­
ceivables from United States government departments 
(and agencies, if applicable), as to which we have 
satisfied ourselves by means of other auditing pro­
cedures, our examination was made in accordance 
with generally accepted auditing standards applicable 
in the circumstances and included all procedures 
which we considered necessary.”
It has been suggested29 that the use of greater care 
in confirmation requests to units of the United States 
government will frequently produce a better propor­
tion of satisfactory replies. This should include par­
ticular effort to see that the request is addressed to 
the office in which the desired information is on 
record, that the contract or order number is clearly 
stated, and that the individual invoices are listed. 
Usually the confirmation is most likely to be secured 
from the disbursing office of the contracting agency 
except in instances in which the billing is of very 
recent date or is being held for clearance in the pro­
curement office. Some government officials have en­
couraged confirmation requests and compliance there­
with on the basis that such requests may be helpful 
to the paying office as a check upon delays in pay­
ment, inasmuch as it is the duty of a disbursing office 
to effect the prompt payment of government obliga­
tions. In the absence of payment of an invoice within 
a reasonable period, the auditor and the government 
may both discover that lost shipments, damaged ma­
terials not accepted, unidentified shipments, rejec­
tions, or substitutions of materials not meeting speci­
fications, may be the cause of the delay; such factors 
may well have a definite bearing on the valuation of 
the receivable.
28Statement on Auditing Procedure No. 19.
29“Confirmation of Receivables from the Government,” a letter
by George Rea, The Journal of Accountancy, Aug. 1943, p. 166; 
also Jackson W. Smart, “Auditing Procedure for Government 
Receivables,” The Journal of Accountancy, July 1943, p. 9.
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When confirmation attempts are not successful in 
the case of government and chain store receivables, 
as is usual, increased reliance must be placed upon 
other auditing procedures, which must thereupon 
usually be expanded in recognition of such reliance. 
Where the amounts are material, this may involve 
examination of the contracts and purchase orders, 
analysis of unpaid amounts and correlation of them 
with shipping data, production records, correspond­
ence, and other available evidence. Any accounts in 
respect to which payments are irregular should receive 
particular scrutiny to ascertain whether disputed or 
pre-dated items are included. One author has summed 
up this question as follows:30
“In general it is believed that the independent pub­
lic accountant should be able to satisfy himself as to 
the correctness of receivables due from governmental 
departments and agencies just as well as he can in 
the matter of receivables from commercial accounts. 
The reason for this is that the contractual arrange­
ments are usually more complete for government busi­
ness and, in instances where there are government 
auditors and inspectors in the company’s offices, com­
plete information on progress and quality of the 
work is ascertainable. It is true, however, that the 
relations between the parties are usually more com­
plex and require a very careful study not only of the 
accounts as stated in the records at the close of the 
company’s fiscal period, but of transactions relating 
to the accounts during the period prior and, if pos­
sible, subsequent thereto.”
In the positive confirmation of receivables, ac­
countants have found that increased response can be 
secured if the requests are so designed as to make 
them as easy as possible for the recipients to answer. 
The requests should ordinarily accompany regular 
periodic customers’ statements of a current date so 
that the items constituting the total which is to be 
verified are evident, and each customer is thus given 
the desired answer to check against. The reply form 
should be a detachable part of the request, or some 
other medium that makes it unnecessary for the cus­
tomer to do anything more than sign the request and 
return it, unless the amount is erroneous. Of course, 
stamped return envelopes should also be provided.
In an effort to assist accountants in securing more 
responses to positive confirmations, the American In­
stitute of Accountants in November 1941 issued an 
appeal to the public, which was widely distributed 
as part of its public information service.31 This sought 
to explain the purpose of confirmation procedures 
and to point out that by cooperating, the recipient 
of such requests not only assisted the auditor but 
protected himself, as well as stockholders and em­
ployees, against errors and misstatements that might 
otherwise cause annoyance, embarrassment, or loss. 
While the pamphlet succeeded in accomplishing some 
improvement in confirmation results, it fell far short 
of bringing the normal percentage of positive con­
firmation replies to such a point that the auditor 
could place unqualified reliance upon the procedure. 
Until that point is reached, the fact that the failure 
of a customer to confirm is of itself an element of 
uncertainty will continue to characterize the work 
of the independent accountant in confirming re­
ceivables as not automatically conclusive.
Confirmation at Other Dates
The confirming of receivables at dates other than 
that of the statements included in the accountant’s re­
port is recognized as an accepted auditing procedure. 
The Institute’s committee on auditing procedure has 
approved this practice by suggesting that the words 
“at times” be included in the short form of account­
ant’s report in such a way as to cause the first portion 
of it to read as follows:32
“. . . have examined or tested accounting records of 
the company and other supporting evidence, by meth­
ods, at times, and to the extent we deemed appro­
priate.”
Endorsement of the confirmation of receivables at 
an earlier date than the close of the year is contained 
in a joint expression of the Institute’s committee on 
auditing procedure and the committee on practice 
procedure of the New York State Society of Certified 
Public Accountants33 which, among other things, states 
that “where proper conditions exist, consideration 
may be given to work, at an earlier date than the close 
of the year, on confirmation of accounts receivable, 
aging of accounts receivable . . . and other audit 
steps. . . .” The extent to which this suggestion can be 
adopted in any audit depends largely upon the effi­
ciency of the system of internal control. Where prac­
ticable, it is undoubtedly desirable as a means of 
spreading the examination activities to reduce the 
year-end pressure and thereby make for more efficient 
audits.
An accountant undertaking to confirm the receiv­
ables and apply customary auditing tests as at a date 
other than that of the financial statements must never­
theless give consideration to some method of reconcile­
ment between such date and the statement date, con­
sidering the rapidity of turnover and the adequacy of 
the records supporting the interim changes. This im­
plies that it will be necessary for the auditor to review 
transactions for sales returns, allowances, discounts, 
and cash receipts, with particular reference again to
30Jackson W. Smart, “Auditing Procedure for Government Re­
ceivables” (see footnote 29).
31"Please Check Your Account,” a pamphlet issued by American 
Institute of Accountants, Public Information Series No. 3, Nov.
1941.
32American Institute of Accountants, Statement on Auditing 
Procedure No. 1, “Extensions of Auditing Procedure,” Oct. 1939.
33American Institute of Accountants, Statement on Auditing 
Procedure No. 10, “Auditing Under Wartime Conditions,” June
1942.
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the system of internal check. It is also recommended 
that the auditor follow these additional steps:34
“To further satisfy himself as to the accuracy of the 
December 31st figures the trial balance of accounts 
receivable at that date should be reviewed and ac­
counts with substantial balances included therein 
compared with the balances at the time of confirma­
tion. In those cases where there has been a notable 
increase in the balance, the auditor must determine if 
current confirmation, either ‘positive’ or ‘negative’ 
form, is to be made, or if the documentary evidence 
in the client’s files, such as customer’s order, invoice, 
proof of shipment, etc., is to be examined to sub­
stantiate the change.
“Consideration should also be given to accounts of 
substantial amount previously confirmed, which may 
remain unchanged to December 31st. These should 
be investigated to determine if there has been any 
change in the collectibility of the account so as to 
necessitate a revision of the auditor’s estimate of the 
adequacy of the reserve for doubtful accounts.”
Another author suggests that, whenever receivables 
are confirmed as of a date other than that of the 
statements to be certified, particular attention be 
given to the disclosure and segregation of the follow­
ing information at the statement date, particularly in 
the case of smaller concerns in which the internal 
control is not as effective or cannot as fully be relied 
upon:35
“(1) Accounts of stockholders, directors, officers, em­
ployees, subsidiary or affiliated companies, and 
companies controlled by officers through shares 
ownership.
“(2) Accounts having large credit balances.
“(3) Accounts paying current bills and not older
items.
“(4) Consigned merchandise labeled in ledger ac­
count.
“(5) Inspection for year-end larger-than-usual ship­
ments which invite a check with shipping re­
ceipts.
“(6) Accounts maturing over one year.
“(7) Notations of any accounts assigned.
“(8) Bankrupt accounts and accounts placed with 
attorneys for collection.”
In the ordinary case the use of these and other rea­
sonable tests as of the statement date should make it 
possible for the auditor to rely upon confirmation and 
aging as of a prior date reasonably proximate thereto.
It is usually likely that this procedure of confirma­
tion as of another date, accompanied by additional 
audit tests as of the statement date, will involve a 
slightly greater amount of work than would be true 
if the entire verification took place at the latter time. 
This suggests the desirability of the accountant decid­
ing in each case whether the spreading of work thus 
accomplished is sufficiently valuable to justify the 
additional effort.
One variation of this plan of verification at an alter­
native time is that of “staggering,” or confirming se­
lected portions of the accounts at a number of differ­
ent dates in such a manner that the extent of the 
accounts confirmed during the period through either 
a positive or negative form of confirmation is at least 
equal to that which would be appropriate if the con­
firmations were made as of the balance sheet date. 
Such a procedure seems to be entirely satisfactory and 
quite acceptable, if carefully conducted, especially 
where the accountant makes monthly, quarterly, or 
other periodic interim examinations of the accounts 
in the course of the year.
There is a limit, of course, to the extent to which 
confirmation of receivables at one date can be assumed 
to extend to other dates. It would seem that the veri­
fication must be within a reasonable period from the 
statement date and that, in general, this would usu­
ally be limited to a period of not much more than 
three or four months. Verification of receivables by 
confirmation at the end of June would not ordinarily 
seem to constitute an adequate basis for eliminating 
test confirmations for an audit at either the preceding 
or following December 31, although the success of 
June confirmations might be taken into account by 
the auditor in determining the extent to which he 
would confirm the receivables at the subsequent date. 
The Institute’s committee on auditing procedure36 has 
affirmed this broad viewpoint by stating that, where 
the confirmation work is not done within such a rea­
sonable time from the statement date as to constitute 
a generally accepted auditing procedure, the account­
ant’s opinion should be correspondingly qualified, 
whether it is in connection with interim or year-end 
statements.
Reliance upon Internal Control
Throughout the discussion of these various prob­
lems to be considered and resolved by the accountant 
in fixing the method, extent, and scope of the confir­
mation procedures, frequent references have been 
made to the effect of the system of internal control 
upon the course adopted. The importance of this 
factor suggests the desirability of the accountant’s re­
viewing the internal check and separation of duties 
within the company’s organization at as early a time 
as possible in the period under audit. Such a review 
thereupon would assist him in the planning and ex­
ecution of the verification steps when and as they are
34John J. Lang, “Interim Work on Inventories and Receivables 
—Monthly and Quarterly Audits,” in Wartime Accounting 
(Papers presented at the 55th annual meeting of the American 
Institute of Accountants), 1942, p. 160.
35Morton I. Davis, “Time Saving Procedures as Applied to Ac­
counts Receivable,” a paper presented at meeting of New York 
State Society of Certified Public Accountants, Jan. 8, 1945, pub­
lished in The New York Certified Public Accountant for Feb. 
1945, p. 85.
36American Institute of Accountants, Statement on Auditing 
Procedure No. 8, “Interim Financial Statements and the Auditor's 
Report Thereon,” Sept. 1941.
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conducted. In this connection, the points that influ­
ence the scope of audit procedures to be adopted are 
(1) the extent to which internal check and control has 
been planned and developed by the client; and (2) the 
extent to which the planned internal check and con­
trol actually operates. The reservation implied by the 
second measurement sometimes operates to contradict 
the general presumption that the larger the company 
the better is its system of internal control.
The term “internal check and control” has been 
formally defined as follows:37
“The term ‘internal check and control’ is used to 
describe those measures and methods adopted within 
the organization itself to safeguard the cash and other 
assets of the company as well as to check the clerical 
accuracy of the bookkeeping. The safeguards will 
cover such matters as the handling of incoming mail 
and remittances, the proceeds of cash sales, the prepa­
ration and payment of payrolls and the disbursement 
of funds generally, and the receipt and shipment of 
goods. These safeguards will frequently take the form 
of a definite segregation of duties or the utilization 
of mechanical devices. For example, the cashier will 
have no part in the entering of customer’s accounts or 
the preparation of their statements, and neither he 
nor the ledger keeper will have authority to issue or 
approve credits to customers; the clerk recording the 
labor time and preparing the payroll will not be per­
mitted to handle the funds; approval and entry of 
vouchers will be made by others than the disbursing 
officer; and stock records and inventory control will be 
kept independent of both the shipping and receiving 
departments.”
In examining the effectiveness of the planned sys­
tem of internal control in any given company, with 
particular reference to receivables, the accountant 
may well consider the following points suggested by 
one author:38
“Subdivision of the bookkeeping work by branches 
or by ledgers kept by districts, kinds of transactions, 
or even by arbitrary alphabetical classifications will 
usually be forced upon the accounting management 
as a direct and necessary result of the volume of busi­
ness. The auditor must satisfy himself that clerical 
work is double-checked for accuracy; that usual office 
methods of proving work by' balancing control ac­
counts, etc., are being followed; that differences are 
adequately investigated; that statements are compared 
back to the ledgers before mailing by persons other 
than the bookkeepers; that account complaints are 
handled by persons other than the bookkeepers; that 
the accounts are periodically studied for age; that 
credit terms are uniformly applied and enforced; that 
credit risks are adequately investigated before credit is 
granted and credit limits properly observed; that bad 
debt write-offs and allowances to customers are prop­
erly authorized; that the whole system is tied in with 
the delivery records, and that there is segregation of 
the bookkeeping and cashier departments which 
makes collusion for purposes of abstracting funds 
extremely unlikely.
“Having thoroughly investigated the accounting 
system and observed the records as to how the system 
has operated, with particular reference to special oper­
ating abnormalities and departures from recognized 
methods of bookkeeping, the auditor then will pro­
ceed to determine the extent of his sampling. He will 
test by groups having homogeneity, that is, by monthly 
accounts, city and suburban, instalment accounts, 
COD, lay-aways, etc., and, if his other investigations 
have brought satisfactory results the auditor will be 
justified in making what may seem to be a very small 
test by volume and relying upon the results obtained 
as being typical of each group. In the case of a depart­
ment store, he will undoubtedly have available to him, 
also, certain statistical means of satisfying himself that 
the accounts as a whole are in a normal condition, by 
comparison of aging groups determined at other dates, 
by comparison with related amounts of sales, by com­
parison with other department stores in his experience 
or which he can learn about from published material, 
and by investigation of gross profits analyzed by 
departments.”
Another suggested check list as to the effectiveness of 
internal procedures and control, directed specifically 
to accounts receivable, is this:39
“(1) Credit routines should be efficiently devised. 
Credit data should be secured and authoriza­
tions for credit extension should be the starting 
point for the creation of every account receiv­
able.
“(2) Billing procedures should be systematic and 
linked as closely as possible to merchandise ship­
ments.
“(3) Posting data should be transmitted to the re­
ceivable clerks from independent sources and 
should be currently controlled.
“(4) Receivable ledgers should be controlled by gen­
eral ledger accounts and proof of the subsidiary 
ledgers should be maintained currently.
“(5) Receivable clerks should have no access to other 
related activities, such as shipping, cash receipts, 
or the like, and individuals concerned with these 
latter activities should have no access to the re­
ceivable ledgers.
“(6) Statements should be mailed promptly on all 
accounts each month, and independently of 
other departments.
“(7) All miscellaneous adjustments, returns, or bad 
debt write-offs should be approved by an appro­
priate independent executive.
“(8) Bad debts written off should be controlled and 
followed up for later possible collections.
“(9) All activities should be carried out promptly so
that up-to-date information is available at the 
earliest possible moment.
37 American Institute of Accountants, “Examination of Financial 
Statements by Independent Public Accountants,” Jan. 1936, p. 8.
38Donald M. Russell, “Verification of Accounts Receivable by 
Confirmation and of Inventory Quantities by Count in Large 
Corporations” (see footnote 26).
39Accountants’ Handbook, 3d ed., edited by W. A. Paton (New 
York: Ronald Press Co., 1943), p. 450.
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“(10) Any errors in accounts receivable should be 
given immediate attention and the causes of the 
occurrence promptly investigated.
“(11) Responsibility for custody of collateral should 
be clearly fixed.
As has been reiterated frequently, it is not likely 
that small companies will have more than a fraction 
of these enumerated ideal conditions of internal con­
trol.40 It is because actual conditions vary so greatly 
that the accountant must exercise individual judg­
ment as to the method, extent, and time of applying 
the confirmation procedure. The ultimate objective 
in each case is the conclusion by the auditor that the 
receivables are authentic and realizable in the amounts 
in which they are set forth in the statements; it should 
be emphasized that, in reaching this conclusion, the 
accountant cannot rely upon internal control to the 
exclusion of confirmation procedures, but only as a 
means of determining when, how, and how much the 
accounts shall be confirmed.
Effect upon Other Procedures
While seemingly obvious, it is perhaps advisable to 
point out that testing by the confirmation procedure, 
with due weight to the system of internal control, is 
not a complete and unqualified method of verifying 
receivables. While the procedures herein described 
may be assumed generally to meet the requirements of 
ascertaining the bona fides of the receivables and the 
amounts which they may be expected to realize, such 
conclusions should also be subject to other auditing 
checks, although ordinarily the application thereof 
may be reduced somewhat in relation to the success of 
the confirmations. Various other auditing steps appli­
cable to accounts and notes receivable are contained 
in a suggested list of nineteen items promulgated by 
the Institute in 1936; because of the authoritativeness 
and comprehensiveness of this list, it is repeated for 
convenient reference in this chapter as Appendix I, 
modified to the extent of the changes occasioned by 
the “Extensions of Auditing Procedure” effective in 
1939.41
Summary
It is fully evident that the force and authority of the 
“Extensions of Auditing Procedure” are such as to in­
sure that the verification of receivables by independ­
ent confirmation is a permanent addition to auditing 
practices. The matter of the additional time and cost 
involved has been entirely overwhelmed by the accept­
ance of the idea as an evolutionary advance in audit­
ing standards and its universal adoption and the 
reliance placed upon it by the public and by credit 
grantors have now established the procedure as an 
auditing prerequisite to the expression of an unquali­
fied opinion by the accountant.
From the nature and extent of the questions posed 
to the accountant in the procedure of confirmation,
however, it is also evident that the process is never 
automatic and its results seldom independently con­
clusive. No pattern of percentages, timing, or other 
inflexible measures are available to use indiscrimi­
nately in confirmation, and in each case the confirma­
tion steps must be tailored to the requirements of the 
situation and guided by the judgment of the account­
ant. The problem of securing a satisfactory propor­
tion of replies to positive requests for confirmation is 
the most difficult of those which must be solved before 
the accountant can place full reliance upon the con­
firmation procedures. It is to be hoped that ultimately 
this difficulty may be surmounted by increasing co­
operation on the part of business and of the public, 
upon continued and increased recognition that the 
work of the accountant is a public service and that 
confirmation requests are not entirely a nuisance but 
perform an important business function.
Special Wartime Receivables 
New Type Receivables
In the course of the war, the volume of business 
transacted by the various government divisions has re­
sulted in most of the commercial and industrial firms 
having a large part of their receivables owing from 
the government. As has been explained in previous 
chapters, the various types of procurement contracts 
used by the government departments and agencies 
involve the creation of different forms of debtor- 
creditor relationships than those found in ordinary 
commercial transactions. In addition, wartime tax 
legislation has created some new kinds of special re­
ceivables for the accountant to deal with. While it is 
to be expected that with the termination of the war 
there will be an immediate decrease in the importance 
of these types of receivables in the work of the 
accountant, some of them will extend beyond that 
point and it seems desirable for that reason that they 
be catalogued and described herein. Generally speak­
ing, these special wartime receivables may be classified 
as follows:
I. Receivables under government contracts
(a) Amounts receivable by a direct contractor from 
the government as a result of materials delivered or 
services furnished, represented by billings under such 
contracts.
40Another thorough outline of ideal internal control and audit 
of receivables is available in Victor Z. Brink’s Internal Auditing 
(New York: Ronald Press Co., 1941), p. 131.
41A somewhat similar and thorough program of testing receiv­
ables is contained in the Accountants’ Handbook, edited by 
W. A. Paton, p. 450 (see footnote 39), which also has valuable 
suggestions as to the main points to be observed in connection 
with presentation of notes and accounts receivable in the balance 
sheet. Another excellent internal control questionnaire dealing 
with records and transactions relating to accounts receivable 
is contained in “Internal Control Questionnaire,” by Russell H. 
Morrison, in Wartime Accounting (Papers presented at the 55th 
annual meeting of the American Institute of Accountants), 1942, 
p. 157.
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(b) Amounts receivable by a subcontractor from a 
prime contractor or higher tier subcontractor under 
similar circumstances.
(c) Amounts due or claimed to be due for costs in­
curred and fees earned under cost-plus-a-fixed-fee 
contracts.
(d) Amounts due or claimed to be due by reason of 
the termination of war contracts.
II. Tax receivables
(a) Amounts due as postwar refunds of excess profits 
taxes paid.
(b) Amounts asserted to be recoverable under in­
come tax and excess profits tax carry-back claims.
In addition to these, and induced by wartime con­
ditions, accountants have sometimes had to deal with 
many unique problems involving receivables from 
debtors in foreign countries, which, by reason of mili­
tary conditions or exchange restrictions, could not 
thus be classified as ordinary commercial receivables 
expected to be liquidated upon customary terms. 
Other accounting questions directly related to the 
auditing of receivables have also arisen, particularly 
those as to the accruability of unbilled profit on cost- 
plus-a-fixed-fee contracts and on termination claims 
pending but not settled.
[It is also worthy of passing note in the description 
of auditing elements inspired by the war to mention 
the fact that in some ways the war has simplified or 
reduced the volume of certain debtor-creditor transac­
tions, thereby accomplishing a reduction in the work 
of the accountant with respect thereto. Among these 
is the limitation on instalment sales, which has re­
sulted in a very substantial decrease in the volume of 
instalment receivables and simplified the accounting 
for the income thereunder. Similarly, the more pros­
perous condition of business in general has resulted in 
the almost complete elimination of bad-debt losses 
during the war period, thereby minimizing consider­
ation of the valuation reserves necessary on receiv­
ables.]
Special Phases
The distinctive problems most likely to be met by 
the accountant in connection with the receivables de­
scribed as war-induced are best classified as follows:
(a) The difficulty of valuing certain classes of these 
receivables, including the uncertainties involved in 
the accrual of income.
(b) The limited means of verification of certain of 
these receivable types.
(c) The methods of presentation of these various 
receivables, under differing circumstances, in financial 
statements.
The character and terms of the various government 
procurement contracts have been described in a pre­
ceding chapter in this course, and the discussion of 
these questions herein is condensed accordingly. Simi­
larly, the discussion with respect to the so-called “tax 
receivables” is predicated on the availability for full
study of the chapter of this course dealing with the 
nature and origin of such receivables.
Valuation Problems
In dealing with receivables under fixed-price supply 
contracts for materials or services, no special auditing 
difficulties are usually found beyond those already de­
scribed, if delivery has been made and billing ren­
dered. Such transactions, except for the difficulty of 
confirmation, are generally akin to ordinary business 
sales. On the other hand, cost-plus-a-fixed-fee con­
tracts have created numerous intricacies in auditing, 
but because of the smaller number of such contracts 
these are not of very broad application. The principal 
questions involved are usually (1) the treatment of un­
billed or unreimbursed costs incurred and (2) the 
amount of profit realized but not yet billed as of a 
given date. The Institute’s committee on accounting 
procedure has considered these questions in detail and 
issued a bulletin42 in which, among other things, it 
reached the following conclusions:
(a) Unbilled costs and fees, to the extent estimated 
to be recoverable, are ordinarily to be treated as re­
ceivables rather than advances or inventory, but 
should preferably be shown separately from billed 
accounts receivable.
(b) The accrual of income is permissible as esti­
mated to be earned and billable under a cost-plus-a- 
fixed-fee contract, if realization is reasonably assured 
(as distinguished from accrual of income at the time 
of completion).
The second conclusion follows the line of reason­
ing summarized by one accounting author as fol­
lows:43
“In earlier days, when less emphasis was placed on 
the profits for single years, it was the almost universal 
custom to carry such contracts at not more than cost, 
until the contracts were so near completion that the 
amount of profit thereon could be determined with 
reasonable certainty. At that point a profit could 
usually be said to have been realized in the same 
sense in which goods sold are deemed to be realized 
when a valid accounts receivable is created in re­
spect thereof. The increasing emphasis on annual 
profits and the desire to avoid the fluctuations in re­
ported profits which would have resulted from ad­
herence to the old methods by corporations whose 
business consisted of a few large contracts, have led 
to a steady relaxation of the rule against taking credit 
for profits in advance of substantial completion.”
The conclusion that income is accruable as earned 
and billable on cost-plus-a-fixed-fee contracts is a 
logical and reasonable result.
42American Institute of Accountants, Accounting Research Bul­
letin No. 19, “Accounting under Cost-Plus-Fixed-Fee Contracts,’’ 
Dec. 1942.
43George O. May, Financial Accounting (New York: MacMillan 
Co., 1943), p. 186.
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In adjusting its procurement to the varying needs 
of the military service, the government has frequently 
found it necessary to terminate war contracts before 
their completion. As explained earlier in this course, 
upon the termination of such a contract “for the con­
venience of the government,” the contractor acquires 
certain rights to be reimbursed for costs and expenses 
incurred and for profit on work done but not com­
pleted, pursuant to law and apposite regulations.44 
(Terminations for default on the part of the con­
tractor acquire an entirely different status and the 
rights of recovery are highly indefinite.) The position 
of contractors whose contracts are terminated “for 
the convenience of the government” was fully analyzed 
by the Institute’s committee on accounting procedure 
and reported in a bulletin issued early in 1945.45 Its 
salient conclusions are these:  
(a) The profit on a termination claim accrues to 
the contractor on the effective date of termination and 
should, if possible, be recorded in the accounts and 
statements as of that date.
(b) The contractor’s cost and profit elements in 
the claim, to the extent estimated to be recoverable, 
are ordinarily classifiable as a current receivable.
The federal excess profits tax law provides for the 
refund to corporate taxpayers of 10 per cent of the 
amount of excess profits tax paid in each of the years 
beginning with 1942. Under certain circumstances 
the amount of that refund is claimable currently by 
the taxpayer at the time of filing the return as a 
credit for debt retirement. Where not so claimed, 
the receivable is converted in due course by the gov­
ernment into the form of postwar refund bonds due 
a few years after the war. The verification of the 
amount of the postwar refunds receivable is a rela­
tively simple matter for the accountant as it is sub­
stantiated by and in relation to the excess profits tax 
payments made by the corporation.
Tax refund claims under the carry-back provisions 
of the income tax and excess profits tax laws present 
more complex questions of valuation. However, the 
valuation of a carry-back claim should be no more 
of a problem than that of ascertaining the sufficiency 
of an accrual for taxes in a year of tax liability, be­
cause it is to be assumed that the returns upon which 
the carry-back claims are based are prepared with 
equal care and according to the same principles. 
Nevertheless, accountants have come to recognize 
that the filing of a carry-back claim frequently in­
volves the reexamination by the Bureau of Internal 
Revenue of tax years already once audited, with 
perhaps a much closer scrutiny of the deductions on 
such returns before a refund is allowed. In many 
cases such examinations result in a decrease of the 
amounts claimed, a circumstance which adds to the 
quandary of the accountant in attempting to evaluate 
such claims prior to audit. Properly valued, carry­
back claims are a receivable and should be shown
on the balance sheet.46 (Pending claims for relief 
from excess profits tax, filed under Sec. 722 of the 
Internal Revenue Code, are usually so uncertain that 
they cannot be classed as receivables until allowed; 
in the meantime, they may be disclosed by footnote.) 
Verification and Presentation
The problems of confirmation of government re­
ceivables have been described in detail heretofore. 
Obviously, the confirmation procedure cannot be 
applied in the case of pending tax claims or amounts 
claimed as a result of terminated war contracts. In 
such cases, as well as dealing with receivables under 
cost-plus-a-fixed-fee contracts, the auditor must ac­
complish the procedure of verification by reference 
to supporting documents and records.
From the standpoint of presentation, the principal 
point to be observed by the accountant is that of ade­
quate disclosure of the nature of these receivables 
and the known limitations, if any, upon their realiza­
tion. This is true in the case of all receivables due 
under government contracts, active or terminated, as 
well as in the case of tax claims and postwar refunds, 
and also applies to receivables due from debtors in 
foreign countries. This usually requires a separate 
showing of the item in the statements, as well as a 
description of the uncertainties involved and the pos­
sible effect upon the statements of the removal of such 
uncertainties.
Receivables as Collateral 
Auditing Problems
The involvements created for the accountant in 
connection with the increased use of receivables as 
collateral relate not directly to the asset side of the 
balance sheet (for which the usual methods of veri­
fication and valuation are applicable), but to the 
existence and disclosure of the related liabilities. For 
purposes of simplicity, the types of financial arrange­
ments under which receivables are pledged may be 
classified from an auditing standpoint as follows:
(a) The assignment of war contracts and the re­
ceivables existing or to be created thereunder, as 
security for loans.
(b) The assignment of contract termination claims 
as security for loans.
(c) The pledging or sale, with or without re­
course, of commercial receivables to banks, factors, 
and finance companies.
The financial arrangements available to war con­
tractors are thoroughly described in another chapter
44See the Contract Settlement Act of 1944 and regulations of the 
Director of Contract Settlement.
45American Institute of Accountants, Accounting Research Bul­
letin No. 25, “Treatment of Terminated War Contracts in Finan­
cial Statements,” April 1945.
46American Institute of Accountants, Accounting Research 
Bulletin No. 23, “Accounting for Income Taxes,” Dec. 1944.
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in this course, in which the various types of secured 
loans described in (a) and (b) are readily recogniza­
ble. Generally, the accountant’s verification of the 
liability is no more difficult than that of reconciling 
the accounts with confirmations received directly from 
the lending agencies.
The following description of the types of receivable 
financing described in (c) is quoted from a recent 
study of the National Bureau of Economic Research, 
which attributes special postwar significance to the 
greatly increased volume of such transactions:47
“Accounts receivable financing may be defined as 
a continuing arrangement through which a financing 
agency makes funds available to a business concern 
by purchasing its invoices or accounts receivable over 
a period of time, or by making advances or loans, 
taking one or a series of assignments of accounts as 
primary collateral security. These arrangements are 
of two general types. The first—known as ‘factoring’ 
—is conducted by factoring companies and involves 
the purchase by the factor of a concern’s accounts 
receivable, generally without recourse on the vendor 
for any credit loss on accounts and with notice given 
to trade customers that their accounts have been pur­
chased. The second—known as ‘non-notification fi­
nancing’—is conducted mainly by commercial finance 
companies and commercial banks and involves the 
purchase of receivables or their assignment as col­
lateral security for a loan, without notice to the trade 
customer and without the assumption by the financ­
ing agency of the risk of credit loss on receivables 
sold or assigned.”
Usually, the use of receivables for financing occurs 
when other types of credit lines are unavailable or 
are exhausted. This means that receivable financing 
is employed principally by small or growing compa­
nies or by others with insufficient or limited capital
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(although there is a well-established and increasing 
trend toward the use of factoring among large well- 
financed companies as a means of eliminating credit 
risks). Under any of these various conditions, it is 
important for the accountant to verify the nature and 
extent of the financing arrangements and the possi­
bilities and extent of contingent liability to the com­
pany being audited. This is complicated by the fact 
that the various state laws dealing with the assign­
ment of receivables are not uniform and in some 
circumstances it is not difficult for unnoticed fraud 
to exist. In states in which public notice is required, 
either by stamping on the face of the receivable 
ledgers or by public filing of the fact of assignment, 
the accountant usually has easy knowledge of the 
arrangement and can confirm the direct and con­
tingent liabilities with the finance company. In other 
states an accountant may not readily be in a position 
to obtain knowledge of assigned or pledged receiva­
bles, or of the possible assignment or pledge of fic­
titious receivables. The National Association of 
Credit Men, recognizing that “the practice of selling 
or hypothecating accounts receivable, as a means of 
obtaining financial accommodation, is increasing to 
an extent where it can no longer be regarded as com­
paratively unimportant,” has made studies of the pos­
sibilities of fraud or other inadequate disclosure 
under such financing arrangements and has in one 
report48 asked for cooperative action by accountants 
to insure “that all necessary steps are provided to pro­
tect creditors in the auditing of situations where 
accounts receivable have been disposed of.”
47Raymond J. Saulnier and Neil H. Jacoby, Accounts Receiv­
able Financing (New York: National Bureau of Economic Re­
search, 1943), pp. 1-2.
48National Association of Credit Men, Report of Subcommittee 
on Assignment of Accounts Receivable, June 1939.
APPENDIX
Verification of Notes and Accounts Receivable*
Notes Receivable
1. Prepare a list of notes receivable at the end of 
the period, showing dates, makers’ names, due dates, 
amounts and interest rates, as shown by the book 
records.
2. Examine outstanding notes and compare with 
the notes receivable record or with the list (see also 
Par. 1 under Cash). Check dates and due dates. 
Trace into the books of the company cash received 
for notes matured since the close of the period and 
therefore not presented for examination; when notes 
are in the hands of attorneys or banks for collection, 
obtain confirmation from the holders. If notes have 
been discounted obtain acknowledgment from the 
discounting banks.
3. Give consideration to the probable value of the 
notes, particularly of renewed notes, and to the ade­
quacy of the reserve provided. Ascertain the value of 
any collateral security for notes. The notes may be 
worth no more than the collateral, especially as col­
lateral is usually required from debtors of doubtful 
standing.
4. [Modified by “Extensions of Auditing Proce­
dure.”]
5. Notes, including instalment notes, of a material
*Adapted from “Examination of Financial Statements by Inde­
pendent Public Accountants,” published by American Institute of 
Accountants, 1936, with deletions and addendum to give effect 
to “Extensions of Auditing Procedure” approved Sept. 19, 1939
(published as Statement on Auditing Procedure No. 1, Oct. 1939).
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amount maturing later than one year from the date 
of the balance sheet should be shown separately 
thereon unless trade practice warrants a different 
treatment. Balance sheets of businesses whose sales 
are largely instalment sales should show the notes 
receivable in some detail.
6. Notes from stockholders, directors, officers and 
employees and also notes arising from transactions 
outside the ordinary business of the company should 
be shown separately on the balance sheet.
7. Notes of affiliated concerns should not be in­
cluded with customers’ notes on the balance sheet 
even though received in respect of transactions in the 
ordinary course of business. They may be shown as 
current assets, investments or otherwise as the cir­
cumstances justify; inclusion as current assets is allow­
able only if the debtor company has a satisfactory 
margin of current assets over current liabilities in­
cluding such notes.
8. The balance sheet should carry a footnote under 
“contingent liabilities” showing amount of unmatured 
discounted notes (see paragraph 2 above).
Accounts Receivable
1. Obtain lists of customers’ balances open at the 
end of the period, with the amounts classified accord­
ing to age. Foot these lists and compare them in de­
tail with the customers’ accounts in the ledgers. Note 
on the lists any amounts paid since the date of closing.
2. If separate ledgers are kept, reconcile the total 
of the lists of outstanding accounts with the con­
trolling account in the general ledger. In this recon­
cilation credit balances in the customers’ ledgers will 
be offset against the total of debit balances but on the 
balance sheet such credit balances should be included 
among the liabilities. (Similarly, any debit balances in 
the accounts-payable ledgers should be appropriately 
classified.)
3. Examine the composition of outstanding bal­
ances. A customer may be making regular payments 
on his current account while old items, perhaps in 
dispute, are carried forward. Discuss disputed items 
and accounts that are past due with the credit de­
partment or with some responsible officer, and make 
such inquiries as are deemed necessary in order to 
form an opinion of the worth of the accounts and of 
the sufficiency of the reserve for bad and doubtful 
accounts. In the balance sheet the reserve should be 
shown as a deduction from the corresponding assets.
4. When bad debts have been written off, see that 
the action has been approved by responsible author­
ity.
5. Inquire into the practice regarding the grant­
ing of trade discounts and so-called cash discounts if
greater than two per cent and regarding freight al­
lowed by the company. If such prospective allowances 
have not been deducted from accounts receivable, an 
appropriate reserve is required. Make inquiries as to 
customers’ claims for reduction in prices and for 
allowances on account of defective material in order 
to ascertain that sufficient reserves have been estab­
lished.
6. Make inquiries to determine that goods con­
signed to customers or agents, or goods under order 
from customers for future delivery, title to which has 
not yet passed to customers, have not been included 
in accounts receivable. Such merchandise should be 
carried in the inventory on the usual basis of pricing.
7. [Modified by “Extensions of Auditing Proce­
dure.”]
8. If accounts of a material amount, including in­
stalment-sales accounts, mature later than one year 
from the date of the balance sheet they should be 
shown separately thereon unless it is impracticable 
to segregate the proportion maturing beyond a year 
or trade practice warrants a different treatment. In 
that event the balance sheet should carry an explana­
tory note.
9. Accounts receivable from stockholders, directors, 
officers, and employees, unless for ordinary and cur­
rent trade purchases of merchandise, should be shown 
separately on the balance sheet. Deposits as security 
or guaranties and any other extraordinary items 
should also be shown separately.
10. Accounts receivable from affiliated concerns, 
even though arising from transactions in the ordinary 
course of business, should be shown separately on 
the balance sheet. Accounts with affiliated companies 
may be shown as current assets, investments or other­
wise as the circumstances justify. They may properly 
be included as current assets only if the debtor com­
pany has a satisfactory margin of current assets over 
current liabilities including such accounts.
11. The amount of any accounts receivable that 
have been hypothecated or assigned should be so 
shown on the balance sheet
Addendum—Extensions of Auditing Procedure
(Approved by American Institute of Accountants 
September 19, 1939)
“. . . wherever practicable and reasonable, and where 
the aggregate amount of notes and accounts receivable 
represents a significant proportion of the current 
assets or of the total assets of a concern, confirmation 
of notes and accounts receivable by direct communi­
cation with the debtors shall be regarded as generally 
accepted auditing procedure in the examination of
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the accounts of a concern whose financial statements 
are accompanied by an independent certified public 
accountant’s report; and . . . the method, extent, and 
time of confirming receivables in each engagement,
and whether of all receivables or a part thereof, be 
determined by the independent certified public ac­
countant as in other phases of procedure requiring 
the exercise of his judgment,”
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CHAPTER 15
INVENTORIES
By G. Oliver Wellington
THE discussion in this chapter is directed to audit­ing procedures in connection with inventories in a period when normal business operations have 
been resumed. During the war the armed services have 
discouraged, and in many cases have forbidden, the 
taking of physical inventories in order to avoid 
interference with production essential to the progress 
of the war. Obviously, when the pressure of war has 
been removed, the problem of confirming or correct­
ing the book records with physical inventories will be 
not only more important, but more complicated and 
difficult, because of the failure to make such con­
firmation in a completely satisfactory manner during 
the war period.
Prior to 1939 many accountants included confirma­
tion of inventories, and especially of inventory quan­
tities, as part of regular auditing procedure1; and, 
since the issuance of Statement on Auditing Procedure 
No. 1 of the American Institute of Accountants com­
mittee on auditing procedure in October, 1939, gen­
erally accepted auditing standards have included 
contact with physical inventories by which the audi­
tor can satisfy himself as to their existence—such veri­
fication of quantities being one important test of the 
substantial accuracy of the dollar amount of inven­
tories as shown on the balance sheet. For the average 
manufacturing or mercantile business, inventories are 
likely to represent one-half or more of the total 
current assets, and therefore the time spent in con­
firmation of this very important asset may well be 
more than that spent on other less important assets.
If any attempt is to be made to render the financial 
showing of a company more favorable than it really 
is, the difference between the facts and the picture 
which the company would like to present can more 
readily be concealed in the inventory than in any 
other asset. One or more officers can mark up, and in 
some cases have marked up, inventory quantities so 
as to perpetrate fraud on a large scale. The McKesson 
& Robbins case was outstanding, but there have been 
a number of others.
Since the issuance of Statement No. 1, the commit­
tee on auditing procedure has issued other statements 
affecting the examination of inventories, the most 
important for our consideration at this time being 
Nos. 3, 4, 16, and 17.
The work of the auditor with respect to inventories 
is outlined herein under the following headings:
Planning in Advance of Inventory Taking.
Checking Inventory Quantities and Condition.
Control of Records of Quantities.
Verification of Prices.
Other Work on Inventory.
Reference to Inventory in Auditor’s Report.
In the normal cases, the auditor does not “take” 
the inventory, and he assumes no greater responsi­
bility for confirmation of this asset than for any other 
asset or liability. He is expected, however, to make a 
sufficiently extensive examination to satisfy himself 
as an independent accountant that the representations 
of the management as to the total value of inventories 
in the financial statements are substantially correct. 
In general, the most effective and economical pro­
cedure for confirmation of inventories is a combina­
tion of testing records and physical stocks.
To make this chapter most helpful and keep it 
within a reasonable compass, comments on matters 
that were usual auditing procedure prior to 1939 
(such as checking of prices, calculations and cut-off 
of inventory) are very brief. On the other hand, 
somewhat extended comments are included on 
changes in methods or in emphasis to meet the new 
conditions growing out of general extensions of audit­
ing procedures and unusual operations in the war 
and postwar periods. These extended comments em­
phasize advance planning with the client before 
inventory-taking and methods to be followed by the 
auditor in confirmation of inventory, with special 
attention to testing quantities and condition of the 
physical stocks.
Planning in Advance of Inventory Taking
Too great emphasis cannot be laid upon the im­
portance of planning in advance of inventory taking. 
Such planning is essential to effective and economical 
work on the part of the auditor and his staff; but it 
can also be of great assistance to the client. It is often 
possible through careful study of conditions, methods, 
and procedures to reduce appreciably the time re­
quired for satisfactorily taking inventories; and this 
not only lowers the client’s cost, but also shortens 
the time during which various sections of the plant 
must be shut down, with the consequent loss of pro­
duction and profit.
It is often advantageous both to the client and to 
the auditor to take the inventory a month or more 
before the end of the fiscal year, when both client’s
1C. Oliver Wellington, "The Accountant’s Responsibility for 
the Inventory,” Proceedings of the International Congress on 
Accounting 1929 (New York: Ronald Press Co., 1930), pp. 734- 
770.
C. Oliver Wellington, “Accountants’ Responsibility for Inven­
tories,” The Robert Morris Associates Bulletin, Dec. 1927, pp. 
249-260.
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employees and auditor’s staff can devote more time 
with less interruption. Under such a plan the bulk 
of the detail work can be completed during the fiscal 
year, thereby expediting the final closing of the ac­
counts. It is, of course, necessary to review the trans­
actions between the date of inventory taking and the 
close of the fiscal year, but with reasonably satisfac­
tory records this should not be difficult.
The more important questions to be discussed in 
a preliminary conference with the client are as fol­
lows:
What were the methods followed in taking the last 
previous inventory?
At what points did these methods fail to give thor­
oughly satisfactory results, and what changes in 
methods are being or should be made?
How will the inventory be taken—what parts by 
physical quantities, and what parts by stock records?
When is the inventory to be taken?
If not at balance-sheet date, what control is there to 
be between the inventory date and the balance- 
sheet date?
For that part of inventory to be listed from stock 
records:
(a) how often, on the average, is each item checked 
with the physical stock?
(b) how many and how large differences were noted 
between the quantities checked and the stock 
records in checks made during the past year or 
a representative period?
What methods will be used in valuing each kind of 
inventory: raw materials, work-in-process, finished 
stock?
Is there an adequate cost system, tied in with the 
financial books, from which cost prices can be 
drawn?
Are costs currently being used (standard or others) 
fairly close to current actual costs of material, labor, 
and burden, or are there substantial variances? If 
there are substantial variances, what steps are being 
taken to determine proper prices for the inventory?
Is inventory, other than that in process, stored in 
suitable stock rooms and under effective physical 
control? Is it also controlled by stock and produc­
tion records?
Is the arrangement of stock such as to make possible 
an accurate count or other measurement and a 
logical method of listing?
Is the work-in-process kept by definite orders or lots 
which can be separately checked?
On the basis of the answers obtained in such a 
pre-inventory review of the scope of the work and the 
conditions under which the inventory is to be taken, 
the auditor should, in consultation with the client, 
prepare definite schedules of the work to be done on 
or before the inventory date, decide on the inventory 
methods and forms to be used, and arrange for 
detailed instructions to be issued to company em­
ployees, to cover the following:
Have stock segregated by kinds, assembling stock from
odd corners, etc. Segregate goods, parts, and raw 
materials which are defective, obsolete, unsalable,
or salable at less than full price.
Arrange production so that work in progress will be 
at minimum, if possible.
Arrange to take inventory of similar items at all loca­
tions at the same time.
Determine dates of closing down various departments. 
What work-in-process will go through to comple­
tion? When will shipping stop? What procedures 
have been developed to keep separate the goods 
received while the inventory is being taken?
In areas where goods are mixed, determine who is 
going to take each kind or class.
Outline methods to be used, such as: numbered in­
ventory tickets with stubs, numbered inventory 
sheets, or tabulating cards.
Design the records, if possible, so that a carbon copy 
can be made for the use of the auditor.
Have someone check the numbers when received from 
the printer; a missing number may cause much 
extra work later.
See that instructions are issued to foremen and other 
persons responsible.
Give instructions regarding the use of pre-numbered 
tickets or inventory sheets, to insure control over 
their issuance and to insure that all unused or 
voided are returned.
Instruct the workers to record all make-up of quanti­
ties on tally sheets or on the reverse side of the 
tickets.
Instruct the workers to count, weigh, or otherwise 
measure everything, and to indicate clearly on the 
inventory record any items that appear to be ob­
solete, slow moving, or in any way not current and 
perfect.
Provide for two independent counts, using serially 
numbered inventory tags or slips.
If practicable, have first count of raw materials and 
finished stock made before inventory date; subse­
quent additions to and withdrawals from stock to 
be noted on count tag or slip. A good count tag is 
one with upper and lower half printed exactly alike; 
the lower half to be used for the first count and to 
be detached and collected as first count is made.
Arrange to account for every number on single tally 
sheet, before production and shipping are resumed.
Arrange to have first and second count tags compared 
and larger differences investigated under direction 
of auditor, before production and shipping are 
resumed.
If it becomes necessary to make recounts after pro­
duction and shipping have been resumed, arrange 
to have such recounts made after the close of a 
working day.
In connection with the assignment of men from au­
ditor’s staff to make tests, determine, from a review 
of previous inventory records and current discussion 
with client, where the bulk of the value of the new 
inventory will be and the extent of the verifica­
tion of each part of the inventory that is justified 
by the value thereof.
Determine what portions of the inventory, if any, 
are of such a character that satisfactory testing of
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quantities or condition, or both, will require the 
employment of engineers or other technical experts 
to assist the auditor’s staff. Can such experts be 
obtained from parts of the client’s organization not 
directly or indirectly connected with inventory tak­
ing or the preparation of financial statements, or 
must such experts be employed by the auditor from 
outside the client company?
Prepare a schedule of work and the number of check­
ers required, both the checkers from the company 
itself and men from the auditor’s staff who will 
make such tests as are necessary.
In addition to the foregoing suggestions in regard 
to planning, which deal principally with the matters 
to be covered in conference with the client, there are 
several steps which the auditor himself can take in 
advance of inventory date, either to facilitate his own 
work or to secure information which he will need 
subsequently, as follows:
When inventories are located in many places in large 
plants, prepare rough floor plans and note thereon 
the locations of the classifications of inventory. 
Identify such locations by building number and 
floor number, and see that inventory sheets bear 
the same record as to location. (This method is 
particularly helpful if more than one class of in­
ventory is located in the same department or on 
the same floor, and the practice of the client’s em­
ployees is to list only that portion of the inventory 
for which each group is responsible.) Instruct staff 
members, when test checking quantities, to make 
notes of the general description or inventory classi­
fication of items in rooms or floors checked by them 
which are not covered in the classification of in­
ventory which they are confirming, so that the 
inventory quantities not test checked on the first 
testing will not be overlooked.
Make an analysis of the principal finished products to 
show the principal raw materials used and the 
principal purchased parts, so as to secure a rough 
idea as to the balance of stock, raw and in process, 
that should be expected in the inventory as taken, 
if operations are being efficiently conducted and 
inventories are not out of balance.
Review stock records and prepare working papers 
listing important items of which the quantities 
used during the past year or other representative 
period appear to be small in relation to the stock 
on hand. This may be an indication of stock that 
is excessive and out of balance or obsolete.
Review stock records and make notes of the more 
important adjustments, recorded during the past 
year or other representative period, to bring the 
records into agreement with checks made of phy­
sical quantities. This will indicate the care and 
accuracy with which the stock is handled and the 
records made of stock received and issued, and will 
determine the extent of testing by the auditor 
that will, in the absence of other evidence to the 
contrary, be necessary for satisfactory confirmation.
Study the methods of determining costs of material, 
direct labor, and burden. Details of such studies
are outlined later in this chapter under the head­
ing, Verification of Prices, but this work is men­
tioned here as one of the important elements of 
auditing procedure for inventories that should be 
covered rather carefully and completely prior to 
the date of inventory taking.
Checking Inventory Quantities and 
Condition
Quantities and condition are essentially physical 
factors. Quantity is expressed as some physical unit of 
measurement. Condition requires consideration of 
such factors as grade, quality, obsolescence, relative 
liquidity and usefulness in the current operations of 
the company.
If the auditor actually sees and touches the inven­
tory, he obtains a knowledge and a feeling of the 
business that he can never obtain by merely examin­
ing the records. Moreover, when going through the 
plant he obtains an impression as to the efficiency with 
which it is operating, the way the machinery is laid 
out, and the way the materials are handled. In addi­
tion to appraising the competence of the men in the 
various departments whose job it is to handle stock 
and keep track of the stock, he will often note old- 
looking or segregated stock and can make inquiry 
as to its salability and probable value. The auditor 
thus receives some firsthand information which will 
make much more effective his testing of the inventory 
records.
In the average case the auditor should be able, with 
his own staff, to make satisfactory tests of quantities 
and condition of the inventory. Sometimes, however, 
certain materials (raw, in process, or finished) that 
represent an important part of the total inventory 
may be of such a special character that it is necessary 
for the auditor to use men with special technical 
qualifications and experience, and knowledge of these 
particular materials. In such cases, arrangements 
should be made by the auditor with such technical 
experts to work with the auditor’s staff and assist in 
passing upon the quantities and especially the condi­
tion of these special parts of the inventory. Such tech­
nical assistance can sometimes be obtained from 
employees of the client whose work renders them 
independent of those taking inventory and those 
responsible for preparation of financial statements, 
and who can therefore be relied upon to give a satis­
factory check. If such reliable technical assistance 
cannot be obtained by the auditor from the client’s 
employees, then outside technical experts should be 
employed as temporary additions to the staff of the 
auditor.
In making tests of physical inventories, it is not 
necessary for the auditor to count all the items, any 
more than it is necessary to check every posting or 
footing in the books. All that is necessary or desirable 
in the average case is for employees of the client,
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under the supervision of the auditor, to make test 
openings of barrels or boxes and test samplings of 
material.
If the tests that he makes, which need not be very 
extensive in a well-run plant, indicate that the records 
are accurate and well kept, and he is satisfied that they 
do represent the facts, he need make very few tests. 
If, on the other hand, the tests that he makes indicate 
lack of accuracy, he must greatly extend his testing.
There may be a great distinction between the in­
dependent auditor “making” physical tests and “ob­
serving” the making of physical tests. The auditor 
usually does not take the inventory, but it is very 
important, if he is to carry out the spirit of the report 
adopted May 22, 1939, that the “observations” be 
equivalent to the making of tests. The independent 
auditor must see that the tests are being made by 
officers or employees of the company and must be 
satisfied that they are, in kind and quantity, sufficient 
to indicate the reasonable accuracy of the original 
taking of the inventory. If the independent auditor 
is merely present and walks around the plant and 
"looks wise,” his acts give little protection either to 
himself or to the reader of the financial statements.
In general, the time spent in making tests in the 
plant is worth a great deal more in substantiation of 
inventory values that the same amount of time spent 
in the office. If there is any gross carelessness or dis­
honesty, it is much more likely to be discovered by 
suitable investigation in the plant. If one or two men 
at the head of the business are dishonest, they can 
falsify the inventory totals, as shown on the inventory 
sheets, by a very few changes made in the office, but 
it is practically impossible for them to falsify all the 
records out in the plant, and no man would dare to 
take into his confidence in a conspiracy all of the 
various people handling stocks in the plant. There­
fore, if the auditor has a certain amount of time to 
spend on inventory verification, he should spend a 
substantial part of it in the plant and a lesser part 
in the office.
There are listed below some suggestions to the 
auditor and his staff for checking the quantities and 
condition of the inventory. These suggestions deal 
primarily with checking the total inventory at one 
time, although some of them are equally applicable 
to checking at various times during the year the 
quantities and condition of individual items with 
the stock records of such items.
Wear old clothes when working in a place that is 
likely to be dirty.
Certain departments may call for staff men with more 
than average experience. Assign the assistants ac­
cordingly.
Have an executive or foreman of the client’s organi­
zation with each auditor picking up the tickets.
Confer with client and if possible follow his sugges­
tions as to departments to be picked up first. (Client
may have many men at overtime rates waiting for 
the auditors.)
Build up a control of inventory ticket numbers: by 
department, person responsible, number of series 
from and to, numbers used, numbers returned un­
used, voided ticket numbers included in the used 
group.
Follow an orderly procedure. Mentally mark out 
certain areas and clean up each area before going 
to the next. Pay no attention to the rotation of the 
ticket numbers when picking up tickets, but see 
that all items are inventoried. It is a simple matter 
to check for missing ticket numbers after all tickets 
in an area have been picked up and before going 
to the next area.
If items of the department being checked are stored 
in another section, do not leave your area; make a 
note and check with the auditor who is responsible 
for the other area.
If there are many small lots, each with an inventory 
ticket, mark out a small area and ask the client’s 
employees to assist in picking up these tickets; then 
look at each ticket in the group so picked up to 
see what is marked thereon.
Check footings of a representative number of client’s 
tally sheets.
In checking quantities, count some completely; some­
times count half of the pile and estimate the bal­
ance of the pile; sometimes estimate the quantity 
of one item by its cubic measurement in comparison 
with another item of known quantity.
Make use of count-weighing scales, etc.
Do a reasonable amount of opening of boxes and 
re-weighing. If your tests indicate the client is doing 
a good job, these tests may be reduced but not 
eliminated.
Make certain that the inventory tickets or sheets 
include full description of items, department, stage 
of work done, size, unit of quantity, condition of 
stock and contract number (if it is part of a govern­
ment or other special contract). The careless use 
of a wrong symbol may result in a serious error in 
valuation.
See that everything is counted and listed; worthless 
items should be listed and so marked, and perhaps 
listed on a separate inventory sheet.
If goods are being received during the inventory, 
make a note with full details including the re­
ceiving slip number, and indicate, whether or not 
the goods were inventoried. Keep the notes for 
checking during the audit.
See if there are any freight cars on the siding; make 
a note of their numbers and contents, and state 
whether or not included in the inventory.
Make proper note of material on hand not the 
property of the client. State whether or not in­
cluded.
The foregoing comments apply chiefly to taking 
a complete physical inventory at one time. Certain 
additional comments may be of value for testing 
inventories under satisfactory control by perpetual 
stock records. Comments have already been made as 
to the practice that should be followed by the client
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in checking from time to time during the year all 
items on the stock records, so that each item will be 
checked at least once. In addition to the review by the 
auditor’s staff of the stock records, as already sug­
gested, the auditor must make sufficient tests of phy­
sical stocks with the records to satisfy himself as to 
the substantial accuracy of the record-keeping and 
the stock-handling, and the effectiveness of the client’s 
procedure for checking stock records with the stock.
If it is possible for the auditor’s staff to be in at­
tendance in the client’s plant several times during the 
year, a portion of the perpetual stock records should 
be checked on each visit. In addition to the direct 
checking by the auditor’s staff, it is usually possible 
for the auditors to remove temporarily from the 
perpetual-stores-record files certain cards (and also 
to remove the corresponding bin tags if there is a 
bin-tag method in use). Then the client’s employees 
will be given a list of such items with the request 
that they count and report the quantity of each on 
hand; this quantity will then be checked with the 
records, any differences noted, and the cards and bin 
tags returned to the files.
In most cases the client’s employees have developed 
efficient methods of handling and storing inventories. 
These methods should be helpful in inventory check­
ing, but the auditor must satisfy himself as to the 
soundness of the procedures followed and may be able 
to offer suggestions which will expedite the work of 
inventory taking and perhaps render it more ac­
curate. Some suggestions as to simplified methods for 
taking and checking certain kinds of inventories 
follow.
For many materials substantial accuracy can be 
obtained by measurement, by count, or by weight, 
and the choice as to which of the three methods is 
used will depend upon ease of handling and the 
availability of scales or other measures.
If lumber is in varying lengths and/or widths, but 
piled in an orderly way in a bin or a pile, the 
number of board feet in the bin or pile can be 
closely estimated in the following manner:
(1) Measure height of pile with tape or measuring 
stick. If each layer is separated from the other 
by a board laid crosswise, count such open spaces 
and multiply the total number by the average 
thickness of the separators and make necessary 
deduction from total height of pile.
(2) Measure width of pile. Estimate the average 
amount of open spaces between boards in the 
layers, and deduct from total width.
(3) Measure length of longest and shortest pieces and 
from this estimate average length.
(4) Multiply: height in inches x width in feet x 
length in feet — contents in board feet.
When pieces protrude from a bin or pile where the 
ends are to be counted, use a crayon to mark each 
end when it is counted, to prevent counting twice 
and also to prevent overlooking any items.
Where a bin is piled several feet high with poles, bars, 
or similar items, after counting the number of items 
in one foot of bin, multiply such number by the 
height of the bin in feet to obtain the total con­
tents.
Use a tag on every separate pile or bin rather than 
having one tag cover two or more piles in different 
locations.
If the weight of uniform-sized material such as iron 
bars is desired, multiply the total number of feet 
by the weight per foot. The answer can be obtained 
more readily in this way than by actually weighing 
the bars.
The quantity of small hardware items can be obtained 
with approximate accuracy more easily by weighing 
than by counting.
With such items as books which are piled in layers 
five books high, with some rows of books end­
wise and some lengthwise, by standing at the corner 
of the stack it is possible to determine at a glance 
the number of piles of books in each layer and 
multiply by five to get the layer content. It is equally 
easy to determine the number of layers and calcu­
late the number of individual books in the pile.
Where it is necessary to pile or stack irregularly and 
it is impossible to leave aisle spaces so that rows 
can be regularly counted, a good practice is to 
number consecutively goods as originally placed or 
piled. If the numbers run from 1 up and goods 
taken away are taken in reverse sequence of num­
bers, the highest number remaining will indicate 
the total in the pile or lot. This plan could not be 
followed in the case of materials subject to deteri­
oration where it would be advisable to use first, 
those first acquired.
Control of Records of Quantities
One of the most important matters to keep in mind 
is the necessary control of inventory quantities be­
tween the time of inventory taking and the time when 
the final total inventory expressed in dollars and cents 
is produced for the final statement. Errors in the 
basis of pricing or in computation may produce im­
portant differences in the final inventory total; but, 
if any conscious attempt is made to change the inven­
tory total, it is most likely to be accomplished by 
increasing the actual quantity on hand when the 
report is made of physical quantities in the final 
inventory.
Accordingly, the auditor, when testing at the time 
of inventory taking or in connection with the con­
firmation of perpetual-inventory records by suitable 
physical tests, should keep control of such quantities 
through duplicate tickets, duplicate sheets or other­
wise, so that he may be satisfied that the final inven­
tory total does not contain quantities substantially 
different from those taken or drawn from perpetual 
stock records as at the end of the fiscal period. This 
control of quantities during the period between the 
taking of inventory and determination by the client
Ch. 15-p. 6 Contemporary Accounting
of the final total may be considered as equivalent to 
the auditors’ control over securities, cash, and other 
negotiable items by sealing those items that cannot 
be completely verified at one time and keeping all 
such items under seal until the total has been verified, 
in order to prevent substitution or change. The con­
trol over inventory is not a control of the physical 
items but a control of the records of the physical 
items on hand at the time of inventory, so that the 
auditor can satisfy himself that those items, and no 
more and no less, are included in the final inventory.
Usually the pricing and the summarizing of the 
inventory records will take several weeks following 
the recording of the inventory quantities. When 
the auditor returns several weeks later, it is essential 
for him to know that the inventory value which he 
is auditing is based on the same quantities he ex­
amined when the inventory was taken.
If the client has a carbon copy of the inventory 
tickets or sheets for the use of the auditor, the latter 
should keep these carbon copies in his possession in 
the interim. If no carbon copy is available, sufficient 
notes should be made covering the details shown on 
certain inventory tickets. These notes should be made 
before the inventory tickets have left the hands of the 
auditor.
When the auditor returns, he should examine the 
inventory tickets or sheets, see that they are the 
numbers shown on the ticket-number control as 
having been used, check the details shown on the 
specific tickets which he copied during the inventory 
taking, and thus assure himself that the quantities 
in the final inventory are the same quantities that 
were examined.
Verification of Prices
Some comments as to the auditor’s work in verifi­
cation of prices has already been included in the 
discussion of Planning in Advance of Inventory Tak­
ing.
Both the client’s organization and the auditor 
should endeavor to do as much work as possible in 
connection with pricing the inventory prior to the 
close of the fiscal year, to reduce the volume of work 
at that time and also to expedite the calculation of 
the final inventory and the closing of the books. In 
addition to such preliminary work in pricing the 
inventory, other matters that justify a maximum of 
attention on the part of the auditor are set forth 
in the following paragraphs:
See that the same price basis (i.e., the lower of cost 
or market, or cost) is applied to the entire inventory, 
and find out whether the same basis was used for 
the inventory at the beginning of the fiscal period.
Test the prices by invoices, contracts, direct quota­
tions, trade papers, cost records, or other data. See 
that prices or quotations are for quantities such as 
usually purchased and all based on a free market.
See that there have been deducted: (a) all trade dis­
counts; and (b) all cash discounts except those 
approximating a fair interest rate.
See that there have been added, transportation or 
other necessary charges incurred in acquiring pos­
session of the goods.
See whether any interdepartmental or intercompany 
profits have been included in costs, and if so 
whether suitable provisions have been made to 
eliminate such profits from the final net totals of 
inventories.
For raw materials or merchandise purchased for re-sale
(a) Ascertain by which of the following methods cost 
has been determined:
(1) First-in, first-out
(2) Average
(3) Last-in, first-out
(4) Standard
(5) Retail
(b) Ascertain whether or not the method for deter­
mining cost has been followed consistently, and 
whether or not it gives results that are substan­
tially accurate for determining income.
(c) Ascertain which of the following bases has been 
used in determining market:
(1) Replacement cost
(2) Selling prices of corresponding goods for 
sale less costs of selling and manufacturing.
(d) Ascertain whether market, if below cost, has been 
applied to each item in the inventory, or whether 
the total market value of a kind or class of in­
ventory, or of the total raw material inventory, 
has been compared with total cost.
For work-in-process and finished stock
(a) In verifying the determination of material con­
tent, ascertain:
(1) Whether suitable bills of material, or other 
record of quantities required, have been pre­
pared.
(2) Whether fair allowance has been made for 
waste and spoiled material.
(3) Whether material prices properly determined 
have been properly applied to the material 
quantities.
(b) Compare material cost with market, as in case of 
raw materials.
(c) In verifying the determination of cost of direct 
labor, secure answers to the following questions:
(1) Are there established piecework or other 
standards and when were they set?
(2) How much do such standards differ from 
current actual costs?
(3) Are there dependable records of production 
from which direct labor cost per piece can 
be calculated?
(4) Are there cost estimates, and have they been 
tested with actual results from production?
(5) Are direct labor costs per piece based on 
short runs, on long runs, or on average re­
sults for a year or other substantial period of 
operations?
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(d) In verifying the determination of cost of factory 
 overhead (or burden), secure answers to the 
following questions:
(1) Does overhead include merely factory ex­
penses, or some administrative, or some sell­
ing?
(2) Is overhead based on actual expenses, or on 
standards; and, if the latter, what is the 
difference from actual expenses of (a) total 
fixed charges and (b) total other charges?
(3) Is overhead calculated for the plant or busi­
ness as a whole, or is it determined sep­
arately by departments or production centers 
to give more accurate costs?
(4) If items usually included are omitted or if 
there are items present that are not usually 
included, what is the approximate effect on 
the inventory?
(5) Are the actual or standard overhead rates 
based on operations at normal capacity (for 
example 40, if measured in hours per week) 
or on abnormal operations (for example 20 
hours or 80 hours, or 120 hours)?
(6) Are the overhead rates applied in relation 
to direct labor dollars, direct labor hours, 
machine hours, or some other base or bases; 
and does the method followed give substan­
tially accurate costs?
In answering the foregoing questions in relation to 
prices used for the three elements of cost in work-in- 
process and finished goods—namely, material, direct 
labor, and overhead—the auditor should make a care­
ful review of the cost system in use. He should see 
that the system is sound in theory and that its sub­
stantial accuracy has been proved. If it is not tied in 
with the books, then he will have to make rough 
over-all tests to satisfy himself as to the extent by 
which the costs as figured differ from the over-all 
operating results since the last previous physical 
inventory.
If the cost system is tied in with the general books, 
a record should be made of the amounts of any ad­
justments that have been made during the financial 
period under review to bring the book records into 
agreement with physical inventories.
Inventory prices and values may be greatly affected 
by the quantity and condition of the inventory. The 
auditor should review the quantities and make com­
parisons of items or groups of items with the sales 
to note the turnover and determine whether the 
quantities on hand are likely to be sold in the usual 
course of business and within a reasonable period. 
Some machines or parts of machines may be slow 
moving or obsolete on account of change in markets 
or replacement by new and better models. While there 
may be prospect of substantial sales of parts for old 
models, the inventory of such parts is of full value 
only for the quantities probably required by cus­
tomers for replacements or repairs within a reasonable 
period of time.
If review and analysis by the auditor indicates that 
there are inventory quantities that are excessive he 
must make inquiry as to whether they can be sold 
at some price less than cost or whether they have 
merely scrap value.
The auditor must be alert to inform himself as 
to changes in the industry concerned which might 
have rendered a substantial portion of the client’s 
inventory unsalable.
In applying market when below cost to inventories 
of finished goods reference must be made to firm sales 
contracts, because quantities covered by sales con­
tracts that are really firm will suffer no loss of value 
below such sales-contract prices. This question of 
sales commitments is discussed at greater length in 
the next section of this chapter.
Other Work on Inventory
Check the Cut-Off of the Inventory
Goods on hand—liability not on books. Where 
receiving records are maintained, these should be 
scrutinized for a few days preceding the balance sheet 
to note the absence of any reference to bills having 
been passed for goods received. The receiving clerk 
should be asked if he knows of any old items in this 
classification. Inquiry should be made also of the 
purchasing department for bills not yet passed to the 
accounts payable department.
Where no formal receiving records are kept, the re­
ceiving clerk should be interviewed and asked for any 
memoranda of goods received which he has not yet 
sent to the office; and the bookkeeper should be asked 
for any memoranda of goods received for which he 
has not yet received or entered the creditors’ bills.
In certain lines of business “new run” or “new 
season” merchandise, by trade custom, is eliminated 
from inventory and from accounts payable. See that 
inventory and other records for such goods are clearly 
separated and that the amounts involved are reported 
in a footnote to the balance sheet.
Goods not received— liability on books. The
test of whether such liabilities should be set up, and 
offset by additions to the physical inventory, is 
whether title in the goods rests in the vendee at the 
balance-sheet date. If the setting up of the liability 
was correct, it is equally correct, and necessary, to 
increase the physical inventory by the same amount.
Goods shipped out — not billed. Where ship­
ping records are maintained, these should be scru­
tinized for a few days preceding the balance-sheet 
date to note the absence of any reference to invoices 
having been sent out for goods shipped. The shipping 
clerk should be asked if he knows of any old items in 
this classification. Inquiry should be made also in the 
office as to invoices withheld from mailing for any 
reason.
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Where no formal shipping records are kept, the 
shipping clerk should be asked for any memoranda of 
goods shipped which have not yet been sent to the 
office for invoicing.
Goods not shipped out — billed. The shipping 
records should be scrutinized for a few days immedi­
ately following the balance-sheet date, and inquiry 
should be made of the shipping clerk and the book­
keeper as to any billings to customers for which goods 
have not been shipped. The inventory sheets covering 
stock in the shipping room should be scrutinized for 
descriptions indicating stock segregated for shipment, 
and, if there are large items, an attempt should be 
made to tie up lots listed on the inventory with 
customers’ invoices.
The percentage of gross profit for the last month 
of the fiscal period should be compared with that for 
the penultimate month, by departments. An increase 
in* the gross profit ratio would indicate the possibility 
that goods billed to customers had also been included 
in the inventory.
Goods on hand, not client’s property. The
heading of each inventory sheet, as well as any nota­
tions against individual items should be scrutinized 
for any indication of consigned stock, stock “on or­
der,” or stock on approval. Make inquiries as to the 
presence of any such items.
Creditors’ invoices attached to open vouchers pay­
able should be scrutinized for terms. Old balances in 
the creditors’ ledger, and particularly accounts on 
which payments on account have been made, should 
be questioned.
Consignments inward should be excluded from the 
inventory and the value of such goods on hand should 
not be included in accounts payable.
If the client handles consignments inward, the ac­
counting procedure therefor should be investigated, 
particularly to satisfy the auditor that sales of goods 
consigned have not been set up in the books as if 
they were sales of the client.
If customers have furnished materials which are 
not segregated but are mingled with similar materials 
owned by the client, see that a correct total of such 
materials is obtained and a reserve set up to be de­
ducted from the inventory. Obtain direct confirma­
tions from all customers who are known to follow the 
practice of furnishing materials, or have furnished 
materials at any time during the period under review.
Goods of client in possession of others. Direct 
confirmation of the value of such goods should be 
obtained from the custodians. Accounting for sales 
to the closing date should be requested.
If the value of such goods is relatively large, inquiry 
should be made as to the financial responsibility of 
the custodians, and in some cases confirmation as 
outlined in the discussion of Checking Inventory
Quantities and Condition should be made by the 
auditor.
Get names of consignees and make certain that 
they have not been charged in the customers’ ledger 
for unsold goods properly included in the client’s in­
ventory.
Old balances in the customers’ ledger, and particu­
larly accounts on which collections on account have 
been received, should be questioned.
Check the Calculations
The extent of the auditor’s testing of the mathe­
matical calculations of the inventory will vary with 
the methods followed by the client and the condition 
of the records. If the client has followed the practice 
of having calculations made independently by two 
groups of clerks, testing by the auditor should merely 
be to determine whether this practice has in fact been 
carried out. However, to do this, a fair sample of 
calculations must be tested, some for large items and 
some for small. Special care must be given to check­
ing possible differences in decimals and the use of 
units for pricing that are not the same as the units by 
which the corresponding quantities have been re­
corded.
In testing footings, columns for cents and usually 
for dollars and perhaps tens of dollars can be omitted, 
as the auditor is interested only in important dif­
ferences. It is usually desirable to scan each inventory 
sheet and form an opinion as to the substantial ac­
curacy of the footing thereof.
Each page total should be checked to the recapitula­
tion. In some cases this can be accomplished by mak­
ing an adding machine tape of the page totals and 
comparing the total thereof with the client’s recapitu­
lation.
Make Tests and Comparisons
The auditor should make such tests and compari­
sons of the completed inventory, with the previous 
inventory and with other records, as are suitable and 
possible for the type of business under examination 
and the records kept.
In some cases tests of gross profit on sales can be 
applied to the total sales or to the sales of two or more 
divisions of the business.
The rate of turnover of the period under review 
in comparison with that of the preceding period may 
be significant.
Is there a correct classification of the inventory 
between raw materials, work-in-process, finished goods, 
manufacturing supplies, and expense supplies? Is 
the current classification the same as that previously 
used?
Review Purchase and Sales Commitments
Commitments for future delivery of products sold 
or of purchases of materials, new plant and equip­
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ment, major repairs to plant and equipment, adver­
tising, or long-term rentals may have an important 
bearing on the financial statements. Those commit­
ments that affect inventories (sales of products and 
purchases of materials and supplies) are of signifi­
cance in judging the prices used for the inventory and 
in indicating potential losses.
Sales commitments should be compared with the 
volume of business done to see if they are unusually 
large or small, and if so inquiry should be made as 
to why they are unusual and how the salability of 
the inventory may be affected. Can the sales com­
mitments be met in the usual course of business with 
the usual margin of profit, or will there be a loss, and 
if so what reduction must be made in the inventory 
prices and total? If market is below cost of raw mate­
rials or other parts of the inventory, good sales con­
tracts at the usual margin of profit must be applied 
to the inventory to determine the balance, above such 
sales contracts, that should be reduced to market.
Purchase commitments should be compared with 
similar items in the inventory to indicate the market 
prices in relation to cost. The prices of purchase com­
mitments should be compared with market quotations 
to see if there is any potential loss.
For some industries it is possible to cover sales or 
purchase commitments by hedging. In such cases a 
complete record should be made of the status at the 
balance-sheet date of the hedging contracts and the 
purchase and sales contracts to determine whether 
there is any actual or potential loss.
Check Insurance on Inventories
The auditor should examine the policies for fire 
insurance to satisfy himself that the inventory is 
adequately covered. Such examination should refer 
not only to totals but to several locations if the in­
ventory is not all at one place. Examination of poli­
cies may indicate that some parts of the inventory 
have been pledged.
Obtain Certificate from Client
However extensive the auditor’s tests of the inven­
tory may be, he should obtain a certificate, or certi­
ficates, signed by those members of the client’s or­
ganization most familiar with the inventory. Such 
certificate, or certificates, should set forth the repre­
sentations of the client in regard to the inventory and 
that all significant facts in regard to the inventory 
known to those signing' the certificate are included.
The principal points to be covered in such a certifi­
cate are as follows:
(1) That the inventory of finished goods, work-in-
process, raw materials and supplies on hand at 
(date), amounting to was prepared by
the company’s employees according to my in­
structions and under the supervision of.......... ;
(2) That the quantities were determined by actual
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count, weight or measurement, or by conserva­
tive estimates where actual count was imprac­
ticable;
(3) That raw materials and supplies are priced at 
cost to the company less all trade discounts, or 
where market prices at the date of inventory 
were less than cost, market prices have been 
used;
(4) That work-in-process has been priced at the 
lower of actual or replacement cost, including 
labor, material, and a fair proportion of over­
head manufacturing expenses;
(5) That finished goods have been priced at the lower 
of actual or replacement cost, including labor, 
material, and a fair proportion of overhead 
manufacturing expenses, and that the prices are 
substantially below present selling prices;  
(6) That adequate provision has been made for 
imperfect goods and for probable depreciation 
of stock regarded as obsolete or inactive;
(7) That, in my opinion, the amount stated in 
paragraph (1) is a fair and proper valuation of 
the inventory;
(8) That all stock included in the inventory is the 
property of the company and has been paid for 
or the liability therefor has been set up on the 
books;
(9) That all materials, supplies, purchased parts and 
goods purchased for sale, in transit at the in­
ventory date and on which title has passed to 
the company at that date, have been included 
in the inventory;
(10) That all goods which have been charged to 
customers or included in cash sales, but not 
actually delivered, prior to the date the inven­
tory was taken, have been excluded from the 
inventory;
(11) And that no stock included in the inventory 
has been pledged as collateral.
In preparing the form of statement or certificate 
regarding inventories to be signed by officers or 
employees of the client, it is well to allow space 
between the various items in which can be noted by 
the client exceptions to the clear and definite state­
ments requested, if such exceptions are necessary in 
order to make the statement complete.
Reference to Inventory in Auditor’s Report
Immediately following the McKesson & Robbins 
case and the issuance by the American Institute of 
Accountants committee on auditing procedure of 
Statement on Auditing Procedure No. 1, in October, 
1939, the accounting profession and the business pub­
lic were so concerned with auditing procedures for 
inventories that many reports included specific state­
ments as to the scope of the auditor’s work in rela­
tion to inventories. Today, without in any way 
minimizing the importance of auditing procedures 
for inventories as compared with other auditing pro­
cedures, it is generally recognized that the auditor
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cannot issue a report in the usual condensed form 
unless he has followed generally accepted standards, 
and, therefore, that it is not necessary to state in 
detail the scope of his examination of inventories or 
any other assets.
Where the auditor, upon instructions of the client 
or otherwise, has not applied the generally accepted 
auditing procedure of making physical tests of inven­
tory quantities he should (if the inventory total is 
material in relation to other assets) include a suitable 
qualification in his report or opinion. Based on the 
facts in each case, wording similar to either of the 
following paragraphs would be suitable:
“While we can have no opinion as to the inven­
tory total calculated on the basis of unverified quan­
tities, the other accounts are, in our opinion, pre­
sented fairly, in conformity with generally accepted 
accounting principles applied on a basis consistent 
with that of the preceding year.”
“While we can have no opinion as to the inventory 
total based on unverified quantities, prices and calcula­
tions, the other accounts are, in our opinion, presented
fairly, in conformity with generally accepted account­
ing principles applied on a basis consistent with that 
of the preceding year.”
The foregoing wording makes clear the opinion of 
the auditor on the other accounts, and that his 
opinion cannot be expressed on the statement as a 
whole, because of insufficient work in connection with 
the confirmation of the inventory.
Where the client includes several footnotes to finan­
cial statements in its report there is often one in regard 
to inventories. This usually contains explanation as 
to details and methods of pricing. Any comments as 
to inventories in the auditor’s report must be clearly 
distinguished between explanations as to the scope 
of the work and qualifications in the auditor’s opin­
ion. Unless there is a qualification clearly expressed 
the reader is justified in assuming that the scope of 
the work was sufficient so that the auditor could and 
did satisfy himself as to the substantial accuracy of 
the amount of inventory shown in the financial state­
ments.
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CHAPTER 16
ACCOUNTING SYSTEMS
By Eric A. Camman
WITHOUT some limitation upon it, the subject “Accounting Systems” is a rather broad one about which books have been written and perhaps 
another volume could be prepared. It is not the pur­
pose here to undertake so ambitious a project. The 
scope of this chapter is confined to describing some of 
the more prominent developments during the war 
years which have affected accounting system design— 
indeed it is possible only to mention these in an intro­
ductory way within a reasonable space. The reader 
must understand that the contents of this chapter are 
intended mainly to be indicative of recent changes 
affecting accounting systems, so as to be helpful to 
one who has been out of touch with these trends for 
a short period by pointing out their nature and 
direction, and to present some information regarding 
them as a guide for further selective reading and 
study through other mediums.
One who wishes to become informed upon recent 
developments having a bearing upon accounting 
systems must begin by obtaining a fair general 
knowledge of the laws enacted since Pearl Harbor 
and the administrative regulations issued thereunder 
by various governmental agencies, notably the Price 
Control Act of 1942 (especially its wage and salary 
stabilization provisions), the Renegotiation Act of 
1943 and the Contract Settlement Act of 1944, the 
material requirements provisions of the War Produc­
tion Board under the Controlled Materials Plan and 
the rulings or opinions of various governmental agen­
cies governing the accounting for costs, including the 
cost of facilities acquired for war production and 
their depreciation, amortization, or loss. All of these 
subjects are comprised in other chapters. Further 
entrance upon them here would be duplication. They 
are mentioned because they are the sources from 
which, or from the requirements under which stem 
all the principal changes in accounting systems to be 
discussed.
The discussion of these changes does not take the 
form of newly prepared material. It is felt that ar­
ticles which have already been published in various 
periodicals on phases of these changes will be more 
helpful and instructive than either an abstract thereof 
or any new presentation that could be written for 
the purpose in a short time. Some of these articles 
represent case studies or actual applications. They 
will be more illuminating than an academic treatise 
and accordingly a selection of such articles is given 
in this chapter with full indication of authorship and 
source of publication. It should be emphasized that 
the cases presented and the mechanics or methods
or machines discussed constitute only a single illus­
tration in each instance and that there are other 
methods available and in use, and other equipment 
which may be obtained and adapted to similar pur­
pose. The quotations herein given are by no means 
comprehensive of the entire field. There is a great 
variety of choices in procedures, and for any par­
ticular application all the possible methods, mechani­
cal devices, and machines available in the market 
today should be considered before a decision is 
reached as to which combination is the most advan­
tageous in a given set of circumstances. It is to be 
remembered that in the last analysis an important 
element in effective system design is the appropriate­
ness of application.
The war years have not brought on any great 
changes in the principles and fundamentals of ac­
counting system design. Reports and written means 
of advice, information, and record are still to be pre­
pared by several methods and in one or more of 
several forms. There are manual methods, that is 
to say, those which are handwritten or arranged to 
be dealt with entirely by hand without mechanical 
aids, and there are mechanical ways, by which is 
meant equipment or devices for aiding and expedit­
ing handwork by means not requiring the use of 
accounting machines. The next choice of methods 
lies in the use of such machines made by a number 
of well-known manufacturers, and lastly, for the more 
complex or voluminous requirements, one may select 
tabulating equipment using punched cards and 
affording the ultimate capacity for accounting and 
statistical summarization. Changes and developments 
in these methods have been no greater than would 
normally occur through progress in the arts and per­
haps have been retarded somewhat through wartime 
scarcities and restrictions.
Nor is there anything prominently new to single 
out in the forms to be used. Paper still is made in 
the pre-war standard sizes, from which certain stand­
ard sheet sizes may be cut economically. Types and 
grades of sheets may still be selected with consideration 
for their best use, affected possibly again by shortages 
in supply. Loose-leaf records may be of the ledger 
type or of a visible-index type. Cards are still em­
ployed and may be used standing up, lying flat, or 
on wheels.
In other words, changes in accounting system 
which are noticeable in recent years do not represent 
marked changes in method or form but rather in 
their design and application to furnish new kinds of 
data or information newly required in greater refine­
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ment, more specific detail, and more completely. The 
important changes have been brought on by require­
ments of legislation and governmental controls rather 
than forced by the demands of management or com­
petition. While it may be that some of these re­
quirements are abnormal it by no means follows that 
they are temporary. They are abnormal merely be­
cause they have been added to what we have hitherto 
regarded as normal but it may be expected, for better 
or worse, that these new requirements will remain 
to be met for a long time to come and that while 
some simplification is to be hoped for certain of these 
changes will become permanent features of business 
accounting systems.
The changes in requirements fall broadly in three 
fields or departments of accounting systems, namely, 
(1) payrolls, the compilation, recording, reporting, 
and classification of wages and salaries, (2) inven­
tories, the handling, recording and reporting of pro­
curement, use, and supply of materials, and (3) 
property accounting, the accurate recording of and 
accountability for real and personal property here­
tofore known as “fixed assets,’’ but with the advent 
of laws and regulations since Pearl Harbor more com­
monly referred to under the euphonious and compre­
hensive term “facilities.”
Payroll Accounting
With respect to payrolls, some of the added re­
quirements included here under the mention of 
changes did not arise from the war but from pre-war 
social legislation, such as the social security tax, for 
unemployment compensation and old age benefit de­
ductions, and the Walsh-Healey Act. Others, how­
ever, have come along in later years setting up ex­
acting provisions governing the length of the normal 
work week, the payment of overtime, the computa­
tion of overtime premium rates and the reporting of 
wage earnings and deductions in extensive detail both 
to the employee and to the government. Income tax 
laws provide for the withholding of income taxes by 
means of payroll deductions, and the provisions for 
wage and salary stabilization under the Price Control 
Act and the regulations thereunder affect system de­
sign for the handling of payrolls and related informa­
tion so markedly that no pre-war accounting system 
in this branch would be adequate today. For this 
reason a number of articles have been selected giving 
different aspects and views on this subject. The first 
is an article on a plan utilizing machine methods.
A Mechanized, Many Purpose Payroll Plan 
That Works 
By A. J. Fournier1
Until recent years the preparation of the payroll 
was a very simple operation. Most employers had a 
so-called payroll book in which was written the em­
ployee’s name and the hours worked each day of the 
week. At the end of the week these hours were added 
for each employee and multiplied by his rate of pay. 
The result was the amount he was paid.
Today, however, the problem is far from being so 
simple. Whether the employer has 100 employees or 
1,000 or 10,000, the computation of individual earn­
ings and the deductions therefrom in themselves 
make the payroll preparation a formidable task. 
Further, these are now but intermediate steps in the 
maintenance of payroll records because individual 
accounts must be maintained under accounting con­
trol at least for gross earnings, the withholding tax 
and bond accounts.
There has been added since 1937 the quarterly 
social security report to the state and federal govern­
ments. The earnings of many employees now exceed 
$3,000 a year, and it is important to know when to 
stop deducting the one per cent. Income tax personal 
exemptions have been so greatly reduced that every 
employee now has earnings which must be reported 
for tax purposes at the end of the year. The with­
holding tax applies to every employee, and it is safe 
to say that at least 80 per cent of employees are par­
ticipating in the purchase of war bonds.
Because of the high income tax rates, every em­
ployer has a duty to both the employee and the 
government to report accurately employees’ taxable 
wages. The withholding tax is an advance payment 
made by the employee to apply on his tax when he 
computes and files his regular income tax return, and 
so accuracy of the employer’s report in this respect is 
essential. Bond deductions require the maintenance 
of a bond account showing the deductions, purchases, 
and balance for each employee participating.
Under the above circumstances there is a vital need 
for the maintenance of an individual employee led­
ger. Many concerns today have far more volume in 
these records than in their entire general accounting 
records. For example, any medium sized company 
rarely has more than 100 general ledger accounts. 
The control account for accounts receivable might 
support 300 individual customers’ accounts having no 
more than 40 per cent activity during the month. 
Yet this same company, if it has 3,000 employees, must 
maintain three accounts for each employee, namely, 
one for gross earnings, one for withholding tax and 
the last for war bonds. This means 9,000 accounts 
which have postings thereto every single week of the 
year.
Minimum standards for payroll writing and the 
operation of employees accounts are as follows:
1Reprinted from The Controller, Dec. 1944, pp. 537-541, through 
the courtesy of the Controllers Institute of America.
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Weekly:
1. Prepare the payroll to pay on time, supply a re­
ceipt for social security and other deductions and 
prove net pay.
2. Know when to stop the 1 per cent social security 
deduction; otherwise a refund must be made.
3. Issue bonds each week when the employee is en­
titled to them.
4. Prove bonds on hand.
5. Issue refund checks for bond balances each week 
when the employee is entitled to them.
Monthly:
1. Prove gross earnings for the month with the in­
dividual earnings card for the month.
2. Prove the withholding tax for the month with the 
individual earnings card for the month.
3. Issue W-2 receipts to terminated employees.
4. Prove bond balances and bonds on hand, bond 
cash in the bank and make report of bonds issued.
Quarterly:
1. Prove the earnings for the quarter with the indi­
vidual earnings card for the quarter.
2. Prove the withholding tax for the quarter with the 
individual earnings card for the quarter.
Note: At the end of the second quarter the figures 
for that quarter must be added to the figures of 
the first quarter and proved for the six months. 
The same operations must be performed for the 
nine months and for the year to date.
3. Determine individual taxable earnings for social 
security and that not more than $3,000 has been 
reported to date for each employee except as to 
(4) below.
4. File taxable earnings for the quarter reports to 
the state and federal government and reconcile 
duplications of taxable earnings on account of 
transfers from state to state.
Annually:
The minimum requirements for the annual opera­
tion include what has already been commented upon 
in the quarterly operations together with:
1. Report taxable earnings and withholding tax to 
the federal government.
2. Report taxable earnings to the state.
3. Report taxable earnings and withholding tax to 
the employee.
4. Reconcile individual withholding tax reports with 
total withholding tax remittance for the four quar­
ters of the year. *
In addition to the above, the employer may be 
called at various times throughout the year to supply 
to his employees a statement of their earnings and the 
withholding taxes applicable thereto for purposes of 
quarterly declarations under the federal income tax 
laws.
It is readily apparent that these minimum standards 
have resulted in creating serious peak loads at the
end of each month, but more important still, at the 
end of each quarter and the end of the year. The 
peak load at the end of the year is extremely unfor­
tunate because it comes at a time when the general 
books are being closed.
Where peak loads are created, there is required (a) 
sufficient personnel to handle peaks with resulting 
idle time between peaks or (b) sufficient personnel 
to handle regular work only plus (1) temporary em­
ployees to handle the peaks. This is usually not sat­
isfactory because of the difficulty of obtaining efficient 
extra help. (2) Overtime work at overtime rates and 
probable lowering of efficiency.
Regardless of whether peak loads have been created 
under the minimum standards, all of the work can 
be written out by hand, mental computations recorded 
and adding machines used. Under such a procedure 
I can visualize a large office full of payroll clerks 
busily engaged in the preparation of the payroll and 
the maintenance of records.
However, the tendency in accounting work from 
the very earliest date has been to take advantage of 
all time-saving devices which might be invented from 
time to time to shorten the mechanical and clerical 
processes involved in keeping records and compiling 
reports.
In the final analysis the practicability of introduc­
ing any machine is based on the principle that where 
a duplication of operations or processes exists in any 
undertaking, the routine work can be standardized 
and a machine employed to advantage. The machine 
method results not only in speeding up the perform­
ance but it will give also assurance of greater accuracy. 
Further, the replacement of the human element is to 
be desired for all work that does not call for mental 
decision.
The plan which follows deals with the mechanical 
and accounting aspects of employees’ accounts, how 
it is tied in with payroll writing, how the required 
reports are obtained therefrom, how bonds are issued 
and controlled, and the like. The plan, therefore, 
calls for a payroll machine to prepare the employees’ 
weekly earnings and deduction statements, and the 
payroll journal at one operation in the fastest and 
simplest manner possible. Then, after that time- 
limited job has been completed, the same machine 
is used to post the employee ledger showing all items 
and totals to date or balances which will be required 
for government reports and employees’ annual or 
separation statements.
Payroll Writing
The computation of gross earnings is closely related 
to any company’s basic wage policies and its methods 
of operations, and it would serve no useful purpose 
to discuss some of these problems in a general way. 
However, it should be emphasized that the social, 
economic, political and military developments of the 
last few years have brought about many changes in 
every company’s basic wage policies, and have com­
plicated the computation of employees’ gross earnings.
Witness for example the basic 40-hour week of the 
Fair Labor Standards Act with its minimum wage 
* and overtime requirements and the resulting problems
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of what is meant by exempt and non-exempt em­
ployees, basic rate of pay, average rate of pay, hours 
worked, travel time, incentive pay.
Because of the military procurement program, most 
employers are now subject to the Walsh-Healey Act 
and must determine overtime hours in excess of eight 
hours per day instead of on a weekly basis. The day 
is defined to begin when the employee reports to work 
and overtime hours must be computed when they are 
in excess of eight during each twenty-four hours 
period. If an employee is in work necessary to the 
war effort, Executive Order No. 9240 applies as to 
time and one-half for the sixth day and double time 
for the seventh day. Many problems arise here as to 
how the sixth and seventh day must be determined.
Under the wage stabilization program, problems in 
the computation of earnings include incentive pay, 
premiums for shift differentials, back pay, sick pay, 
vacation pay, Christmas bonuses or otherwise, dis­
tinctions between hours worked, hours paid for, over­
time hours, lunch periods, etc.
It is readily apparent that the computation of gross 
earnings is now but a start as far as payroll prepara­
tion is concerned. These computations must be trans­
ferred from the time card to the payroll journal itself 
and deductions made from gross earnings so as to 
arrive at net pay.
A definite trend has developed within recent years 
in deductions from gross pay. It was not until 1937 
that a fixed deduction was created for each employee 
each week, namely, the social security tax, together 
with the rendering of a statement for such a deduc­
tion. Since that time, there has been added to the 
group of deductions—hospitalization fees, group in­
surance, union dues, retirement annuity deductions, 
withholding tax and bonds. These are the rule rather 
than the exception today.
In addition, there are hosts of other deductions. 
These include Golden Rule contributions, mutual 
benefit dues, credit union dues, savings account de­
posits, advances, charges for uniforms, safety equip­
ment such as shoes and gloves, tools, trade magazines, 
locker keys, and the like. Enforced savings may be 
another item added to the list before long. Anyone 
who has had to prepare a payroll and use an adding 
or calculating machine to subtract the deductions 
from each employee’s pay knows. what a slow and 
tedious process this is.
The machine used in this plan automatically adds 
the gross earnings, subtracts the deductions and prints 
the net pay for each employee in one fast operation. 
Further, all significant totals are automatically ac­
cumulated and automatically printed in the proper 
columns in the journal at the end of each depart­
ment or as often as desired.
For the payroll writing operation, the payroll jour­
nal is inserted around the platen of the machine as 
you would insert a sheet of paper in a typewriter. 
The employee’s statement is put into the machine and 
automatically drops to the proper printing point. By 
the use of spot carbon, this statement is prepared at 
the same time as the payroll journal. Developments 
recently incorporated in this type of machine now 
permit the automatic ejection and stacking in nu­
merical order of the employee’s weekly earnings state­
ments as they are produced.
If employees are paid by check, the writing of the 
check is also done on this machine and is 100 per cent 
automatic.
The first chart shows how the Addressograph was 
used to advantage before the actual payroll writing 
operation. Once an employee’s plate has been pre­
pared, it is used as long as the employee remains an 
employee. The plate is used to prepare the payroll 
journal and time card. . The same plate is used for 
the social security receipt and the receipt signed by 
the employee for his net pay.
By the use of carbon, these two receipts were ob­
tained by one Addressograph plate impression. The 
same plate was used to head up the ledger sheet.
You will also note from the first chart that there 
is no posting of an earnings ledger during the pay­
roll writing operation. This would complicate and 
retard the preparation of the cash envelope and 
thereby accentuate the payroll peak. Instead, an em­
ployee’s new ledger card showing cumulative earnings, 
tax and status of bond account has been provided for 
in a subsequent step. The heading of this employee’s 
ledger sheet is used in place of a fixed deduction card 
to show, among other items, the amount of bond 
deduction and also to indicate when the one per cent 
social security tax reaches the exempt status.
As mentioned previously, one of the complicating 
problems which has been largely increased, particu­
larly in the closing periods of the year, is the deter­
mination of the point at which FICA deductions 
cease.
Many plans have been set up to provide for this. 
I believe the method outlined provides this result sim­
ply, and without the necessity of maintaining aux­
iliary records. As the amount of total earnings reaches 
a predetermined point (say, nominally $2,900), a 
red tab is attached to the record card. After the clock 
cards have been figured and at the time the payroll 
writing deductions are made, the proper amount of 
earnings subject to the tax is determined by refer­
ence to the cumulative earnings shown on the em­
ployee’s card. After all the earnings of an employee 
are exempt, a rubber stamp so indicating is used as 
a guide to the payroll writing machine operator. 
Employees’ Records
A copy of the payroll journal is used for posting 
the current figures to the individual employee’s led­
ger. A proof journal is inserted around the platen 
of the machine, and after its initial alignment, the 
form spacing is entirely automatic. The cumulative 
balances from the previous week are picked up from 
the ledger card and inserted in the machine after 
which the carriage opens for insertion of the ledger 
card on a predetermined fixed line—no manual align­
ment is necessary. The employee’s gross earnings for 
the week are entered on the keyboard and printed by 
the machine, a mere touch of the motor bar auto­
matically adding the previous total earnings and 
printing the new total earnings to date.
Withholding tax deductions are accumulated for 
the year-to-date in the same manner—and thus a state-
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ment can be furnished the employee immediately at 
the end of the year or on separation of employment. 
This statement is prepared in triplicate, and is simul­
taneously completed at the time of the posting of his 
earnings for the last week of employment.
The original is for the employee and shows his 
total earnings and withholding tax to date. The 
duplicate is the W-2 return and is retained by the 
employer until the end of the year at which time 
it is mailed to the Collector of Internal Revenue in 
place of Federal Information Return form 1099, and 
reconciled with all the other W-2’s and the W-3. 
The triplicate is for the Massachusetts Commissioner 
of Corporations and Taxation where the employee’s 
earnings are in excess of $2,000.
Note that the employee’s social security number, 
together with his name and address, appear on the 
form. The social security number was impressed at 
the time the payroll clerk pulled his plate from the 
employees’ Addressograph file.
In operation, the plan has shown that without 
creating any peak period whatever and without extra 
clerical help, it is simple and easy to supply your 
employees, within one week of the close of the last 
pay period for the year, with a receipt of his earnings 
and withholding tax for the year, mail out the dupli­
cate W-2’s to the Collector of Internal Revenue and 
the triplicate to the Massachusetts Commissioner of 
Corporations and Taxation. Further, you can be as­
sured that all of the figures used are correct, since 
they were under accounting control each week of 
the year.
The entry for the purchase of war bonds is made 
as the current deduction is posted if the new balance 
is large enough. This is quickly determined by a 
glance at the visible dials on the machine before the 
new balance is printed. As soon as the journal is 
completed for a particular control section, it is used 
as the basis for the pulling of the addressograph plates 
which are used to write bonds for those entitled to 
them.
Totals in the machine are automatically accumu­
lated and automatically printed for earnings this 
week, earnings to date, withholding tax this week, 
withholding tax to date, bond deductions this week, 
bond purchases this week, and bond balances at end 
of week. These figures are used to prove the ac­
curacy of the postings and for balancing with the 
sectional controls.
The operation of the machine is so fast that it takes 
less time to insert the current figures and obtain 
cumulative balances and bond balance than it would 
if only the current bond deduction was to be posted 
by hand to the bond account. Further, the machine 
is as automatic and as easy to operate as an adding 
machine. From actual experience, a new operator 
can easily obtain a production of 120 cards per hour 
within one week of operation. One reason for this is 
that the keys can be depressed simultaneously with 
the motor bar, thereby practically obtaining a con­
tinuous mechanical operation.
Another reason is that a simple touch of the motor 
bar gives automatic selection of all operation mecha­
nisms with resulting automatic column positions. No
selection of operating keys is required, as each column 
position controls and selects its own accumulating 
mechanism.
An advantage in the maintenance of the combined 
ledger is that employee changes—new hires, transfers 
or separations, require the handling of but one record. 
There is only one ledger card for each employee for 
the year, it is easy to handle, to read or to locate, it 
does not require extensive filing equipment, and by 
the use of carbons, it is possible to prepare practically 
all of the reports required, at the time this card is 
posted.
The above plan eliminates all mental calculations, 
the information obtained is printed and is easy to 
read at all stages of the procedure, there is no need 
to contend with illegible figures. The machine 
operation makes it possible to measure results easier, 
it results in a minimum of supervision and planning 
and it performs more work with less effort.
Bond Issues to Employees
The second chart includes the payroll journal 
showing purchases of bonds by employees, represent­
ing a total value of $1,162.50. The same information 
is of course reflected on the individual ledger card 
which has been offset in the tray, so that a clerk can 
readily find the specific cards showing which em­
ployees are entitled to a bond for the week. These 
cards are used as the basis for the pulling of the bond 
Addressograph plates, the plates being put in the 
proper denomination tray. When this operation has 
been completed, the plates are counted by trays and 
the number of plates entered on the summary of 
bonds issued schedule. The units so recorded are 
extended at cost and entered on the schedule, at 
which time the total value is compared with the pre­
determined journal total.
1,000 Bonds in 8 Hours
The bonds are then written up, dated, and stamped 
simultaneously (validated) by the Addressograph 
plate. No hand stamping of the bonds is therefore 
required. The bonds are mailed the day after the 
employee receives his weekly pay showing the current 
deduction for bonds. Experience has shown that under 
this method it takes only eight clerk-hours of work 
to issue and mail 1,000 bonds.
The bond Addressograph plate is the same as that 
used for the W-2 receipt. In the entire payroll writ­
ing operation and bond issue, only two Addresso­
graph plates per employee are used, one for the clock 
card, the regular payroll writing operation, and the 
quarterly social security reports; the other for the 
issue and stamping of bonds and the preparation of 
the W-2 returns.
Cash Refund of Bond Balance
For termination employees, the amount of the bond 
balance is deducted from each account when their 
cumulative earnings and taxes are listed on the 
weekly termination journal for deduction from the 
active balances of the sectional control accounts. The 
usual journal previously described is prepared simul-
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taneously in this operation and is used not only as 
the basis for the accounting control of terminations 
but also the amount of cash refunds entered in the 
payroll allotment cash journal. The employees’ led­
ger cards are then given to the bond bookkeeper who 
writes checks payable to each employee, and mails 
them with the W-2 receipts within one week of each 
termination.
Where other employees request a refund of the 
balance in their bond account, an advice is given to 
the machine operator to close out the balance at the 
time of the listing of terminations for the week. When 
this has been done, checks therefor are issued to the 
employees.
Bond Account Control
Because of the machine control of the value of
bonds issued to employees, the plan makes possible 
the control of bonds on hand on the basis of a weekly 
count and disregards the maintenance of records re­
flecting bond serial numbers. After the bonds are 
issued for the week but before they are mailed out, 
a physical inventory of the remaining bonds on hand 
is taken and entered on the summary of bonds issued 
schedule. The total so obtained must agree with the 
predetermined total of bonds on hand at the end of 
the week as shown by the payroll allotment cash 
journal.
At the end of each month the bond purchases and 
issues are proven by comparing purchases for the 
month with the inventory of bonds on hand at the 
beginning of the month, bond issues for the month 
and the inventory of bonds on hand at the end of the 
month. The schedule is designed so as to form the
Chart III—Bond Controls
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basis for the preparation of the monthly statement 
of sales required to be made to the fiscal agent of the 
United States.
The payroll allotment cash journal is in fact a 
Boston ledger giving daily balances for cash in bank, 
amount due employees and bond inventory. Neces­
sarily there is reflected in it amounts deducted from 
employees’ pay, the purchase value of blank bonds, 
together with the issue price of bonds and the amount 
of refunds which have been deducted from the indi­
vidual employee’s accounts, as shown by the summary 
control account of the earnings, tax and bond journal. 
Control Accounts
Controlled accounts of course are used to prove 
that all the work performed is mathematically in 
balance and also to help in localizing errors and to 
make it easy to correct them.
Control accounts for earnings, tax and bond are 
handled on the same basis as each individual em­
ployee’s account and the machine operation is ex­
actly the same as for the posting of the individual 
account, except that the amounts involved represent 
summaries of groups of individual cards. It has been 
found expedient to group such cards in batches of 
approximately 300.
The “transfers out” are first listed on each control 
account journal and automatically totaled by the 
machine. “Transfers in” are likewise listed and to­
taled. All the required totals of each control account 
are then listed on the machine to prove that the 
“transfers in” equal the “transfers out.” “Transfers 
in” are listed last so that the cards can then be quickly 
filed in the same order as the names appearing on the 
payroll journal. This helps speed up the posting 
operations from which the weekly figures of earnings, 
tax and bond deductions are taken.
Terminations are also handled as a separate step 
at the beginning of each week immediately following 
the proving of the “transfers in” and the “transfers 
out.” Incidentally when the employee’s Addresso­
graph plate is pulled out from the active employees’ 
file, the plate is used to impress the employee’s social 
security number and name on the W-2 form. (This 
plate is then transferred to an inactive file for final 
use for the preparation of the SSlb report at the end 
of the quarter.) The W-2 form is thus used as a 
guide to pull out the employee’s ledger card for list­
ing on the weekly termination journal so that the 
appropriate amounts can be deducted from the 
proper control account. The figures shown on the 
W-2 form for earnings and tax are obtained at the 
time of this operation.
A control account is maintained for all termina­
tions to facilitate the reconciliation of all W-2’s at 
the end of the year with the W-3.
After the totals of the individual balances shown 
on the earnings, tax and bond journal have been 
proved with the sectional control accounts, a sum­
mary control is prepared to prove that all the work 
performed for all the sectional controls is mathe­
matically in balance.
Social Security Reports
The Addressograph plate used for the writing of 
the employee’s name on the weekly payroll is also 
used for the writing of the social security number 
and employee’s name on the federal and state quar­
terly reports of taxable earnings. Three copies of the 
report, namely, the original federal SSlb and two 
state forms No, 1 are prepared simultaneously by the 
use of one time carbon which is detached from the 
forms immediately after the impressions have been 
made.
Chart IV—Accounting Control
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Chart V—Social Security Reports
The machine operation for the quarterly social 
security report is extremely automatic and simple. 
The operator merely enters on the keyboard the total 
previous earnings reported up to the end of the prior 
quarter and touches the motor bar to print this 
amount on the social security journal sheet. She then 
inserts the employee’s ledger card and enters the total 
earnings for the year to date. If in any case total 
earnings have exceeded $3,000, the actual amount of 
excess is simply entered on the keyboard. The ma­
chine now automatically subtracts the smaller earn­
ings figure from the total yearly earnings up to $3,000, 
and through a mere mechanical operation, prints the 
resulting taxable earnings for the quarter on the 
individual ledger card and the four copies under­
neath it.
All figures involved in this operation are printed 
simultaneously by the use of carbon on the social 
security journal sheet which serves as the employer’s
copy of the federal form SSlb. The machine accumu­
lation of the total earnings to date, previously re­
ported earnings, and taxable amounts for the quarter 
will print at the bottom of each sheet of the journal 
so that there is available a complete transcript of 
every figure picked up or posted. These totals are 
used for reconciliation with the amounts involved in 
the accounting control of the aggregate taxable wages 
for the quarter.
Since earnings to date have previously been proved 
throughout every week of the quarter, the prepara­
tion of these reports does not result in any peak load. 
The social security reports to both the state and fed­
eral governments are completed and proved within 
one week of the close of the quarter. Under the old 
system of hand operation, such reports were never 
completed until at least 28 days after the close of the 
quarter and perhaps always at the cost of a lot of 
overtime hours and outside clerical help.
Summary
The main advantages of this mechanized plan are 
as follows:
1. The payroll writing is first completed in one fast 
and efficient operation.
2. War bonds are issued to employees at time of pay 
deduction for the bond.
3. Cash refund of bond balance is quickly and 
automatically made to all terminated employees.
4. Proof of war bonds and amounts due employees 
for war bonds is available daily.
5. Employees account gives instant determination 
of when FICA deductions cease.
6. The W-2 receipt is automatically produced for 
all termination employees as a by-product of the 
earnings record.
7. The W-2 receipt is likewise automatically pro­
duced for all employees at the end of the year.
8. The plan eliminates all peak loads.
9. The plan makes it possible to reduce substan­
tially the clerical cost of maintaining employees’ 
accounts as required for government purposes 
and reports.
10. From actual experience the plan shows that it is 
more economical and efficient to operate than 
any other system yet devised.
Most businessmen today now recognize that the 
mechanization of office work can pay large dividends. 
Experience has shown that the plan which I have 
developed has eliminated all peak loads and reduced 
cost operation substantially. In actual operation the 
plan has more than met expectations, and with its 
attendant advantages of mechanized operation and 
control, it may be applied to all payrolls, large or 
small, to represent a highly efficient, accurate and 
economical solution for today’s payroll requirements.
As was mentioned earlier, there is a wide choice 
of methods from which to select the one most suitable 
under given circumstances. The article just quoted 
describes a method embodying the use of accounting
machines. The following article outlines a method 
for meeting the requirements without the use of 
machines, under which all the records are kept by 
hand.
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A Manual Payroll System for Present Day Needs 
By Frank D. Burk2
Today’s need for more and more war production 
with the resulting rapid expansion in many plants 
has presented payroll departments with the difficult 
problem of meeting present-day needs with pre-war 
facilities and under agreements that antedate the 
changed conditions.
This is the case in our plant. Prior to Pearl Harbor 
we worked one shift of eight hours. With our work­
week ending on Wednesday evening, we made up the 
payroll on Thursday and distributed the checks on 
Friday so that employees might have their wages on 
Saturday. This arrangement having proven satisfac­
tory, it was only natural that the same provisions 
regarding the work-week and pay-day should be 
agreed upon when a new labor agreement was nego­
tiated.
The Problem
Suddenly great demands were made on our pro­
ductive facilities, resulting in our changing first to a 
16-hour day, and later to a 24-hour day. Even then 
it became necessary for us to subcontract more work 
than we were able to produce in our own plant.
With the tripling of our work force, the end of the 
work-week was shifted from Wednesday evening to 
Thursday morning. An intricate arrangement of seven 
shifts was worked out, each shift being off one day a 
week with rotating periods of work. This resulted
in a request from those with Friday off that they be 
paid on Thursday afternoon. With the last shift 
completing its work-week on Thursday morning and 
the distribution of checks starting on Thursday after­
noon, it took carefully planned and executed team­
work in the payroll department to meet the situation.
We first considered the use of mechanical equip­
ment, which had as a major advantage (and a real 
advantage, under different circumstances), the prep­
aration at one time of three records: the payroll check, 
the payroll sheet and the employee’s earning record. 
However, we discarded this method because the work 
converged into a bottleneck where it cleared through 
the machine operator; our requirements were for line 
production, with the work progressing step by step 
through the department. We felt that we could not 
force all of the work through a machine in the time 
available.
Time Tickets
We finally designed our own manual system in­
volving three basic records. First, daily time tickets 
were designed. Exhibit 1 shows the daily time ticket 
for Friday, the second day in the work-week. You 
will note the section at the upper right-hand corner
2Reprinted from NACA Bulletin Vol. XXIV, No. 10, Jan. 15, 
1943, pp. 591-597, through the courtesy of the National Associa­
tion of Cost Accountants.
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of the ticket which is clipped from all tickets for 
Friday. Exhibit 2 shows how the daily time tickets 
for a worker are assembled at the end of each week. 
By cutting from the summary sections of all tickets 
except the first (Thursday) the space above the line 
on which the day’s hours and earnings are entered, 
it is possible to show hours and earnings for each 
day of the week for easy summarization. After check­
ing the summary for accuracy and agreement with 
the clock card, the totals are transcribed by hand to 
payroll sheets prepared in advance, which already 
show clock numbers, names, rates, and fixed deduc­
tions. Payroll checks are also prepared in advance 
on an addressing machine and show clock numbers, 
names and the date of the close of the work.
Federal old-age benefit tax and bond deductions 
are calculated and entered on the payroll at the same 
time the time-ticket summary is entered. As each page 
of the payroll is cross-footed, totaled, and balanced, 
the checks are completed, checked against the pay­
roll, signed, and stuffed in envelopes preparatory to 
distribution.
Checks and Earnings Record
The check shown as Exhibit 3 was designed with 
two stubs. Each stub is numbered the same as the 
check. The first stub above the check is carbonized
on its back, and the second stub (which is printed 
on the back) folds back so that both stubs are filled 
out at the same time. The duplicate stub is retained 
by the company; the original remains attached to the 
check and is detached by the employee before cash­
ing his check.
Next we designed the cardboard form shown as Ex­
hibit 4 to serve as an employee’s earning record for 
each 13-week period. The duplicate check stubs are 
pasted on these cards each week, working from the 
bottom up. Thus the cards provide full information 
on each employee for the current quarter and the 
year to date without posting. Social security tax re­
turns can be prepared directly from these forms and 
beginning with the new year the data on Victory tax 
withholdings for each employee will be readily avail­
able from this form.
You will also note that we have carried this form 
one step further—by providing auxiliary columns at 
the right, we were able to accumulate weekly the 
employee deductions for the purchase of war savings 
bonds without setting up a separately posted record 
for each employee.
This procedure has not been offered with the idea 
that it provides a solution to the payroll problem, 
but with the thought that a description of how we 
met a difficult situation may help others in modifying 
their own plans.
Exhibit 2
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(When this stub is folded back the 
duplicate Employee's Earning Statement 
on its back is filled out as result of 
carbon on back of stub below.)
BAKER-LOCKWOOD MFG. CO. - FACTORY PAYROLL 
EMPLOYEE’S EARNING STATEMENT
CLOCK NO. NAME PERIOD ENDING
HRS. RATE REG. O. T. TOTAL O. A. B. BONDS V. TAX INS. UNION MlSC. NET
Pay to the order of:
BAKER-LOCKWOOD MFG. CO., Inc.
FACTORY PAYROLL
KANSAS CITY. MO.,____________
NAME IN FULL TO DATE AMOUNT
Dollars
TO COMMERCE TRUST COMPANY 
KANSAS CITY. MO.
18-1 BY.
BAKER-LOCKWOOD MFG. CO.. INC.
Exhibit 3
Exhibit 4
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In contrast with the manual method described in 
the foregoing article and the machine method first 
quoted, an article by Robert R. Haskell and Ronald 
H. Robnett describes the use of mechanical equip­
ment for a duplicating payroll system.3 Although this 
article was written in 1940, and therefore does not 
mention specifically newer items such as tax with­
holding or bond deductions, it contains an excellent 
description of the type of mechanical equipment 
which can be made to accommodate the additional 
data and payroll procedures in successful use today. 
The article discusses the essential steps involved in 
payroll work with special reference to duplicating 
methods. It also presents, in summary form, case 
studies of the application of these methods to the 
specific payroll routines in textile mills, a chain 
bakery, and a machine toll manufacturing company.
The essential feature of payroll systems of this type 
is the exact duplication of primary data for purposes 
of all payroll records. Once the primary earnings 
data are computed and checked for accuracy, each 
succeeding record or document is inherently accurate. 
The elimination of the necessity of the work of re­
writing and the elimination of the necessity for re­
checking, results in a saving in the cost of payroll 
preparation, saving in the time required to prepare 
payrolls, and provides substantial protection from 
the necessity of reconciliation of the various records 
and reports.
Although the article is not reprinted in this chap­
ter, it is recommended for study by persons interested 
in payroll systems.
Tabulating equipment is frequently used in payroll 
accounting and labor cost distribution. Frank A. 
MacCauley is the author of an excellent article4 
describing the use of such equipment by the Ameri­
can Machine Foundry Company for a payroll of 
approximately 2,500 men. His description of the 
punch-card system embraces all operations, begin­
ning with the recording of information on tabulating 
cards to the assembly of attendance records, job costs, 
earning summaries, and payroll.
The requirements for income tax deductions must 
be understood in order to design intelligently a pay­
roll accounting system. Information on withholding 
taxes is presented in Chapter 24. A brief but excellent 
summary of the revised withholding provisions which 
became effective on January 1, 1945, will be found 
in an article, “New Withholding Tax Procedures,” 
by E. H. Baker.5
As the final selection on the subject of newer pay­
roll procedure requirements, reference is made to an
3“Some Applications of Duplicating Methods in the Prepara­
tion of Payroll Records,” in NACA Bulletin, Vol. XXI, No. 22, 
July 15, 1940, pp. 1399-1424.
4“Punched-Card System of Payroll and Labor Cost Account­
ing,” in NACA Bulletin, Vol. XXIV, No. 12, Feb. 15, 1913,
pp. 685-702.
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article by John C. Grace6 giving an interesting des­
cription of a combination of mechanical equipment 
and patented card forms using “Keysort” cards and 
pegboard procedure.
This system is designed to provide a daily labor 
distribution and weekly payroll figures under a 
projected standard cost system paying bonuses under 
the modified Emerson plan for production in excess 
of standard. An interesting feature of this system is 
that payroll accounting for 425 hourly requirements 
requires in the office only one supervisor, two pay­
roll clerks, one comptometer operator, one pegboard, 
an addressograph operator, and one labor distribu­
tion clerk. These employees complete the monthly 
closing for labor on the third day of the following 
month. The article illustrates a production and 
time card, an overtime card, an employee’s weekly 
payroll summary card, and a monthly payroll distri­
bution card.
Material and Inventory Records
The major change brought about by wartime 
pressures and controls upon material and inventory 
records consist, first, in forcing the adoption of per­
petual inventory records where these had not here­
tofore been kept and, second, in requiring quite de­
tailed information to appear in these records upon 
the quantities of materials on hand, on order, in 
work, and required for unfilled orders, and the main­
tenance of such records in suitable form open to in­
spection upon request by field representatives of the 
War Production Board engaged in enforcement of the 
WPB regulations under the Controlled Materials 
Plan.
A description of the features of this plan is given 
in Chapter 34 which does not deal with accounting 
systems but which does make clear the requirements 
and operation of the Controlled Materials Plan which 
govern the design of an accounting system for the 
recording of materials.7
An article by George N. Farr and8 appeared in 1942 
describing the priority system and the PRP which was 
superseded by the Controlled Materials Plan. Men­
tion is made of it here in case one wishes to review the 
earlier requirements.
One of the most perplexing and troublesome prob­
lems of material control in wartime arises in connec­
tion with materials which are furnished by prime 
contractors to subcontractors for ultimate return and 
completion. An interesting article with some helpful 
illustrations of control accounts follows on page 15.
5NACA Bulletin, Vol. XXVI, No. 8, Dec. 15, 1944, pp. 381-386.
6“Time Saving Payroll and Labor Distribution Payroll,” in 
The Controller, Nov. 1944, pp. 474-477.
7See also, George N. Farrand, “The Controlled Materials Plan,” 
The Journal of Accountancy, March 1943, pp. 247-260.
8"Accounting Aspects of the Priorities System,” The Journal of 
Accounting, Oct. 1942, pp. 297-305.
* *
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Problems of Accounting for Materials 
Furnished by Prime Contractors to 
Fixed Price Subcontractors 
By Julian A. Hawk9
It has been said that this nation has performed an 
industrial miracle in the speed with which it has con­
verted from peacetime pursuits to the production of 
war materials in great quantities. If this be true, then 
undoubtedly one of the principal reasons for it has 
been the adoption of the policy of spreading the work 
through subcontracts. This enabled the facilities of 
small plants to be used for the war program under 
the supervision of the management and engineering 
ability of the larger plants. In many cases it is known 
that over one half of the processing on large war con­
tracts has been spread to subcontractors.
A program of such value to the war effort has 
nevertheless not been without its problems to the 
accounting departments of war contractors. Often 
entirely new departments have been set up and new 
accounting methods devised to control the transac- 
Of all the problems involved, the one of the greatest 
tions between the contractor and the subcontractor. 
magnitude appears to be that of accounting for 
materials furnished by the contractor to its sub­
contractor.
Reasons for Furnishing Materials
A great deal of confusion and work could be 
avoided if the subcontractor did his own purchasing 
of materials. However, this has generally been found 
to be impractical, due to the following reasons:
1. The subcontractor may have difficulty in securing 
materials because of his credit rating, or because 
of less ability in his purchasing department.
2. Problems of priorities and allocation of materials 
are usually handled better by the purchasing de­
partment of the prime contractor.
3. The prime contractor may retain better control 
over materials and production schedules when he 
buys all the items necessary for the contract.
4. A more uniform quality can be secured by pur­
chasing all the materials.
5. Price savings may be effected by the use of the 
larger purchasing power of the prime contractor.
6. More favorable prices may be secured from sub­
contractors when they are asked to quote only for 
the labor necessary to a certain process on mate­
rials furnished to them.
For the foregoing, or other reasons, most contractors 
have adopted the policy of furnishing critical mate­
rials to outside processors, although seldom do pur­
chasing departments have any fixed rule in this 
respect.
Reasons for Existence of Accounting Problems
If all the subcontract relationships were singular 
in nature, that is, out for one processing operation 
only and then returned to the contractor, the ac­
counting problems involved would be far less difficult. 
However, in many cases the materials pass through
several processors’ hands before arriving at the con­
tractor’s plant, and often the material is converted 
from steel billets, or other raw materials, to a highly 
precisioned part or subassembly, before it is ever seen 
by the contractor. On the other hand, materials may 
be routed into the contractor’s plant at some points 
of the processing for an inspection or a process before 
going on to the next processor. Also, materials fur­
nished to subcontractors may be shipped from the 
prime contractor, from the supplier of the prime con­
tractor, from another processor, or they may come 
from a combination of sources which the purchasing 
department may arrange for, in order to secure an 
adequate supply.
The problem of insurance and taxes on the mate­
rials consigned to subcontractors is another one with 
which the prime contractor must cope. In order to 
meet this, the contractor must have records so that 
accurate monthly inventories may be taken for report­
ing purposes. He must also be able to show the cor­
rect inventory in the hands of the processor at any 
time in order to prove a loss in the event of fire or 
other catastrophe.
Then there exists the very important problem of in­
ducing the subcontractor to keep accurate records of 
the materials flowing through his plant, so that dis­
crepancies which arise may be properly checked. This 
may be very difficult when dealing with small plants 
with inadequate office personnel.
Classes of Materials Furnished
The materials furnished to subcontractors consist 
of two main classes—raw stock and partly processed 
pieces or units. The accounting problems of the two 
are greatly different, the raw stock being the one 
causing the greatest difficulty.
Raw stock consists of bars, sheets, tubing, or other 
material which has not yet been cut or formed so as 
to take shape or identity as a piece or unit. In the 
process of cutting or shaping the raw stock to the 
dimensions required, there may be end losses or other 
cutting losses, which cannot be determined accurately 
in advance, due to variations in the sizes and dimen­
sions of the raw stock. Losses of this nature are not 
the fault of the subcontractor and must be absorbed 
by the prime contractor. Due to these losses it is 
always difficult to establish an accurate conversion 
factor to convert pounds of raw stock to finished 
pieces. The problem then arises as to whether it is 
better to account for inventories of such raw stock on 
the basis of pounds, pieces, or dollars. Scrap loss and 
material rejections add further complications.
Accounting for pieces or units raises fewer prob­
lems, for here it is largely a question of accounting 
for quantities in the hands of processors. These mate­
9Reprinted from Wartime Accounting (Papers presented at
the 55th annual meeting of the American Institute of Accoun­
tants), 1942, pp. 67-74.
Ch. 16-p. 16 Contemporary Accounting
rials lend themselves much more readily to account­
ing control, either on a unit basis or a dollar basis. 
Use of Flow Charts
In order to create a basis from which to work in 
the control of materials furnished, some contractors 
have found the preparation of flow charts for each 
piece or part to be very helpful. This is especially 
true where there are a great many parts being proc­
essed at outside plants, and where a single part passes 
through the hands of several processors before com­
pletion.
These flow charts serve as a visual medium of 
recording the arrangements made by the purchasing 
department for the routing of materials from prime 
vendors, through various processors’ plants, back to 
the prime contractor. They are especially valuable 
where more than one processor is secured to perform 
the same operation and the materials are alternately 
routed through different channels of production. 
Up-to-date revisions enable responsible departments 
to keep currently informed of changes of processors 
or new sources of supply which may have been found 
necessary by the purchasing department.
Flow charts are of value, not only to the accounting 
departments, but also to other factory departments, 
such as purchasing, receiving, inspection, and material 
control. They are also found to be useful by the 
government representatives stationed at the prime 
contractor’s plant. Some of the uses to which they 
may be put by the accounting department are:
1. To provide information for checking variations 
in unit costs of parts coming through differently 
routed channels of production.
2. To provide a quick reference for checking in­
complete posting media coming into the cost and 
inventory-control departments.
3. To provide information for checking proper dis­
position of freight and transportation charges on 
shipments by processors or suppliers.
4. To provide information for internal auditors to 
trace inventory discrepancies on materials charged 
to processors.
5. To provide information for independent auditors 
in their audit verifications of outside inventories.
Charging Subcontractors on a Value Basis
Undoubtedly, the easiest method of accounting for 
materials furnished subcontractors is to charge them 
on a dollar-value basis at the time the material is 
shipped. In turn, the subcontractor takes it up on his 
books as a purchase and pays for it. Upon completion 
he rebills it to the prime contractor at the cost to him 
plus the processing charge, usually agreed upon in 
advance as a fixed price per completed unit. This 
method contemplates the passing of title to the mate­
rials, although they are usually furnished on a pur­
chase order on which the use to which they will be 
put is specified.
The chief advantage of this plan is that it relieves 
the prime contractor of the necessity of accounting 
for inventories of materials at outside points, and he
need take into his costs only the invoices from sub­
contractors for parts received from them. In addition, 
the contractor has no problem of loss through scrap, 
theft, or other material loss, and rejections may be 
charged back to the processor without difficulty.
However, there is some doubt as to the legality of 
such transfers under existing regulations of the War 
Production Board. Moreover, many contractors are 
unwilling to transfer title to materials to subcontrac­
tors of small or unproven financial ability, due to the 
possibility of financial loss, or because the materials 
could conceivably be used on other production. Then 
too, if blanket insurance policies are carried covering 
materials at outside points, title must be retained for 
this purpose. Further, many subcontractors refuse to 
accept the charge for materials furnished them on the 
grounds that they are only the custodian for the 
materials, and their responsibility is only for their 
return after processing. Also, purchasing departments 
occasionally have to cancel a subcontract for unsatis­
factory performance, in which case they want to be 
able also to transfer consigned materials without de­
lay.
A variation of the direct billing method just de­
scribed is the consignment billing method. This plan 
provides for billing materials at cost on a consignment 
or memorandum invoice, title being retained by the 
contractor. The subcontractor is expected to carry 
records of the materials and to bill them back to the 
contractor when shipped at the memorandum mate­
rial charge, plus his processing charge. The contractor 
carries the consigned materials on his books as “out­
side inventories” until shipment of parts is made by 
the subcontractor, at which time the outside inven­
tory account is relieved by the unit material cost of 
the parts shipped. If parts are shipped directly to 
another subcontractor for further processing, the 
material cost of the parts is transferred by memoran­
dum billing from the inventory account of the first 
processor to that of the second processor, to which is 
added the processing charge made by the first proc­
essor, plus transportation charges.
If parts which are partly processed by the prime 
contractor are shipped to a subcontractor for further 
processing, it would be necessary under this plan to 
bill them to the processor at a standard unit cost. 
These standards would then have to be adjusted to 
the actual from the cost records of the contractor.
This method supplies the contractor at any time 
with a dollar-value account covering materials in the 
hands of any processor. Differences between this total 
and the physical inventories should normally be 
accounted for by scrap or loss reports. If not so ac­
counted for, it represents a shortage usually charge­
able to the processor.
If the subcontractor should be making subassem­
blies containing many different parts and materials, 
this method may prove particularly advantageous. 
The standard material cost of completed units is 
credited to the inventory account, and it is unneces­
sary to make the detailed conversion to the number 
of pounds or feet of the component materials on the 
part.
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Charging Subcontractors on a Unit Basis
However, many contractors believe better control 
of materials may be maintained by charging con­
signed shipments on a unit basis rather than a dollar 
basis. They believe subcontractors are more coopera­
tive toward it. They also think there is less likelihood 
of error, especially where materials or parts pass 
through several processors’ hands before being re­
turned to the contractor. Then too, purchasing de­
partments may dislike to disclose their material costs 
to processors, especially if such costs might be quite 
favorable, due to volume purchases or a long period 
of business relations with the supplier.
Under the unit billing method, the contractor may 
invoice the raw stock to the first processor in pounds 
or feet, or he may bill it in the number of pieces or 
units which it will make, by applying to the raw stock 
a predetermined conversion factor. However, the lat­
ter method is only practical in a limited number of 
cases, due to the difficulty therein of accounting for 
scrap or other material loss.
If the raw stock be charged in pounds or feet, ship­
ments of finished parts must be converted to the same 
denomination by using the conversion factor. The 
credits for shipments, plus scrap and other loss re­
ports, should show the remaining amount in inven­
tory. It is very important that the inventory records 
of the contractor and subcontractor be reconciled 
reasonably often to discover possible errors and 
shortages and the causes thereof, before they have 
progressed too far.
After the raw stock is once converted into pieces, 
the accounting problems become largely a matter of 
accounting for unit quantities. The greatest difficulty 
herein is the indifference or carelessness of subcon­
tractors in checking shipments in and out. Often they 
don’t take the time to count units in shipments, but 
merely accept quantities as shown by packing slips. 
Others may make their count by the use of a comput­
ing scale which may result in a discrepancy between 
their count and that of the shipper. Discrepancies in 
count between one subcontractor and another are 
difficult to reconcile, because it is hard to get either 
to accept a charge for the shortage.
Methods Used to Control Quantities
In order to control quantities furnished to sub­
contractors, each is usually required to report on a 
special receiving slip the quantities of materials or 
pieces received, and a complete explanation of any 
differences from amounts shown on the packing slip 
of the shipper. Invoices for each shipment made to the 
next processor must be sent out promptly to the prime 
contractor. Monthly statements should be sent by 
the contractor to each processor showing a transcript 
of all charges and credits to his account during the 
month, and the balance charged to his inventory 
account at the close of the month.
Some contractors also enclose a certification form 
on which the processor is requested to certify to the 
balance in his possession at the statement date, and 
reconcile any difference by showing items in transit, 
etc., thereon. Scrap or other loss reports must be fur­
nished promptly by the processor in order to keep the 
accounts in reconcilement.
Problems of Handling Scrap and Rejections
Accounting for scrap and material loss is probably 
the most difficult problem of all in accounting for 
materials furnished to subcontractors. Probably the 
easiest method, and one which is often used, is the 
allowance of a fixed percentage of the total material 
furnished for loss from scrap. Any losses in excess of 
this percentage are charged back to the subcontractor, 
unless other arrangements are made. However, this 
method is not always practical for the reason that 
engineering changes, substitute materials, and varia­
tions in sizes of materials furnished may make it im­
possible to determine a standard percentage for scrap 
loss. Also, scrap loss usually diminishes with experi­
ence in production.
Under such conditions the subcontract agreement 
usually provides that all scrap is the property of the 
contractor. It would also ordinarily call for the re­
porting of all scrap losses to the contractor on scrap 
reports. These reports are made in as many copies as 
necessary, and should include the part number, de­
scription, units or quantity scrapped, reason for the 
loss, and disposition of the material. Many contractors 
have material expediters who make a physical in­
spection of the scrap listed on the scrap reports and 
also investigate the reasons listed. They authorize the 
sale or other disposition of the scrap and report to the 
prime contractor accordingly.
When quantities listed on a scrap report are in feet 
or pounds and the contractor’s inventory record is 
carried in pieces or dollars, it is necessary to apply 
the conversion factor in order to relieve the inventory 
account by entry of the scrap report. It is, therefore, 
helpful to have processors prepare their scrap reports 
on the basis which is used for inventory control by 
the contractor, if at all possible.
The question as to whether excessive scrap losses 
can be charged back to the processors raises many 
interesting problems. In ordinary times there would 
be little question about it. But during the present 
emergency when the contractor needs their coopera­
tion so badly, he probably cannot be very adamant if 
they strenuously object. However, if the scrap loss 
is charged back, it should be charged at the material 
cost, plus all prior processing charges and transporta­
tion charges.
The methods of reporting and accounting for re­
jections are much the same as for scrap when such 
rejections are made by a subcontractor. If the rejec­
tion is caused by defective material, the processor 
must usually be paid for his operations thereon up to 
the time of the rejection. But if it is caused by de­
fective workmanship, he may be charged back with 
the accumulated cost of the part to him, plus his 
own operation cost.  
The receiving and inspection departments of the 
prime contractor also send through rejection reports. 
This sometimes raises the question of which processor 
is responsible and should be charged. In any case, the 
inventory account of the last processor must be
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APPENDIX A
FLOW CHART
SUBASSEMBLY S 3694 
Part F 2398
Freight Prepaid 
Freight Collect 
Freight Ho Charge (Suffix Letters indicate stage of operation)
**
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APPENDIX B
EXAMPLE OF SIMPLIFIED INVENTORY CONTROL SYSTEM
Standard Unit Cost - Part 2345
Raw Material $ 1.00
Company X (First Processor) .20
Company Y (Second Processor) .15
Company Z (Third Processor) .10
$ 1.45
Control Records Kept for Each Processor
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credited with the quantity rejected, and the account of 
the processor responsible charged with the loss.
Inventories
Periodic physical inventories should be taken by 
the internal audit department of the prime contrac­
tor. This is very important, as it is the only sure 
way of discovering whether the subcontractor is 
properly reporting receipts, shipments, scrap losses, 
or other dispositions. It is also necessary to determine 
the accuracy of conversion percentages used to con­
vert raw stock to parts or pieces. Then too, it serves 
to inform the prime contractor as to the methods 
used for storing and requisitioning the materials fur­
nished and whether they are commingled with other 
materials or perhaps diverted to other uses.
Physical inventories are a problem in many small 
plants due to lack of facilities for properly weighing 
or counting materials. It is usually found best to take
* *
Fixed Asset Records
In the case of fixed asset records, wartime develop­
ments have not brought about any marked changes 
in system design for property accounting, the funda­
mental requirements still being a proper, clear, and 
complete record of all items of plant machinery or 
equipment specifying description, date of acquire­
ment, original cost, and sufficient entry regarding any 
subsequent major changes affecting remaining life. 
As to depreciation, whether or not this is entered in 
detail currently as it accrues or is computed from 
time to time as required is a matter of choice, both 
methods being in use.
The principal consideration with respect to records 
on facilities—the modern term for plant and equip­
ment—is that separate and distinguishable accounts be 
available upon (1) government owned property, and
(2) property acquired under a certificate of necessity. 
Such records are necessary for obvious reasons. The 
contractor is accountable for property owned by the 
government, which he must some day either turn
* *
the inventories when stocks in the hands of processors 
are at a reasonably low point.
Conclusion
In the foregoing remarks we have attempted to 
indicate some of the many accounting problems re­
sulting from the furnishing of materials to subcon­
tractors. May we suggest that any who may be getting 
into it be sure not to underestimate the job. It 
requires resourcefulness on the part of the account­
ing departments and the flexibility to change proce­
dures on short notice to meet changed conditions. It 
requires a great deal of cooperation and patience in 
the relations with the subcontractor. These things 
may mean long hours in the accounting departments 
of many plants. However, they console themselves 
with the thought that they are making a vital con­
tribution to the war effort.
* * *
back to the government or acquire by due legal proc­
ess. For facilities purchased for war production under 
certificates of necessity, the record is needed in con­
nection with proper amortization of the cost of these 
facilities or claims for earlier loss of useful life than 
60 months.
There are some problems to be solved in cases in 
which similar facilities are in use in the same plant, 
some of which are privately owned and some of which 
are acquired under certificates of necessity or with 
government funds. The problems, however, are not 
ones so much of the form of the record or nature 
of the accounting system as of identification of the 
equipment.
Only one example should be needed of fixed asset 
records for the purpose of this publication because of 
the fact, as stated, that the form and arrangement of 
such records have not been notably affected by war­
time requirements. One method for the keeping of 
unit records on equipment is described in the follow­
ing article.
* * *
Unit Equipment and Depreciation Records 
By Joseph J. McGuigan10
Officially, the Bureau of Internal Revenue recog­
nizes two bases for computing depreciation on fixed 
assets, namely:
1. Item rates, under which each asset is treated as 
a unit for depreciation purposes; and,
2. Composite rates, under which average rates are 
applied to groups of assets similar in nature and esti­
mated life.
Nevertheless, quoting internal revenue regulations, 
“the Bureau does not advocate the use of the com­
posite rate basis of depreciation computation.” The 
composite basis is approved only when “a reasonable
showing is made of the correctness of the figure sub­
mitted.” It is allowed because of practical accounting 
limitations.
Trend Toward Use of Item Rates
Prior to February 28, 1934, when Treasury Decision 
4422 was first published, the composite-rate basis of 
computing depreciation was more commonly used 
than the item-rate basis. Since that time, however, 
there has been a definite trend toward the use of the
10Reprinted from Profit, Vol. 12, No. 9, Sept. 1941, pp. 1-4, 
through the courtesy of Charles R. Hadley Company.
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item-rate basis and discontinuance of composite rates. 
While, in all probability, most concerns use one or 
the other basis exclusively, a great number use both 
methods. That is, depreciation on large or valuable 
assets is computed on the item-rate basis, while that 
on small or inexpensive items is computed on the 
composite-rate basis.
The item-rate basis of computing depreciation has 
several outstanding advantages, including:
1. It makes possible a more accurate computation of 
costs of production or operation, thus providing a 
better basis for establishing selling prices of goods 
or services.
2. It facilitates the preparation of necessary schedules 
of assets for management, stockholders, and other 
interested parties, among which are bankers, credit 
agencies, insurance companies, and the Securities 
and Exchange Commission.
3. It avoids the necessity of carrying fully depreciated 
assets on the records.
4. It assists management in making intelligent pro­
vision for replacing outworn and outmoded equip­
ment.
5. It aids in redetermination of useful life of indi­
vidual assets under the provisions of Treasury 
Decision 4422.
6. It permits, under the provisions of TD 4422, charg­
ing off any loss incurred on disposal in the year 
in which the loss is incurred. Such losses are not 
allowed as income tax deductions in the year of 
disposal on the composite-rate basis.
7. It provides greatest possible accuracy and proof 
of validity of depreciation deductions on income- 
tax returns.
Equipment and Depreciation Records
Prior to 1934, except in larger concerns, it was 
unusual to find a business in which detailed equip­
ment and depreciation records were maintained. 
While the Commissioner of Internal Revenue states 
that the keeping of a property ledger is not considered 
a necessity for Bureau requirements, many smaller 
concerns are installing unit equipment and deprecia­
tion records because they are the basis for applying 
item rates. Besides affording greater control through 
the application of item rates, these unit equipment 
records facilitate the preparation of depreciation 
schedules for income-tax returns when required, under 
the provisions of TD 4422.
The many different styles of equipment records in 
use may be classified into two main divisions: indi­
vidual-unit records and multiple-unit records. Two 
forms of individual-unit records, designed to record a 
separate piece of equipment, or several identical units 
all purchased at one time and given identical use, 
on each form are illustrated in Exhibits 1 and 3 . . . 
A typical multiple-unit record is illustrated in Exhibit 
4 . . . Each line of the columnar record records an in­
dividual piece of equipment. The exact form of the 
equipment record depends upon what is most conveni­
ent for the given case, but all equipment records 
should make provision for the following data on each 
asset:
Complete description.
Cost, including installation and other charges.
Date of acquisition.
Location.
Amount of depreciation already taken.
Estimated remaining years of useful life.
Depreciation rate.
Individual-Unit Property Ledger
The 11" x 11" two-side property ledger in Exhibit 
3 . . . has provision' for a complete description of 
the asset and its location, a ledger section showing the 
value of the asset, and a ten-year annual depreciation 
record on its face. On the reverse, the form provides 
for an additional ten-year depreciation record, a sec­
tion in which to give an explanation of changes in 
the depreciation reserve, and a section which can be 
used to record maintenance details, if desired. 
Illustrative Entry
The specimen entry records the purchase of a Rock­
ford Lathe which was installed on July 1, 1934. A 
description of the asset and its location in the plant 
are indicated in the top section. The original cost 
of the asset is first recorded in the asset ledger section. 
The addition of a geometric die in December 1940, 
also is noted in this section. In the depreciation 
record section, entries for the years 1934 through 
1941 are noted; they depict the following history. 
At the end of 1934, depreciation for one-half year, 
$47.60, was taken at the rate of 10% per year. From 
1935 through 1939, additional depreciation at 10%, 
or $95.20 per year, was taken and reported.
In 1940, the management decided to redetermine 
the estimated useful life of fixed assets and J. Smith 
estimated that, as of December 31, 1940, the lathe had 
a further useful life of five years. Since the years 1937, 
1938, and 1939 were still open for income-tax return 
adjustments, it was decided to adjust the reserve for 
these years as well as to establish a new rate for future 
years.
On the basis of an estimated 5 years of useful life 
on December 31, 1940, the asset had 9 years of useful 
life on January 1, 1937. The new annual provision 
($79.33 per year or 8.333%) is determined by divid­
ing the undepreciated portion of the cost at the end 
of 1936, $714.00 ($952.00—$238.00) by 9. Thus, the 
Depreciation Record column for 1940 shows a “prior 
years’ adjustment” of $47.61, which is explained in 
the section headed Explanation of Changes in Reserve 
on the back of the record.  
At this point, it is important to note that if the 
concern had suffered losses during the years of 1937, 
1938, and 1939, these adjustments and others of a 
similar nature may be used to reduce the amounts of 
depreciation reported in the affected years. The 
amendment of tax returns will permit the taxpayer to 
carry forward any excess depreciation thus reversed. 
In other words, by subtracting these amounts from 
accumulated depreciation reserves, corresponding tax 
savings will result in future, profitable years.
In 1941, on the assumption that the cost of the 
geometric die installed at the end of 1940 was to be
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 EXHIBIT 1
Explanation of Sorting Fields on Keysort Equipment Record, Form Y-2
All of the forms used to illustrate Mr. 
McGuigan’s article are standard and can 
be obtained at the Pathfinder sales offices.
EXHIBIT 4 (Left Side)
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depreciated over the remaining life of the lathe, the 
provision for depreciation was increased to $109.34, 
or 9.922% of the asset balance of $1,102.00.
A careful study of the standard form in Exhibit 3 
will indicate that while its design is simple, it is 
elastic enough to provide for practically any situation. 
Keysort Equipment Record
The Keysort Equipment Card, Exhibit 1 . . . 
is another type of unit asset record which has the 
important additional advantage of being a sorting 
card. By using the Keysort feature, the entire equip­
ment record file can be quickly sorted by depreciation 
expense accounts affected, by type and sub-class of 
equipment, by estimated life and rate of depreciation, 
by date of acquisition, by location or department, or 
by serial number of the asset itself. The equipment 
record cards are filed normally by type, class, and 
asset number, or by location by asset number, de­
pending on which provides the easier reference. 
Operation
An important step in installing any equipment 
record which receives depreciation postings annually 
is to set up a month-by-month schedule of deprecia­
tion charges to each depreciation expense account. 
With the Keysort equipment card, the file can be 
automatically sorted by Depreciation Account to 
Charge (left edge). Each group of cards affecting a 
particular depreciation expense account is analyzed 
as follows:
1. All cards to be charged to a depreciation account 
are sorted into two classes: (a) those recording assets 
whose remaining depreciable value is greater than 
the annual depreciation charge; (b) those recording 
assets whose remaining depreciable value is less than 
the annual depreciation charge.
2. A total is taken of the monthly depreciation 
charge for assets on cards in group (a) above.
3. Cards in group (b) are sorted by month of 
acquisition (lower corner, right edge), which should 
be the same as the month of final depreciation, and 
the total of each monthly group determined. A check 
mark is placed opposite the “Fully Depreciated” hole 
(bottom, right corner) to facilitate removal of these 
cards from the file the following year.
4. A monthly depreciation schedule, Exhibit 2 . . . 
is prepared on the basis of totals referred to in steps 
(2) and (3).
The equipment cards are then re-sorted to normal 
order and replaced in the file.
At the end of each year, a single-line posting is 
made on each equipment card showing the total of 
any cost additions as compiled on the reverse side of 
the card, the total cost to date, the annual deprecia­
tion (as detailed on the monthly schedule), the total 
depreciation to date, and the new book value.
This brief description of the Keysort equipment 
card suggests only one common purpose of the record. 
It is ideal also for preparing equipment and depre­
ciation schedules by classes of assets having like rates, 
with a line for each year of acquisition.
Provision is made for 20 annual summary postings
in the body of Exhibit 1; or it is possible to carry 
ten-year, parallel records of book value and appraised 
or insurable value. The left half of the ledger sec­
tion may be used to set up figures on an appraisal 
basis and the right half used for the cost-basis figures. 
Thus arranged, the left half of the face of the card 
represents physical description and replacement cost 
data while the right half reflects the cost and book 
values.
Multiple-Unit Equipment and Depreciation Record
The 11"xl4" double-page record,. Exhibit 4 . . . 
is designed to give complete details of the cost, im­
provements, and depreciation on each piece of depreci­
able equipment. The multiple-unit type, columnar 
equipment records used for office furniture and fix­
tures, shop or plant machinery and equipment, auto­
motive equipment, yard equipment, and other kinds of 
fixed assets. It may be used to record all assets, whether 
large or small, or it may be used in conjunction with 
an individual-unit asset record. In this latter case, the 
less costly units of equipment can be listed on the 
multiple-unit form while the larger or more costly 
units can be recorded on individual-unit property 
records.
The left side of the double-page record provides 
for the description of the assets, their cost, estimated 
life, depreciation rate, and any prior depreciation 
carried forward. The columns of the right side record 
periodic depreciation charges, either on an annual 
basis (as in Exhibit 4) or on a monthly basis. When de­
preciation is recorded on an annual basis, a columnar 
insert or fly-leaf can be used, if desired, to detail 
monthly depreciation. This fly-leaf will be changed 
each year; and since full descriptive details appear on 
the main record, there is no need to recopy any of 
these except the asset identification numbers for audit 
purposes. Only the annual depreciation totals need 
to be carried to the main record from the fly-leaf 
before it is removed to make room for the next year’s 
insert.
When property is disposed of by sale, trade-in, 
abandonment, or transfer, the affected fixed asset 
account in the general ledger should be credited with 
the amount at which the property so disposed of is 
carried in the records. The same entry should be 
made on the corresponding equipment and deprecia­
tion record in the “Credit” column under “Cost.” In 
addition, the total of the depreciation reserve on such 
property should be ascertained by adding the amounts 
in the several columns in which the depreciation has 
been entered and placing the total thereof in the 
“total depreciation” column of the same line. An 
entry should be made debiting the “reserve for depre­
ciation” for this total on the line of the equipment 
record which shows the credit to cost. This amount 
also should be posted to the corresponding reserve for 
depreciation account in the general ledger. The 
entries on lines 5, 8, and 9 indicate the manner of 
recording the purchase of a new typewriter and the 
trading in of an old typewriter as part payment. 
Control of the Property and Depreciation Records
Both individual-unit and multiple-unit types of 
property records contain the subsidiary details of con­
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trol accounts in the general ledger. In each case, the 
asset section of the property ledger analyzes and is 
controlled by one or more fixed asset accounts in the 
general ledger. Similarly, the depreciation section of
* * * *
A case study which was published in 1941 under 
the general subject of “accounting for fixed assets” 
and the related accounting system utilizing punched- 
card tabulating equipment, was presented in an article 
by T. A Selogie.11 Although the system described in 
the article is based on the straight-line method of 
depreciation, it could be applied to other methods. 
The author states that the services of one man for 
approximately three days a month are required in 
keeping the fixed-asset records under this system.
As a final article under this caption, reference is 
made co “Plant Accounting for Government Owned 
Property,” by James H. Barrett.12 This article deals 
with features of accounting for government-owned 
property operated under a Defense Plant Corporation 
machinery-and-equipment lease arrangement.
Conclusion
As stated at the outset, the purpose in compiling 
this symposium of significant articles bearing upon
the property ledger analyzes and is controlled by one 
or more reserve for depreciation accounts in the 
general ledger.
* *
changes in accounting system design which have de­
veloped in the recent war years is solely to present 
in comparatively small compass an indication of the 
nature and direction of the major changes. It is 
repeated that these references are intended to be 
illustrative and not by any means exhaustive. Further 
selective reading is necessary for a wider knowledge, 
and for this it is possible only to refer the student to 
representative periodical publications such as those 
mentioned in the general bibliography to this course. 
A complete topical index to all published material 
on the subject of accounting systems is contained in 
the Accountants’ Index, compiled by the library of 
the American Institute of Accountants.
11“A Case Study of Accounting for Fixed Assets,” NACA Bulle­
tin, Vol. XXIII, No. 4, Oct. 15, 1941, pp. 221-232.
12Wartime Accounting (Papers presented at the 55th annual 
meeting of the American Institute of Accountants), 1942, pp. 61­
66.
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General References on System Building 
and Installation
“Accounting Systems,” in Accountants’ Handbook, 
3d ed., edited by W. A. Paton (New York: Ronald 
Press Co., 1943), pp. 1185-1235.
Henry Heaton Bailey, Specialized Accounting Sys­
tems (New York: John Wiley & Sons, Inc., 1941). 
488 pages. (Wiley Accounting Series, edited by 
Hiram T. Scovill.)
George J. Geier and Oscar Mautner, Systems Installa­
tion in Accounting (New York: Burrell-Snow, Inc., 
1932). 500 pages.
William D. Gordon and Jeremiah Lockwood, Modem 
Accounting Systems, 2d ed. rev. (New York: John 
Wiley & Sons, Inc., 1937). 473 pages.
J. Brooks Heckert, Accounting Systems'. Design and 
Installation (New York: Ronald Press Co., 1936). 
514 pages.
J. K. Lasser, “How to Design an Accounting System” 
(in his Handbook of Accounting Methods, pub­
lished by Van Nostrand, New York, 1943). pp. 
1-250.
National Association of Cost Accountants, “Available 
Uniform Accounting Manuals”—List of uniform 
systems of trade associations. NACA Bulletin, Vol. 
XX, No. 19, pp. 1266-1271.
William Rodney Thompson, Accounting Systems, 
Their Design and Installation (Chicago: LaSalle 
Extension University, 1936). 737 pages.
CHAPTER 17
COST ACCOUNTING
By Harry E. Howell
IT IS proposed in this chapter to discuss the develop­ments and trends in cost accounting over the last few years and, in particular, to consider the possible 
effect of wartime experience on postwar cost account­
ing principles, procedures, and methods and the use 
of information derived therefrom.
A basic knowledge of cost accounting theory and 
familiarity with manual and mechanical cost record­
ing procedures is presumed, and for review a list of 
suggested references will be found at the end of this 
chapter.
Cost Systems
Accounting Costs and Statistical Costs
The first basic division of cost systems is concerned 
with their coordination with, or independence of, the 
financial records.
Accounting costs are derived from figures which 
are completely tied into the financial records, con­
trolled by the general ledger, and periodically bal­
anced to it. Various accounts and devices are used 
to permit the necessary adjustments which arise from 
the fundamental clash of concepts inherent in at­
tempting to allocate income and expenses in rela­
tion to time on the one hand, and in relation to units 
of production on the other.
Accounting costs have the advantage of providing 
a practically automatic check against omissions, du­
plications, and errors in apportioning the sum total 
of costs. To offset this favorable aspect there is the 
expense of maintaining the records and carrying out 
procedures to effectuate this tie-in. Quite often the 
bulk of the expense is incurred in tying in a small 
and inconsequential part of the costs of production. 
Yet a compromise which would combine the account­
ing and statistical approach to achieve the desired 
results with maximum economy is difficult to work 
out and is sometimes unacceptable if the prime con­
sideration is the cost system itself rather than the 
information which it is designed to furnish.
A statistical cost system1 is one where the detailed 
cost records are not fully coordinated with the ac­
counting records. So far as reflecting the cost system 
figures in the accounts is involved it may, in fact, 
operate independently of the general books of ac­
count.
Statistical cost systems, because they are not much 
more than a series of independent studies, require 
competent personnel to operate and ordinarily at 
least a few control accounts, if the danger of grave 
errors is to be avoided. The need of these precautions
does not invalidate the usefulness of the system. Such 
a system is particularly useful where costs may have 
to be compiled on bases different from those reflected 
in the accounting records. Such situations arise where 
depreciation used for cost may differ from that used 
for financial accounting; when certain costs and ex­
penses are disallowed in whole or in part as an ele­
ment of cost on government contracts; or in compil­
ing figures for submission to various regulatory bodies 
having special regulations.
As a supplement to the accounting cost system 
statistical costs may be very useful and economical as 
they permit the costs of certain groups of production, 
or services, or processes to be bulked in the accounts 
and developed separately, when required, by con­
tinuous or intermittent statistical cost studies. Sta­
tistical cost accounting appears to be a useful method 
for analysis and control of distribution costs. While 
using the data from an adequate classification of 
distribution expense accounts carried on the books 
statistical cost accounting avoids the complication of 
carrying the cost distributions through the books on 
an actual or standard basis.
Actual Costs and Standard Costs
Another basic division classifies cost systems ac­
cording to whether or not they are designed to com­
pile and allocate actual costs to the units of produc­
tion or to assign costs on a standard basis to units of 
production and, by means of variance accounts, to 
set off the difference between the actual and the 
standard cost of the basic elements and components 
of cost.
Definition of actual cost system. “A cost system 
which records and summarizes costs as they occur, 
and which determines costs only after manufacturing 
operations have been performed or services rendered, 
is said to be an actual or historical cost system.”2
In most actual cost systems it will be found that 
the job is charged for actual quantities of material 
and labor used at the cost thereof while overhead 
allocations are made at some fixed rate which is' 
corrected from time to time. The difficulty of com­
puting the actual rate of overhead at the time pro­
duction is going through makes this practice neces­
sary. Employing what is thus an arbitrary rate, it
1The “statistical method” of determining costs is concerned 
with the use of data rather than to source. See Regression
Analysis of Production Costs and Factory Operations, by Philip
Lyle (London: Oliver and Boyd Ltd., 1944), Chap. IX, “Unit 
Costs,” pp. 87-90.
2Cost Accountants’ Handbook, edited by Theodore Lang (New
York: Ronald Press Co., 1944), p. 219.
Copyright 1945 by American Institute of Accountants
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becomes necessary to use it with caution and to see 
that it is related to the period, the volume, and the 
conditions for which given cost reports are prepared. 
Under war production, overhead expenses and bases 
for allocation fluctuated violently and failure to 
make prompt and frequent correction of the over­
head charging rates resulted in many erroneous costs 
and in many cases overrecoveries of overhead which 
became excessive profits recaptured by renegotiation. 
In other cases rates were corrected on the basis of the 
experience of the immediately prior period with no 
consideration or projection of the conditions which 
could be anticipated to prevail in the ensuing period.
Possibly the most common fault in wartime cost 
estimating was the failure to recognize that in a 
period during which production was increasing by 
leaps and bounds unadjusted historical cost data 
were misleading for use in future periods. Budgeting 
and projecting expenses, costs and bases of allocation 
into future periods would have produced more ac­
curate rates. Should the postwar period be character­
ized by instability of production, similar errors may 
be expected to occur making the reports from such 
a system quite misleading if used to influence man­
agement policies.
Characteristics of standard cost systems. Under 
this system costs are predetermined in advance of 
production; products, operations, and processes are 
costed on a standard basis for both quantities and 
prices of cost components consumed in their pro­
duction and performance; and accounts are designed 
to collect actual costs of these cost elements and 
components in such a way as to reflect the variances 
from the predetermined standards therefor. The 
predetermined standards are brought into the ac­
counts through the operation of a complete system 
of entries and routine bookkeeping operations.
Great emphasis is placed on the analysis of variance 
accounts and prompt and adequate reporting in order 
that management may move quickly to check and 
correct unfavorable trends and departures from the 
scientific standards which measure good performance. 
For related discussion, see Types of Standards and 
Predetermined Costs.
Job Costs and Process Costs
The next basic division of cost systems, whether 
actual or standard, is concerned with the production 
unit for which costs are collected and to which they 
are allocated. There are two classifications, job costs 
and process costs, each of which may have several 
variations and both of which must necessarily be 
used in conjunction with the other in many situations.
Job costs. Job costs systems collect charges for the 
material, labor, and other direct items, together with 
manufacturing and properly includible prorated and 
allocated overheads, which were used to produce a 
specific order for a finished unit or units. The job
cost method presupposes the possibility of identify­
ing physically the lots produced and segregating to 
each its own elements of cost.
Job costs are found in many different forms. In 
construction work and in a good deal of wartime 
contracting, job costs represented the cost of the 
entire project. For example, the cost of a contract to 
construct a hangar would ordinarily be collected on 
a single job cost record for the project as a whole.
Job costs also lend themselves to the collection of 
costs for a single item, or a number of similar items 
going through production as a group. It is in this 
field, particularly where groups of items may be 
repetitively put into production, that economy and 
better cost control is obtained by the use of standard 
costs.
A variation of group job costs of especial value 
where a line of products is sold at an invariable list 
price with a varying discount permits the cost to be 
stated as a discount from list. A job cost record is 
carried for each class which comprises the entire 
group within a given sales discount range. Inventories 
are charged and credited at list prices less the “cost 
discount” and profit margins are measured between 
the cost discounts and the selling discounts.
The simplicity and accuracy of this type of cost 
was not adequately recognized in wartime procure­
ment and accounting. Vast numbers of spare parts, 
components, and types, sizes, and finishes of a single 
item were bought on a unit-price basis with the con­
sequent effort to develop an item actual job cost 
record to give a cost justification for the price. Ac­
curate enough costs could have been set up for each 
item in the group by the usual estimating and sta­
tistical cost methods to permit list prices to be estab­
lished. Such list prices, or invariable “nominal” prices, 
are developed by factoring the item costs by a con­
stant.3 Groups of items may thus be collected and 
controlled in bulk in a group cost account. Inven­
tories are charged and sales costed at a discount off 
the list price, an operation which may likewise be 
done in bulk against an accumulated total of list 
prices.
Cost accounting for many standard commercial 
peacetime products may be handled economically 
under this method and at the same time there is 
ample opportunity for statistical cost studies to be 
made from time to time looking toward cost reduc­
tion or revision of the list price of an item in the 
class.
Process costs. In industries where the product 
flows through as a continuous stream and is sub­
jected to a series of processes and operations in se­
quence it is impossible to charge each unit or lot of
3To multiply by such a number as will produce a discount 
variation which will reflect the desired amount of price adjust­
ment. For example: A cost of $1 factored by 4 gives a cost 
discount of 75% off list and a one point change in the discount 
reflects a 4% change in price.
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production with its own elements of cost. Instead 
costs are collected for the process or operation for 
a period of time and the cost of the item is built up 
by assessing to it the average charge for each process 
or operation through which it passes. Such systems 
are common in many industries and there are few 
job costs which do not include some elements of cost 
which have been assigned to the product on a process 
cost rate because of the impossibility of segregating 
a specific charge to the particular product. For ex­
ample: In a foundry castings of all types poured from 
the same heat are usually charged at the same rate 
for metal at the spout, at a rate per pound for tum­
bling and cleaning, at a process cost rate for galvaniz­
ing, etc. This fact was not fully recognized in some 
war procurements, and efforts were made to obtain 
cost segregations to specific orders rather than assess­
ing the appropriate process costs to the order.
By-Product and Joint Product Costs
For the special problems in this field see: Section 
10, page 495, Cost Accountants' Handbook. It will be 
noted that the amount realized from the disposition 
of by-products is often deducted from total costs 
leaving the net as the cost of the major product. 
Likewise allocations of costs to joint products under 
the four most commonly used methods are not based 
in any instance on causal responsibility. These “prac­
tical” as contrasted with “theoretical” methods are 
discussed under the heading, Use of Cost Information 
in Pricing.
Wartime Effect on Cost Systems
Reference to writings on cost accounting4 in the 
years prior to the war will show that major emphasis 
was placed upon the use of cost systems as an effective 
means by which management could control manu­
facturing costs and consequently the economical and 
efficient use of men, materials, machinery, and facili­
ties.
The value of costs as one determinant of selling 
price was recognized but it is also clear that for 
many products, especially in competitive fields, costs 
were considered to have, at best, a long-range effect 
only and selling prices were not derived directly 
from them. (See Cost Information and Pricing.)
During the war this situation was largely reversed. 
Due to the uncertainties faced by war contractors 
and the extreme urgency, estimates upon which sound 
prices could be based were lacking. Historical costs 
necessarily became the chief, if not the exclusive, 
measure of price, particularly where the price was 
finally determined under the original price revision 
articles common in war contracts.
At the same time the complete or partial failure 
of standard cost systems to develop these cost justi­
fications of prices accentuated the movement toward
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actual cost systems. This inadequacy was largely 
brought about because of the lack of competent 
personnel to keep standards current and to set the 
required new standards and the inability to define 
clearly the manner in which the balances in the 
variance accounts could be allocated to specific items 
so that procurement officers (who, in many cases, had 
not been instructed in the merits of the standard cost 
system), could be satisfied that they were getting a 
close enough equivalent to actual costs.
In many cases the difficulties of adjusting standard 
cost records to meet contract and General Accounting 
Office audit requirements resulted in the substitution 
of an actual cost system fully supported by detailed 
vouchers. The result was the absorption of most of 
the available accounting personnel in the job of 
keeping a mass of detailed records that furnished no 
control data, and that was usually too late to be of 
any real use in redetermining prices or setting future 
estimating standards.
Many concerns felt that the change was justified 
in spite of these disadvantages if government audit 
requirements were satisfied. At the same time many 
procurement officers felt that the best justification 
for the prices they had accepted was a cost sheet on 
which masses of figures had been compiled with a 
total that came close to the price.
At the same time many standard cost systems failed 
to furnish adequate cost control data due to lack of 
competent personnel to set standards. In other cases 
standards were adjusted so frequently and liberally 
in order to provide safe figures for estimating that 
they lost all value as controls.
These conditions have done great harm to the 
understanding of the real utility of cost systems in 
furnishing data for sound pricing and have created 
erroneous impressions of the cost of operating a good 
system and of the inadequacies of standard costs.
It is possible that standard cost systems would have 
shown better results and actually have become recog­
nized as the most effective means of obtaining at the 
one time both sound estimates and effective controls, 
in spite of the personnel shortage, if certain practical 
adjustments, possibly of an unorthodox nature, had 
been made. These changes are more fully discussed 
in the section which follows.
Control of Manufacturing Costs
The innumerable methods, techniques and pro­
cedures, scientific or rule-of-thumb, by which manu­
facturing costs are controlled to a greater or lesser 
degree can probably be classified into two groups for 
the purposes of cost accounting. The first group 
would include the types which are not based on 
accounting procedures and techniques while the sec­
ond group would include all those which stem from
4See particularly Index of NACA bulletins.
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and are related to an accounting system designed to 
control manufacturing costs.
Controls Not Necessarily Tied to Accounting
In this category is included trained supervision, 
engineering and mechanical techniques, empirical 
and rule-of-thumb methods, experience and sound 
instinct. Included also would be training programs, 
incentive labor-saving plans, cost-reduction commit­
tees, mechanical gadgets and devices, and techno­
logical studies aimed at cost reduction. In this group 
are found both the men and the means by which 
the actual things are done which reduce costs. The 
effectiveness of the accounting control system depends 
upon the extent to which it utilizes, assists, coordi­
nates, and encourages the maximum effort of this 
group.
The Function of Accounting Controls
The function of accounting controls is to provide 
a comprehensive coordinated plan which will keep 
a constant pressure to bear to maintain efficiencies, 
exposed variances and unfavorable trends, and pre­
vent the hit-or-miss application and the dispersion 
of management effort which should be organized and 
directed.
After this has been done the fact remains that the 
actual job of figuring out what to do to bring the 
cost under control and then doing it must be accom­
plished by methods and techniques which are not 
accounting and by personnel not accountants. When 
this fact is fully realized, the paramount importance 
of the psychological factor in the operation of the 
system, the design of the reports, and the personal 
contacts becomes apparent.
Postwar installations will present an excellent op­
portunity to discard theories and remove details 
which serve only an accounting purpose, and to place 
the control system down into the shop as an accepted 
part of its operations.
Accounting Controls
While historic cost records and comparisons of 
job costs furnish, after some delay, information of 
value it is rarely claimed now that any effective 
control of manufacturing costs can be achieved by 
this means. The key to effective control is prede­
termination of costs with the consequent setting of 
standards of performance for the entire operation 
before work is commenced. The predetermined cost 
may be broken down, or built up, from as detailed 
an analysis of the components of cost as may be con­
sidered useful.
From such an analysis estimates of both quantity 
and price may be made up to cover material required, 
scrap allowances, man and machine hours required, 
segregated, if necessary, by stages of production, or 
by processes, or production centers. For these com­
ponents of cost standards of satisfactory performance 
are established both as to usage and price. These 
detailed standards may be carried through the ac­
counting books and records requiring comparable 
groupings of actual costs and variance accounts to 
reflect the results of actual performance against the 
particular standard. Considerable judgment is needed 
to know when to limit the amount of accounting 
work done and how to provide a system which com­
bines both formalized accounting controls and inde­
pendent controls often not expressed in dollars and 
scheduled for intermittent or periodic use.
Types of Standards
One ready standard, which although not scientifi­
cally set at least represents a commitment involving 
the company’s profit or loss, is the cost estimate upon 
which the price is based. It is important because the 
extent to which actual costs vary from the estimate 
is directly reflected to the company’s profit or loss. 
In wartime contracting and in much commercial 
work, where such estimates were made and business 
taken in reliance thereon, they were not passed down 
to the shop or used in an attempt to control costs. 
Failure to do so deprived the company of a chance to 
use an effective control mechanism and to correct 
more promptly errors in the basis of estimating. In 
construction work, unit project, single venture, and 
special order jobs the estimating standard used in 
making the price may quite often be the only standard 
needed and it may be fully incorporated into the 
accounts if that is desirable.
Scientifically determined standards may be founded 
on either of two basic concepts and be of three dif­
ferent types. They all will provide controls of sev­
eral groups of cost factors and variances. The two 
concepts upon which the standards may be based 
are these:
(1) The standard set may be a basic standard 
which is a constant yardstick against which expected 
and actual performance is measured. The standard 
is not changed except when manufacturing methods 
or basic components are altered. Variances are ex­
pressed in percentages against the basic standard. 
The cost system employing basic standards usually 
provides for both the standards and the actual costs 
to be carried into the accounts and results in different 
inventory and cost of sales valuations from those 
obtained by other methods.5
(2) The standard set may be a current standard 
which reflects an appraisal of what performance 
should be during the period for which the standard 
is to be used. It is considered sufficiently realistic to 
be usable as the true cost which is carried into the 
accounts, any variations in actual performance being 
treated not as costs of production but gains and 
losses arising from relative efficiencies. 6
5Eric A. Camman, Basic Standard Costs (New York: American 
Institute Publishing Company, 1932), 223 pages.
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Under stable conditions a current standard may 
well serve the purposes of effective control, but war­
time experience indicated that standards could not 
be adjusted fast enough to meet rapidly changing 
conditions. When standards were changed the fact 
that they would be used in preparing estimates 
caused them to be so liberally adjusted in many 
instances that they became useless for control pur­
poses. Basic standards on the other hand, while per­
mitting an allowed variance with which to gauge 
expected current performance, kept before the man­
agement the true yardstick of sound performance.
Within these two concepts, standards may be of 
three types:
(1) Standards set at an ideal level of efficiency. 
As a working shop tool such standards are apt to be 
destructive to morale because they reflect conditions 
and performance which can rarely be attained and 
never sustained. They are useful to top management 
as indicating the ultimate and gauging the current 
deviation therefrom.
(2) Standards set for operations conducted at an 
assumed level of normal capacity. They represent an 
average level over a long enough period of time to 
avoid brief and erratic fluctuations. As a shop meas­
urement they are at times unrealistic and subject to 
the same criticism as ideal standards. However, quite 
often the only part of the standard which differs 
from a reasonable standard to expect at any given 
time is the rate of overhead absorption. Material and 
labor standards at the assumed level of normal ca­
pacity may not differ materially from the expected 
levels of accomplishment at any given time. Under 
such a plan satisfactory shop measurements are pro­
vided for the cost elements the shop management con­
trols, while fixed overhead absorption rates with 
which they may not be directly concerned, are 
stabilized at an expected activity level. For discussion 
of bases and concepts of “normal capacity” see Sec­
tion 20, page 1069, Cost Accountants’ Handbook.
(3) Standards set at the level of expected per­
formance. Here the emphasis is upon establishing 
a fair measure for performance under the conditions, 
prices, and volume anticipated for the period during 
which the standards are to be used. Such standards 
tend to depart widely from ideal performance meas­
urements. Allowances are included for waste, error, 
and inefficiencies on the ground that they are im­
practical of elimination and must be expected as a 
part of every-day operation. Wartime experience 
shows that once these standards departed from at 
least a norm of minimum performance they tended 
to deteriorate to nothing more than the delayed 
acceptance of experienced actual costs.
No one concept is necessarily better than the other. 
It is essential that the nature of each concept and 
type be thoroughly understood by the management 
and the choice made of the one which, under the 
particular circumstances, will help achieve the best 
possible control of costs.
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The cost factors which these standards will control 
may be classified as follows:
(1) Control through quantitative standards. By 
means of “Usage Variance Accounts” control is ob­
tained of the quantities of material consumed in 
good and scrapped product; of hours of labor and 
machine hours employed; of processes and services 
Utilized.
(2) Control through price or spending rate stand­
ards. By means of “Price Variance Accounts” control 
is obtained over , the variations in the price of mate­
rials, components and parts; labor rates; and other 
important factors the price of which may fluctuate 
and affect cost.
(3) Control through standards for the absorption 
of overhead in the form of variable and semi-variable 
costs and expenses. By means of “Spending Rate 
Variance Accounts” the rate of expenditure is con­
trolled. By means of flexible budgets the rate of ab­
sorption of variable and semi-variable indirect costs 
is controlled and the variation between the expected 
and actual utilization of facilities is reflected in 
“Volume Variance Accounts.”6
(4) Control through standards for the absorption 
of overhead in the form of constant and fixed costs 
and expenses.7
As will be discussed in the sections on differential 
costs and the use of costs in pricing, it is of prime 
importance that the constant and fixed costs be 
segregated. Separate rates, bases for allocation and 
accounts to reflect results should be set up distinct 
from those reflecting variable and semi-variable costs 
and expenses. The Volume, or Idle Capacity, vari­
ance account reflects the utilization of plant facilities 
and standby organization and presents the data for 
the management to determine questions of prime 
policy involving expansion or curtailment of opera­
tions, price levels and sales activity. In studying such 
data the use of differential costs is essential if mislead­
ing conclusions are to be avoided. (See the Discussion 
of Differential Costs.)
Those basic groups of control accounts may be 
carried for as many types of material, labor, processes, 
operations and production or cost centers as may be 
necessary as determined by the relative importance 
of the item and its potential for variance from 
standard.
Wartime Experience with Accounting Systems for 
Control of Costs
With historical actual cost records often running 
many months behind production, management found 
actual cost systems of no current and of little eventual 
value in the control of manufacturing costs.
6For discussion of fixed expense as a capacity expense and 
variable expense as an activity expense requiring different bases 
for absorption, see: “Distributing and Controlling Overhead,” 
by Charles F. Schlatter, NACA Bulletin, Vol. 17, No. 5 Nov 1 
1935, pp. 235-246. ' ’
7See Cost Accountants’ Handbook (p. 114), for discussion of 
“Idle Time and Idle Capacity Costs.”
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Without the predetermined measurements of a 
standard cost system for new products and processes 
and revised standards for the old, and in many cases 
without even the approximations and allowances 
available from a good engineering estimate made 
when the job was quoted, the shop organization was 
left with no guidance as to efficient use of men, mate­
rials, and machinery and were obliged to fall back 
on rule-of-thumb control of operations.
This condition, coupled with lack of sufficient 
competent supervisory personnel and, too often, an 
apathetic if not antagonistic employee attitude, 
brought efficiency, at least to the extent it is repre­
sented by economical use of men, machinery, and 
materials, to low levels.
Possible corrective measures. It may be urged 
that this result was an inevitable concomitant of 
war, but it is possible that closer adherence to the 
objectives of such systems, some abandonment of 
procedures which served only an accounting end, and 
some improvisations would have permitted these 
systems to have made important contributions in two 
fields where help was sorely needed, namely, to make 
sound estimates and to provide the means for control 
of cost. These same adjustments may be important 
in the postwar period when prices must be made in 
competitive markets and efforts made to regain rea­
sonable efficiency. Reinstatement of systems as they 
existed prior to the war may not be the solution.
The reasoning, procedures, and methods by which 
cost accounting techniques provide effective controls 
of manufacturing and distributing operations was 
not shown by war experience to be unsound. Rather 
the disastrous effect on cost control of the reversion 
to rule-of-thumb checks, hit-or-miss studies, and per­
sonal observation as a substitute was made clearly 
apparent. The breakdown in control of costs through 
predetermined standards came from the vast piling 
up of work and the shortage of trained personnel 
rather than any fault in the theory.
It is possible that the work load during the war 
would have been reduced and the results made more 
effective if the cost system had stopped short of the 
point of converting much of the data to money terms 
and carrying the amounts through the accounts and 
had instead set up many of the reports, analyses, and 
controls to reflect and operate with units of physical 
quantities.
Outline of System
For a product, process, or operation which is repe­
titive, a system combining a maximum of predeter­
mined control data at the source of expenditure with 
a minimum of cost-record keeping and accounting 
might be built around the following plan.
Prerequisites. Proper plant layout with produc­
tion and service centers, or cost centers set-up. Flow 
charts of processes and operations. Product specifica­
tions supported by bills of material, schedules of 
operations, factors for waste, shrinkage, and scrap.
Setting standards. A competent organization for 
the setting of standards in advance of production is 
an essential. It should be able to develop the most 
efficient methods and practices and to set standards 
for the use of material, for scrap and waste allowances, 
for employment of man hours, for use of machines, 
and for the utilization of service facilities. These 
data, stated in terms of physical units, without con­
version to money terms, are the foundation of the 
control mechanism. Economy in operation is effected 
if the data can remain in this form. Reports may be 
more readily prepared and are usually more under­
standable when stated in terms of the physical items 
used and quantities employed.
Where it is advisable to give the supervisor some 
idea of the value of the things he is using, it may be 
done with a “price list” which is often more effective 
than the individual pricing of each item as it is used. 
The “price list” would indicate the unit value of the 
major elements employed—such as raw materials, cost 
of made scrap, average labor rate for each group, 
cost per hour for operating each production center, 
cost of service, and maintenance facilities.
In effect the difference is that instead of the super­
visor being given a report after the event showing, 
for example, that his grinding cost is .06520 per 
pound at standard and the actual was .06870 per 
pound for the period gone by, he would know at 
the start of the production period that, for the ton­
nage scheduled, his manpower budget is eight men 
and his supplies budget six grinding wheels. If he 
has to employ more men or requisition more wheels 
he knows that each man will represent an excess cost 
of $50 a week and each wheel will cost $140.
Operation. If possible, the operation of the sys­
tem should be based on a good system of production 
scheduling.8 When the production order is released 
to the shop it should be accompanied by a standard 
bill of material and requisitions to draw the standard 
quantity. It should be accompanied by a manpower 
budget or its manpower allotment if the over-all man­
power requirements have been set in advance from 
the over-all production schedule. The utilization of 
machine centers by hours would be set out and au­
thorizations issued for the use and employment of 
the standard quantities of all other needed produc­
tion components. If it is possible to provide special 
and distinct requisitioning forms for material, labor, 
or other components required beyond the standard 
allowances an automatic and self-reporting control 
of variances is obtained. It is an obvious application 
of the principle of “control through exceptions.”
Additional control reports should be spaced and 
issued with the idea in mind that the responsible
8War production greatly advanced these techniques, and post­
war cost systems may well be developed from this foundation.
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executive can do well only a limited number of things 
at any given time. Usually his main job is production. 
In cost control work more will be accomplished if 
his attention is directed to one thing at a time which 
he can thoroughly analyze and for which he can 
work out a more or less permanent correction than 
if he is deluged with a steady stream of reports which 
cover alike major and minor cost items and corrected 
and uncorrected conditions. The end objective of a 
cost control system is not a stereotyped mass of re­
ports going out at time intervals not related to the 
operation; it is action on the part of those who ac­
tually do the things which create costs. Such action 
can be encouraged, coordinated, and maintained 
only if the reports are an incentive. The same psy­
chological factors that actuate any incentive are in­
volved in the design, content, and timing of the 
reports.
Cost accounting. Standard prices for material, 
scrap recoveries, rates for labor, rates per machine 
hour, production center rates, process cost rates, and 
service facility charges are required.
The extent to which the dollar extensions are made 
in detail, or instead are made against accumulations 
depends on whether or not this work will contribute 
to the utility of the system rather than its theoretical 
“completeness” from an accounting viewpoint. It 
would seem that the variance accounts recorded on 
the books would not be set up so as to draw off 
shop control reports because that would already have 
been done at the source. Instead the accounts should 
be set up to facilitate more accurate disposal of the 
variances, to disclose the effect of them in the finan­
cial statements, and to prepare long-term trend re­
ports for top management guidance.
Summary
Utilization of the engineering, mechanical, and 
shop talent for cost control is vital. Employment of 
the basic techniques of shop operation such as mate­
rial and labor requisitioning, production scheduling, 
and methods and time studies as the cost control 
mechanism itself, will greatly expand the utility of 
the cost system while permitting it to operate eco­
nomically. The cost system, because of its tie-in with 
the financial records and the efficacy of the reasoning 
underlying its techniques must serve as the coordina­
tor, the liaison, and the focal point of all of the cost 
control mechanisms. At the same time it performs the 
function of cost recording and cost accounting and 
furnishing information about costs, which is its most 
important contribution to the business.9
Predetermined Costs
The need for costs calculated in advance of pro­
duction under projected future conditions arises in 
many situations. A going business is chiefly con­
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cerned with predetermined costs for purposes of 
estimating and for purposes of control.
Estimated Costs and Standard Costs
Estimates may be required upon which to base 
quotations, or to establish selling prices or to furnish 
some base from which to control and measure per­
formance. Such estimates may be compiled using 
either estimated costs or standard costs.
Similarly predetermined costs for control purposes, 
while preferably usually standard, may also be esti­
mated costs. In non-repetitive work and in construc­
tion projects, for example, the estimated costs used 
in making the quotation may well serve as the 
standard for control purposes. Estimate costs are 
widely used in the construction, job-foundry, shoe, 
clothing, and other industries where prices are quoted 
in advance of production.
They were greatly needed in connection with war 
production. The prohibition against cost-plus con­
tracts and the reluctance to use cost-plus-fixed-fee 
contracts where they could possibly be avoided re­
sulted in procurement agencies insisting upon flat- 
price contracts with or without revision clauses. Many 
products were new and in many cases not fully de­
veloped or designed; processes, materials, and types 
of labor were foreign to regular production, and order 
quantities changed constantly. On the other hand, 
even where the work, materials, and processes were 
similar to regular production it was often difficult 
to get accurate initial estimates upon which a fair 
and reasonable price could be based.
As a result, more and more reliance was placed 
on the redetermination of the price after production 
had been in progress for a time. But when it became 
time to redetermine the price, estimates of future 
costs were no longer readily available. Consequently, 
dependence was placed on the historic actual cost 
record of the production performed up to the time 
of redetermination. The consequences of this condi­
tion on pricing is discussed later in this chapter. (See 
Use of Cost Information in Pricing.)
Lack of Estimating Data
A good deal of the difficulty in obtaining estimates 
could be attributed to the shortage of engineering 
and technical personnel who could compute the quan­
titative requirements for material, labor, machine 
hours, spoilage and scrap, and other components of 
cost. This was so even after development and ex­
perimental runs had been completed and the item 
was in regular production.
Where quantitative data were available it was 
often found that pricing data were missing. Concerns 
with actual job cost systems, intent on recording the
9Harry E. Howell, “Accountants’ Responsibility to Manage­
ment in Planning for Reconversion and Postwar Progress,” 
NACA Bulletin, Vol. 26, No. 3, Oct. 1, 1944, pp. 99-112.
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cost of the work already in process, did not keep 
their accounts or compile reports so that the fore­
casted cost of the basic elements could be obtained. 
Thus while a cost for a given job was compiled, the 
cost information was not broken down so as to give 
usable data for figuring new jobs.
Cost Estimating Requisites
While an estimating department is usually a hybrid 
organization, drawing its personnel from the design, 
engineering, and mechanical divisions of the business, 
much of the primary cost, price, and experience data 
should be available from the cost department. It is 
not easy, even for civilian products, to gather the 
following information promptly and accurately, but 
an understanding of what is needed to make cost 
estimating reasonably safe and reliable should enable 
the cost department to classify, collect and analyze 
its data so that its contribution may be available and 
usable. Recording costs in groupings and classifica­
tions that do not match those which must be used 
in estimating greatly limits the utility of the system.
Ordinarily, to make a good estimate it is neces­
sary:10
(1) To have sufficiently complete specifications 
and drawings.
(2) To know the period when the job is likely to 
go into production and how long it will take to 
manufacture it or perform the work.
(3) To lay out the sequence of manufacture or 
performance and to specify the methods, processes, 
and equipment to be utilized.
(4) To determine the quantitative requirements 
as to raw materials, purchased parts and components, 
supplies, scrap allowances, etc.; hours of labor by 
types; machine hours by types of equipment, etc.
(5) To determine the prices to be applied to the 
quantitative estimate. These would include: the an­
ticipated cost of raw materials, of purchased com­
ponents; anticipated labor rates by types, projected 
burden rates by production and assembly centers, as 
well as sound estimates for types of labor, processes, 
and machines which may be required and which 
do not presently exist in the plant. (Additional allow­
ances may be required because of the delivery date 
where overtime labor payments, accelerated depre­
ciation, special transportation charges, etc., may be 
required.)
(6) To determine the variable manufacturing, 
sales, and administrative overheads to apply and the 
amount of fixed charges and constant costs which 
should be assessed to the job. This is a matter in 
which management policy may override cost account­
ing theory and is discussed further under the head­
ing, Use of Cost Information in Pricing.
Reference to previous cost estimates and costs of 
actual performance, if available, are useful for check­
ing but must be corrected for differences in material 
and labor prices and overhead rates and excess spoil­
age, errors, inefficiencies, starting, tooling costs, and
non-applicable and non-repetitive items eliminated.
It is clear that if the cost accounting organization is 
to supply its part of the required information, it must 
go beyond the recorded costs of past production or 
the standards for controlling current production and, 
excellent as both these sources may be for basic 
data upon which estimating costs may be founded, 
develop the techniques and procedures for the fore­
casting and budgeting of costs for the determination 
of desirable prices under conditions projected for a 
future period.
Establishing Standards
The procedures for setting standards for direct 
material, direct labor, and manufacturing expense 
have not been materially changed by war experience 
and for review of these methods, reference is sug­
gested to Section 6, page 267, of Cost Accountants’ 
Handbook.
Production and Cost Center Budgeting
For control of idle capacity variances and control 
of manufacturing overhead at varying levels of ac­
tivity, the standards for individual production or 
cost centers are needed and they are often based upon 
projections or budgets.
The production budget sets out the physical units 
which it is planned to put into production, based 
upon forecasted sales and the beginning and desired 
ending inventory positions. From this production 
budget the extent of utilization of capacity may be 
computed. Also the labor and material requirements 
may be figured. Such budgets, particularly if standard 
costs are available, may be figured in dollars and 
made part of the financial budgets. Likewise, prob­
lems of correlating forecasted sales with schedules of, 
production and inventory investment may be ana­
lyzed and worked out from the production budget. 
The desirability of stabilizing production by permit­
ting fluctuations in inventory investment may be 
analyzed from the production budget and the finan­
cial advantages and disadvantages measured. Simi­
larly computations of desirable levels of sales and 
inventory investment to assure an economical 
utilization of plant capacity may be made from the 
production budget.
To control effectively direct and indirect costs, 
production centers must be established. A production 
center has been defined11 as “an area including ma­
chines or other equipment of like type, size and value, 
for use in performing a specific operation.” Funda­
mentally, it comprises production units with similar 
cost characteristics. For each production center a
10See Section II, Cost Accountants' Handbook, (p. 573), for 
full discussion of estimating factors and procedures. See also 
“Cost Finding in Transportation,” by Arthur F. White, NACA 
Bulletin, Vol. 20, No. 16, April 15, 1939, pp. 1031-1040.
11See Cost Accountants’ Handbook (p. 1339).
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precise classification of charges is essential. To the 
maximum extent possible accounts should reflect a 
single type of expense or cost which can be tied back 
to original sources. These subaccounts need not 
appear on the books of account or even the subsidiary 
ledgers except in major groupings, but for cost con­
trol reporting purposes production center account 
classifications which mingle many different items are 
misleading and false economy.
Standards for the indirect costs of production 
centers should be based on separating constant and 
fixed costs from the variable and semi-variable costs. 
For the fixed costs a rate developed for a suitable 
apportionment unit would be established by dividing 
the budgeted total of expense by the standard number 
of units determined under whatever concept of nor­
mal capacity is used.
For semi-variable costs (which relate to production 
volume changes in a series of steps), and for variable 
costs (which vary approximately directly with volume 
changes), a flexible budget expressed as a table or a 
charted curve is the best means of making assessments 
to the appropriate apportionment units. These pro­
cedures have been voluminously covered in contem­
porary accounting literature.12 * * * * *War experience has 
added little to the knowledge of this subject. In many 
cases all budgeting of this type was abandoned. As a 
result, overrecoveries of semi-variable costs and of 
constant and fixed costs were common. Postwar use 
of these flexible budgets must face both ways—to the 
past for the purpose of making assessments for pro­
duction which has gone through and to the future to 
anticipate the effect on costs of anticipated and po­
tential production. For a review of the principles 
involved, reference should be made to page 1277 of 
Cost Accountants’ Handbook and to page 1258 for 
an extended discussion of production budgets,
Control of Distribution Costs
Although much had been written prior to the war 
on the subject of the proper classification, collection, 
allocation, and control of distribution costs, few 
companies had gone further than to make intermit­
tent studies. The accounting plan often consisted of 
an inadequate classification of accounts, the totals 
of which were usually spread to products or divisions 
in proportion to the sales dollar billings. This in­
adequate accounting, illogical distribution, and lack 
of standards contrasted strangely with the complete­
ness and precision with which manufacturing costs 
and expense, in many industries a less important ex­
penditure, were accounted for, distributed, and con­
trolled. To some extent, this reflected the fact that 
the bases for measurement of distribution costs are 
elusive and constantly changing and are quite often 
not available from the books of account. The oppor­
tunity to check and to balance the figures, which is
afforded by the more stable bases and the ability to 
coordinate with the accounting records which char­
acterize systems for production costs is usually missing 
in systems covering distribution costs. Where there is 
uncertainty about the accuracy and value of control 
data obtained by statistical cost accounting or by 
methods which do not embody the apparent security 
of double-entry bookkeeping, no attempt may be 
made to properly account for distribution costs be­
cause the alternative of a completely tied-in system 
is too expensive.
An increasingly important field for cost analysis 
and control is represented in distribution costs and 
this area must be adequately covered in postwar 
systems.
In the pricing of war contracts, the proper charge 
for distribution, sales, and administration costs was 
a much debated question and much of the poor pric­
ing revealed by the War Department’s company pric­
ing program and the excessive profits recaptured 
through renegotiation could be attributed to the im­
mature state of disribution cost accounting. This re­
sulted in (a) disallowances of costs not applicable 
to government business, (b) improper distributions 
and (c) overrecoveries due to failure promptly to 
correct rates used on the estimates.
Disallowances
Disallowances by government agencies were criti­
cized by contractors on the ground that if the ex­
penditure had been made it should be recoverable 
and further that the rules for disallowances varied 
among the government agencies. The differences be­
tween the rules of the various government agencies 
for disallowance of costs were themselves a recognition 
of the fact that there cannot be one cost concept that 
will serve all needs. The ultimate purpose for which 
the agency used the figures necessarily determined its 
point of view.
In planning for improved accounting control of 
distribution costs it is worthwhile to review briefly 
some of the regulations on this matter and the point 
of view of the agencies issuing them. These regula­
tions set forth, in effect, the refusal to accept over-all 
proration of a group classification of costs and the 
insistence upon adequate analyses of the items and 
their allocation on more applicable bases. Similar 
considerations may well underlie proper handling of 
distribution costs on postwar products.
Treasury Decision 5000. The “green book”18 
refers to the items acceptable for reimbursement un­
der government cost-plus-fixed-fee contracts. Often it 
could not be shown that the usual selling, advertising, 
and administrative expenses were incurred for the
12See Budgeting, by Prior Sinclair (New York: Ronald Press
Co., 1934), p. 214, re manufacturing expense budgets.
13“Explanation of Principles for Determination of Costs under
Government Contracts” (Washington, D. C.: U. S. Government
Printing Office, April 1942).
Contemporary AccountingCh. 17-p. 10
specific performance of a contract of this type and 
as a result these regulations were restrictive and de­
signed to curb unwise expenditures induced by the 
lack of incentive to keep costs down. Advertising 
allowances were restricted to industrial or institu­
tional advertising which formed financial support 
for technical and trade journals engaged in the dis­
semination of information valuable to the business 
or industry as a whole.
Procedures arising out of procurement regula­
tions. Here the emphasis was on the exclusion of 
specific items not appropriate to government con­
tracts and the inclusion of a fair and reasonable 
charge for those costs shown to be necessary for the 
general conduct of the business after absorption by 
any remaining non-government business of its usual 
amount or ratio of such costs. These regulations 
recognized the need for paying a fair share, after 
non-government business had absorbed its usual pro­
portion, of the advertising program designed to keep 
the contractor in the market with his civilian line. 
They attempted to exclude excessive and greatly ex­
panded advertising programs unrelated to war pro­
duction and that part which was not reasonably in 
line with prewar programs or a realistic appraisal 
of postwar programs.
The War Contract Price Adjustment Board
in its regulations on renegotiation was concerned 
with the contractors’ war business as a whole and 
the recovery of excessive profits on war contracts, 
even though some of this excess might have been 
spent for unnecessary and extravagant salaries, sales 
and advertising expenses, and similar inappropriate 
items. In renegotiation, the effect was to pay a fair 
share of the cost of a normal advertising and research 
program where war contracts had displaced civilian 
business, but to preclude underwriting programs in 
excess of a normal standard at government expense.
The Contract Settlement Act as interpreted in 
Termination Cost Memorandum No. 1 defined “costs 
and expenses sanctioned by recognized commercial 
accounting practices as those which are reasonably 
incurred in the conduct of a business and are ex­
pected to be recovered from the selling price in cus­
tomary business transactions.” In termination, ad­
vertising allocations were more or less automatically 
restricted to those permitted by the Procurement 
Regulations because the termination provisions lim­
ited the yield to that which would have been obtained 
had the contract been completed.
General Accounting Office rules were concerned 
with the legality of the expenditure under the par­
ticular authority under which the funds for payment 
were derived. But the rules having stemmed from 
construction work (which was largely a series of 
separate ventures), the General Accounting Office car­
ried over into supply contract auditing many of the 
theories of single-venture, job site, and direct causal
responsibility justifications for reimbursement. As a 
result the many expenses and costs which were neces­
sary to hold a business together as a continuing 
entity, to preserve its position in the industry, and 
to keep its facilities available in periods between war 
contracts, were constantly challenged by GAO and 
their suspensions and disallowances exceeded those 
made administratively by the contracting agency.
Possibly the greatest waste of available accounting 
personnel during the war was brought about by the 
tremendous burden placed upon industry to maintain 
records for GAO audit which were useless for any 
other purpose. Eventually these audits were a potent 
factor in the war agencies’ decision to convert and 
to discontinue CPFF contracts and use fixed-price 
or incentive-type contracts regardless of the difficulty 
of negotiating satisfactory prices.
Bureau of Internal Revenue regulations furnish 
wide latitude for the allowance of reasonable ex­
penses that accord with precedent and business prac­
tice. Here advertising and research expenses con­
sistent with the size of the business, prior year’s 
budgets, the marketing of new products, changes in 
territory, buying habits, anticipated volume (in other 
words, unless fairly obviously unreasonable), are 
deductible.
The failure of the accounting system adequately 
to classify, segregate, and provide bases for distribu­
tion of these costs brought about a good deal of 
audit and analysis work. Postwar distribution costs, 
either by accounting or statistical cost methods, should 
more clearly relate the expenditures to the particular 
products, divisions, territories, sales outlets, or other 
units of the business for the benefit of which the 
expenditure is made. Blanket classification and allo­
cation of such costs obscures the determination of the 
sections of the company’s activities which are the 
most, and the least, profitable. For the same reason 
that disallowance rules of government agencies varied 
according to the purpose for which the figures were 
required it is necessary to segregate and allocate 
distribution cost elements with regard to the nature 
of the function being analyzed.
Improper Distribution
Where distribution costs were distributed on the 
ratio of the sales dollar many excessive allocations 
were made to war contracts. This practice, due to the 
increased over all volume, resulted in non-government 
business carrying a smaller charge than had ever 
occurred in prewar years although the actual dis­
tribution costs of this business had in many cases 
increased. This method of distribution was on occa­
sion vigorously defended by contractors and likewise 
strenuously attacked by government representatives 
who knew that a selling price would be founded and 
built up from these figures.
In the absence of any feasible plan for the direct
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allocation of items clearly recognizable as incurred 
specifically for government business, the fairest 
method seemed to be to screen out first large specific 
items and allocate them to government or non-gov­
ernment business on the facts. Then the balance was 
allocated to government business on a differential 
cost basis. If it could not be shown that the existing 
non-government business was handled in such a way 
that its distribution cost was likely to be materially 
different from prior years, an average ratio per 
dollar of sales, based on a review of prewar periods, 
would be applied to the volume of non-government 
business and that amount of expense so allocated, 
leaving the balance to be applied against government 
work. It was, of course, necessary to ascertain that 
the cost of handling non-military sales had not in­
creased or that a program of expansion for postwar 
needs was not under way. In such cases the prewar 
rate was increased for current use. Preferably in such 
cases a careful specific allocation of the bulk of the 
cost elements was made.
Postwar accounting for distribution costs which 
fails specifically to charge major items and differen­
tially charge the general body of cost, where it cannot 
be shown that there is a proper basis for flat proration, 
will produce misleading figures as to the profit con­
tribution of new products, added markets, and addi­
tional sales in much the same manner as does failure 
to understand the relationship of the fixed costs of 
production to the variable cost of a new item. (See 
Differential Costs.)
Overrecoveries of Distribution Costs
As a result of the practice of computing a sales 
expense and an administration expense rate from the 
sales and expense figures shown on the profit-and- 
loss statement, and using these rates on estimates for 
currently quoted business, there was a continuous 
error as volume increased, which inevitably resulted 
in overrecovery of the expended costs creating ex­
cessive profits subject, in many cases, to renegotiation.14
The error is obvious but the backward-looking na­
ture of most accounting procedures, the failure to 
make projections and the lack of coordination be­
tween accounting and estimating departments caused 
much poor pricing and created a good deal of un­
expected excess profit that had to be recaptured by 
repricing and renegotiation. Its effect is particularly 
vital where the decision involves taking or rejecting 
certain business which may involve price concessions. 
The fact that a part of the overhead included in the 
regular price has been fully recovered makes the 
additional recovery a profit which (after weighing 
against the cost of the shut-down the risk of retalia­
tory competitive price action) on occasion may be 
justifiably sacrificed.
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Postwar Importance of Distribution Cost Analysis
It is apparent that the large portion of the con­
sumer price of many articles which represents dis­
tribution cost will receive a great deal of attention 
in postwar years. The need of keeping employment 
and production at high levels will focus attention 
upon ways and means of reducing costs to bring the 
price down so that the product may be absorbed 
in the maximum market.
Distribution costs are not always represented in 
the expense and cost accounts. Where the product 
reaches the ultimate consumer through intermedi­
aries payment for these services is represented by 
price allowances. For example, the sales account may 
reflect volume sold at retail at one price and volume 
sold to jobbers at a substantially lower price. Such 
price allowances, especially when making comparisons 
of alternative methods of reaching the consumer, are 
necessarily considered as distribution costs.
In some lines marketed through distributors and 
jobbers, the manufacturers had, before the war, taken 
over much of the burden of advertising, selling, bulk 
shipping, and inventory carrying. During the war, 
much government buying was necessarily done di­
rectly with the manufacturer, by-passing the inter­
mediary who could perform no useful function in 
such sales. As a result, the manufacturer is not so 
far removed from the problem of distribution to the 
ultimate consumer as he used to be. He has set up at 
least part of the organization to do the job, carried 
the inventories, done the consumer advertising, and 
incurred a good deal of the distribution cost.
With improved and speeded transportation, pack­
aging and preserving techniques, warehousing facili­
ties and possibly the expanded development of large- 
scale retailing organizations, it is possible that the 
greatest economies in distribution costs will come in 
eliminating some of the costs between the producer 
and the consumer. In studies looking toward this 
end, distribution costs must be treated with the pre­
cision that is applied to production costs.
Requisites for Distribution Cost Analysis
The primary need is an adequate classification of 
accounts grouped to match the basic divisions under 
which distribution costs are to be analyzed and broken 
down sufficiently so that one account does not carry 
a number of dissimilar items which must be dis­
entangled before the figures may be used.13 * 15
Because distribution cost analysis requires relating 
cost items to a variety of different bases, as occasion 
requires, the accounts must be set up, and the sup- * 15
14A simple record for maintaining control of the recoveries 
made as business was booked is illustrated in “Predetermination
of Termination Settlements,” by Harry E. Howell, The Journal of 
Accountancy, Oct. 1944, pp. 272-278.
15For classification of distribution cost accounts, see John 
J. W. Neuner, Cost Accounting, Principles and Practice, 2d ed. 
rev. (Chicago: Richard D. Irwin, Inc., 1942) , p. 390.
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porting records so organized that the figures may 
safely be used without extensive analysis and ad­
justment. Whether the classification is based on the 
nature of the expenditure, the function performed, 
the manner of distribution, or some combination of 
the three, depends upon the basic plan under which 
distribution costs are to be controlled and the type 
of units to which they are to be apportioned.16 
Distribution Cost Systems
Statistical cost accounting lends itself well to the 
needs of distribution cost analysis and control because 
of (a) the variety of bases (territories, lines, products, 
customers, classes of trade, orders by sizes, etc.); (b) 
the intermittent nature of the studies; (c) the fact 
that many of them 'must cover long periods to de­
termine trends; and (d) more particularly the fact 
that the usual basis of financial accounting, namely 
the amount of sales billed, is often an incorrect base 
for apportionment. Under these conditions nothing 
further may be gained by putting the distributions 
through the accounts.
Where billings do not follow within a short period 
the taking of the orders and do not approximately 
coincide with the ebb and flow of orders (i.e., there 
is substantial fluctuation in the backlog of unfilled 
orders), failure to measure certain types of distribu­
tion costs, such as direct salesman solicitation, against 
the value of orders taken rather than billings results 
in entirely erroneous conclusions. Failure to com­
pute a currently correct sales expense rate for esti­
mating use which recognized the amount of expense 
recovered in orders taken to date created much ex­
cessive profit for these contractors who continued to 
use in the current year a rate based on billings of 
prior years although orders booked to date in the 
current years exceeded the prior year’s entire business. 
For the effect of errors of this type, see the discussion 
of Postwar Pricing.
Differential Costs17
Business decisions usually involve the acceptance 
or rejection of alternatives. They may involve the 
taking or rejection of orders; cutting a price on a 
single order; making a price cut in a competitive 
market; raising prices; spending additional amounts 
for promotion and sales to keep the plant running; 
increasing, curtailing, or ceasing production, and 
many similar choices of vital import to the company. 
Unless information drawn from cost accounting re­
ports is recast and related to many bases not common 
to cost accounting formulas it will not usually fur­
nish the data needed to make sound decisions. In 
many cases the routine cost reports give information 
which is misleading for the purpose of assisting in 
determining alternate courses of action. Cost reports 
may show that the sales price of a line of product 
is below cost, but a conclusion drawn from such
figures that a loss equal to the difference would be 
eliminated by discontinuing the line would be in 
error. Included in the cost are elements of fixed and 
constant costs which would continue whether the 
product was produced and sold or not, and its elimi­
nation might result in adding to the loss because 
the remaining business would have to absorb the 
costs which remained.
Definition of Differential Costs
Differential costs represent the net effect of the 
choice of alternatives. The differential cost of added 
production is the difference between the cost of pro­
ducing the larger output and the cost of producing 
the previous smaller output. The cost of producing 
and selling an additional item is the difference be­
tween the total cost of producing and selling with 
the item included and without it. Differential costs 
will disclose the amounts by which an increase or a 
decrease in production is not matched by a propor­
tionate increase or decrease in cost. These amounts 
represent the recovery by increased production, or the 
failure to recover due to decreased production, of the 
fixed and constant costs of the business. These fixed 
and constant costs in turn represent the cost of stand­
ing ready to do business—the cost of capital, fixed 
charges on plant and equipment, and constant costs 
of the standby organization. Differential cost studies 
disclose how much of this cost of unused production 
capacity is absorbed or left unrecovered by the ac­
ceptance or rejection of a given proposition. Actually 
the knowledge that it is the margin of sales beyond 
the break-even point that produces the profit is 
elementary, but few cost reports clearly reflect this 
fact or show where the break-even point is, under 
various conditions. It is correct from a cost accounting 
standpoint to show that the first unit produced and 
sold carries the same profit as the unit at the full 
overhead absorption point or the unit beyond that 
point. Cost reports usually show a cost for a “unit” 
of a fixed quantity of production. This fixed amount 
of production is the number of units over which the 
allocated and fixed costs are spread. If the exact 
number of units in the fixed quantity of production 
are actually produced the cost of each unit is identical. 
But if any less are produced it is obvious that there 
is an “idle capacity” and an unabsorbed amount of 
allocated and fixed costs remain to be absorbed. If 
more are produced it is clear that, all the allocated 
and fixed costs having been recovered on the fixed 
quantity of production, the cost of the units above that 
point are free of those charges.
Business decisions cannot be soundly based on the 
“identical cost” without knowing what the variation
16See Cost Accountants’ Handbook, (pp. 140-151), for descrip­
tion of bases of classification of distribution cost accounts.
17For full discussion of this subject see Economics of Overhead 
Costs, by J. Maurice Clark (Chicago: University of Chicago 
Press, 1943).
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in unit cost is for a unit manufactured below or above 
the fixed quantity of production which produced the 
“identical cost.”
Illustration
Cost of each unit.........................
100,000 units 
Fixed Quantity
Below of Production Above
Variable costs per unit...........  .15 .15
PLUS allocated and fixed costs.. $100,000 $100,000
.15
.00
Cost per unit.............................. (a) . $1,15 .15 (b)
(a) $100,000 minus $1.00 for each unit produced up to 
one in question plus 15¢.
(b) Up to point where added production necessitates 
additional fixed and constant costs.
Illustration to Show Possible Errors in Applying 
Differential Costs to Distribution Costs (Exhibit 1)
This exhibit is designed to show the possibility of 
error in making decisions—
Item A. Where cost accounting methods are not ap­
plied to the allocation of distribution costs 
and an arbitrary proration is made.
Item B. When the cost system fails to reveal the 
“differential” cost of the line; or fails to 
disclose the “fixed cost” that is included in 
the cost of the product but which will not 
cease even if the product is discontinued.
Item C. Effect when figured on differential cost basis. 
Item D. Effect of assessing fixed costs on bases other
than causal responsibility.
EXHIBIT 1*
Application of Differential Costs to Study of Profit by 
Lines of Product or Class of Accounts •
A. Computed with distribution costs allocated as a percentage on the dollar of sales.
Line Volume Gross
Distribution
Cost Net
$ $ $ $
A 15,000 6,000 1,500 G 4,500
B 10,000 3,000 1,000 G 2,000
C 75,000 11,000 7,500 G 3,500
Schedule A shows that discontinuance of line B would result in foregoing a profit of $2,000 net.
B. Computed with distribution costs allocated by cost accounting methods—for example, order filling, clerical 
and selling costs at rates per order, or rates established for types of customers, or lines of product, etc.
Distribution
Line Volume
$
Gross
$
Cost
$
Net
$
A 15,000 6,000 3,500 G 2,500
B 10,000 3,000 3,500 L 500
C 75,000 11,000 3,000 G 8,000
Schedule B shows that discontinuance of line B would result in the elimination of a loss of $500 net.
C. To determine the true effect on the business of eliminating line B, it is essential, in addition to properly al­
locating distribution costs, to consider the differential cost of the line and its contribution to fixed costs.
Direct Costs   .  
Line Volume Mfg. Distrib. Income
A 15,000 8,000 3,500 3,500
B 10,000 4,000 3,500 2,500
C 75,000 48,000 3,000 24,000
Less fixed costs 
Net profit with line B
30,000
20,000
10,000
* Adapted from an exhibit in “Streamlining Your Overhead,” by Harry E. Howell, in NACA Yearbook 1940, pp. 200-201.
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If line B is discontinued: A B c Total
$ $ $
Sales 15,000 — 75,000 90,000
 
Variable costs 11,500 — 51,000 62,500
27,500
Fixed costs 20,000
Net profit without line B $ 7,500
Loss due to eliminating line B $ 2,500
(which is the unrecovered fixed costs of 
$3000 plus lost gross profit of $3000 less 
distribution cost saved $3500)
D. Instead of spreading fixed cost on the basis of causal responsibility as follows:
A
$
B
$
C
$
1. Marginal income 3,500 2,500 24,000
Fixed cost allocation 1,000 3,000 16,000
Net (Per B) G 2,500 LL 500 G 8,000
It could be figured that C, the basic product, should stand all fixed costs:
A
$
B
$
C
$
2. Marginal income 3,500 2,500 24,000
Fixed cost allocation — — 20,000
Net 3,500 2,500 4,000
or that any recovery above direct cost on A and B should go to reduce the fixed cost charge against C:
A
$
B
$
C
$
3. Marginal income 3,500 2,500 24,000
Fixed cost allocation 3,500 2,500 14,000
Net 0 0 10,000
Decisions to recover the fixed costs of the business from the most favorable sources are a matter of manage­
ment policy.
From the cost viewpoint, if discontinuance of line B does not reduce fixed costs, it can be sold profitably for 
anything above the differential cost of producing it.
Differential Cost of Added or Reduced Output 
(Exhibit 2)
The failure of cost systems to disclose “alternative 
costs” or differential costs and the fact that cost 
reports usually show only an “identical” cost for all 
units from the first to the last one constituting normal 
capacity, make it difficult to extract the information 
necessary for the management to determine policy 
on vital questions. Frequently decisions must be 
made to take volume at a reduced price or to let it 
go. Whether volume should be sacrificed to maintain 
price may depend not alone on the differential cost of 
the potential added volume but the effect of com­
petitive retaliation which would reduce the price of 
all output. Hypothetical conditions as to volume, 
price, and cost changes cannot be obtained from 
routine cost reports nor, in many instances, de­
veloped from them. Differential cost studies are 
needed to supply the information. In wartime such 
studies would have been of vital importance in com­
puting costs of unusual orders, in figuring the effect 
of multiple-shift operation, in setting prices to con­
trol the amount subject to excess and war profits 
taxes, and in quoting fair prices on government 
orders.
In the postwar period business will face many de­
cisions as to alternative actions and the figure facts 
cannot be disclosed without differential cost studies.
It might be noted in passing and in illustration of 
the many factors, other than cost, which influence 
decisions, that the impact of taxes may be decisive.18 
The need for reports which disclose costs for units 
at varying levels of capacity is illustrated by Ex­
hibit 2.
18Taxes absorb, at the present time, so much of the profit, and 
on the other hand absorb such a large proportion of the loss, 
that often an entirely different decision may result if the net 
result after tax is considered instead of the gross. In the postwar 
years the effect of excess profit credit carry-backs and carry­
forwards and net operating loss carry-backs and carry-forwards 
may have such overwhelming weight as to be the key factor in 
many decisions.
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Differential Cost Studies for Determination of Policy as to 
Volume, Price, and Taking or Refusing Business at Special Prices
Items Summarized from 
Detailed Works Sheets:
No Production 
Ready to Start
60%
of Capacity
80%
of Capacity
100%
of Capacity
120%
Requiring Add’l 
Facilities
$ $ $ $ $ $ $ $ $ $
Fixed Costs:
Depreciation (time basis) 15.000.00 15,000.00 15,000.00 15,000.00 28,000.00
Insurance, property taxes 15,000.00 15,000.00 15,000.00 15,000.00 28,000.00
General management 20,000.00 20,000.00 20,000.00 20,000.00 20,000.00
Sales management 15,000.00 15,000.00 15,000.00 15,000.00 18,000.00
Factory management 15,000.00 15,000.00 15,000.00 15,000.00 18,000.00
Warehouse management 10,000.00 10,000.00 10,000.00 10,000.00 12,000.00
90,000.00 90,000.00 90,000.00 90,000.00 124,000.00
Variable Costs:
Material 6,000.00 8,000.00 10,000.00 12,000.00*
Labor 6,000.00 8,000.00 10,000.00 12,000.00
Variable factory direct 9,000.00 12,000.00 15,000.00 18,000.00
Variable whse. direct 1,800.00 2,400.00 3,000.00 3,600.00
Variable sales direct 3,000.00 4,000.00 5,000.00 6,000.00
Variable mgmt. direct 1,200.00 1,600.00 2,000.00 2,400.00
27,000.00 36,000.00 45,000.00 54,000.00
Total Costs 90,000.00 117,000.00 126,000.00 135,000.00 178,000.00
Interest on Investment
(Add if pertinent)
Additional units produced 600 200 200 200
Differential cost thereof 45.00 45.00 45.00 215.00
Total units produced 0 600 800
Average cost per unit 195.00 157.50 135.00 148.33
Weighted average of costs
Per unit at each point 195.00 185.62 175.50 170.97
NOTE—Adapted from Economics of Overhead Costs, by J. * As a practical matter variable costs at both the 60% and
Maurice Clark (Chicago: University of Chicago Press, 1943), 120% levels would be different from those at 80% and 100%.
p. 185.
The usual cost report, based on overhead absorp­
tion at 100 per cent capacity, would show a cost of 
$135 per unit. A decline in production to 80 per cent 
of capacity might be assumed to bring about a re­
duction in costs of $27,000. Actually costs are reduced 
$9,000 (the variable cost of the 200 units). The $18,­
000 in fixed and constant costs remain to be recovered 
on 800 units instead of 1,000 raising the unit cost to 
$157.50. If volume could be maintained by isolated 
price concessions any price above $45 a unit would 
result in less loss than a cut-back of 20 per cent. 
Similarly it can be shown from this study that if the 
minimum possible expansion increases fixed costs to 
$124,000 a 37.8 per cent increase in volume is needed 
to have the same profit as before the expansion and, 
unless prices can be increased, such an expansion for 
a 20 per cent increase in volume is unprofitable. 
Exhibit 2a
Pro forma profit-and-loss statements to reflect result 
of alternative policies.
At
Normal
Capacity
$
Sales price ..........162,000
($162 per unit)
Variable cost .... 45,000
Marginal income 117,000
Fixed cost .......... 90,000
Profit .................. 27,000
At At
80% Normal
Capacity Capacity*
$ $
129,600 138,600
36,000 45,000
93,600 93,600
90,000 90,000
3,600 3,600
*Sales price made up of 80% of units at $162 each and 20% 
of units at $45 each. Any price above $45 per unit for the 20% 
added volume obtained by (isolated) price concession would 
result in more profit than a cut back to 80% of capacity.
Problems Involving the Relationship of Price, Cost, 
and Volume
Another group of decisions involve gauging the 
effect on profit of the interplay and the effect of 
interrelation of changes in price, in cost, and in 
volume and in combinations of the three. The re­
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ports covering such problems must be developed in 
special studies drawn from the regular cost account­
ing reports. However, unless the chart of accounts is 
so drawn up that the records show a clear distinction 
between (a) the variable costs at each level of pro­
duction, (b) the constant costs in the areas or “pla­
teaus” in which they do not change, and (c) the fixed 
costs, the ordinary cost accounting system will not 
supply the necessary data for these studies.
Problems of price setting, maintenance of volume, 
extent of market penetration, and competitive reac­
tion require a knowledge of the effect of the factors 
of price, variable cost, fixed cost and volume because 
maintaining a balance of all of these factors is the 
first job of management and a prerequisite to profit­
able operation. Accurate decisions cannot be made if 
cost is treated as a total. The extent to which “fixed 
costs” contribute to total cost is the most compelling 
factor in the weight given the cost information in 
making a decision.
Exhibit 3
Recovery of Fixed Costa per Unit of Sale and Computation of 
Break-even Point
Illustrations of Price—Cost—Volume Relationships
It is essential to know where, under any given set 
of price, cost, and volume relationships, the full re­
covery of total cost is achieved, how much the loss 
is as the units produced fall below that point and 
the profit which is added for each unit produced 
above it. The break-even chart (Exhibit 3) is a satis­
factory way to show these relationships. It presup­
poses that the fixed and constant costs can be segre­
gated and statistically compared or computed at 
various levels of capacity. Also that a flexible budget 
of semi-variable expenses at various levels of produc­
tion and a budget of variable costs per unit are 
available. While the lines of variable cost and total 
cost are here shown as straight lines they may, in 
more detailed studies, appear as a series of steps. Such 
break-even charts may be made for products, de­
partments, divisions, or the plant as a whole.
Profit Characteristics39
It is difficult to plan for the optimum use of pro­
ductive capacity; to budget sales, promotion, and 
advertising expense and to establish a price which 
will bring in the volume necessary to produce the 
desired profit without knowing the profit charac­
teristic of the product. This profit characteristic or 
pattern is the rate at which profit increases or de­
creases from the break-even point. It is a direct 
result of three factors: the sales price, the variable 
cost, and the gross amount of fixed and constant costs. 
From Exhibit 3 it will be seen that the profit char­
acteristic changes with any change in any one of the 
three elements. Such charts may be prepared for a 
product, or a line of products, a department, a divi­
sion, or the plant as a whole. They may cover exist­
ing products and those for which manufacture is 
contemplated. The effect of any given alternative 
is readily shown by substituting the hypothetical 
figures involved.
Once the relationship of the three elements—vol­
ume, price, and cost—have been established any num­
ber of computations may be made to show effect on 
profit of changing prices, volumes, costs, and com­
binations of any of the three. Also starting with a 
desired profit, computations may be made to show 
the various combinations of relationships of the three 
elements which will produce the desired result. From 
these the one most fitted to the company and suited 
to its place in the industry may be chosen for the 
development of a plan of operation.
Profit characteristics of a line of products where 
fixed cost is large in proportion to total cost. 
It will be seen from Exhibit 4 that a slight movement 
from the break-even point results in a marked 
change; in the rate of profit if the movement is up­
ward and of loss if it is downward. This is, of course, 
a well-known characteristic of industries requiring 
heavy capital investment in facilities. The exact 
knowledge for a particular company is usually not 
available from the cost department reports. Ignorance 
of the profit characteristics of many commercial ar­
ticles sold for war use in vastly expanded quantities 
resulted in unexpected excessive profits which were 
recaptured by renegotiation. The unexpected excess 
of profit arose from the overrecovery of fixed and 
constant costs which took place when sales exceeded 
the quantity over which these costs had been allocated 
in computing the price.
19See Exhibits 6a and 6g, NACA Yearbook 1940, op. cit., pp. 
195, 198.
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Exhibit 4
Effect of Volume on Profit Where Fixed Cost Is Relatively Small 
in Relation to Total Cost
Profit characteristics of a line of products where 
fixed cost is small in proportion to total cost.
Exhibit 5 shows a product with a profit characteristic 
or pattern that indicates that fluctuations in volume 
do not have as great, or as violent, an effect as for 
the product shown in Exhibit 4. This is due to the 
relatively low fixed costs.
Decisions as to price changes, attempts to get new 
volume and price concessions to maintain volume 
must necessarily differ for a product having this 
type of profit characteristic as distinguished from 
that shown in Exhibit 4.
Summary
Differential costs are a branch of the “information 
about costs” which the cost accounting function in a 
business should provide from the accounting figures 
and the statistics available from them. The informa­
tion provided by means of differential costs is prob­
ably the most useful and vital that is furnished from 
cost accounting sources because it reveals the under­
lying causes of profit and of loss under any set of 
actual, or hypothetical circumstances.20
Use of Cost Information in Pricing
Relation of Cost to Selling Price
The relationship of costs to selling prices is rarely 
direct, and it is nearly always complex and hard to 
trace. The fact that the relationships may be obscure 
in no way diminishes the value of studies of the inter­
relationships of cost and selling price under a variety 
of conditions. To make such studies a thorough
20For a detailed treatment of the subject, cf. the writings of 
G. Charter Harrison.
mastery of the limitations as well as the possibilities 
of the figures is required. For example, costs estab­
lished primarily for the purpose of charging and 
crediting inventory accounts, while satisfactory for 
that purpose may be less significant than estimates of 
future costs for such studies, particularly if prices 
of cost components fluctuate frequently. Further, the 
cost of a unit is only correct and identical for each 
unit if the precise number used as a base for dis­
tributing the allocating fixed and constant costs is 
being considered. The cost of each unit below or 
above this figure is different and this fact is of vital 
importance in relation to sales prices. (See Differential 
Costs.)
Costs may in themselves be arbitrarily allocated 
or assessed. Where several products are derived from 
a single source or process, costs cannot be assessed on 
any basis but an arbitrary one. If the basis used is 
the sales price of the product, such costs have little 
independent value for sales price studies. The price 
itself is rarely within the control of an individual 
producer, except in a monopoly situation. Very rarely 
indeed is price the product of the cost plus a desired 
profit. In non-repetitive sales such as may exist in 
some custom-built lines and in certain types of con­
tracting, cost may be a more important determinant 
than in the case of standard commercial articles sold 
in open competition.
Pricing on other bases is in everyday use. Retail 
mark-ups may be considered an appraisal of the 
relative margins of profit each line will carry above 
cost. Actually the mark-ups and mark-downs are an 
attempt by the trial-and-error method to move the 
goods at the highest price that will not retard the 
turnover. An increase in cost may in fact be a signal 
for a lower price. Goods which stay in stock on which
Exhibit S
Effect of Volume on Profit Where Fixed Cost Is Relatively Large 
in Proportion to Total Cost
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costs accumulate because of insurance, taxes, space, 
and storage charges are the ones on which prices are 
reduced to induce their sale. But the ordinary situ­
ation is that the individual puts his product on a 
market where the price has been set. It may have 
been set by his competition (marketing a new brand 
of chewing gum), by lines he expects to supplant (oil 
for heating against coal, malleable iron against pressed 
steel, etc.), by the relative desirability of the product 
in competing for its share of the consumer’s dollar, 
and by his own desire to use the line to further sales 
of other products (loss leaders).
Sometimes the competition is local, sometimes 
national and often, in spite of tariffs, international. 
It should not be concluded that existing prices in 
the market are necessarily sound. All sorts of judg­
ments, guesses, blind following of precedent, and 
human emotions which do not count the cost, have 
entered into them. Nevertheless, they may often be 
controlling, at least in the immediate future. Costs, 
therefore, rather than determining selling prices are 
instead controlled and limited by them. The chief 
function of costs in that situation is to show whether 
or not these selling prices may be met and the con­
cern achieve its desired goals. Ordinarily, therefore, 
the cost of a standard commercial article sold com­
petitively has, at best, only a long-range effect on the 
price. The price for the products of a concern may 
be set by its competition and cost data merely help 
show how the price may be met, or fortify a decision 
to take or to refuse the business.
Other Considerations in Setting Prices
It may be closer to reality to say that price is less 
often cost plus the desired profit than to say that 
the limit of cost is price minus the desired profit. 
Cost is only one determinant of price. Many other 
considerations and motivations may have a more 
direct influence at a given time. Prestige, preservation 
of competitive position, desire to obtain a new cus­
tomer, promotion of a line of products, entry into 
a competitive field—in many cases such motivations 
are controlling and the cost of the item is not the 
main factor in setting the price.
There are occasions, however, where these other 
considerations and factors are absent or are of little 
consequence, as was the case in many of the sales 
made to the government during the war. Cost may 
well be the determining factor in setting the price 
when these other motivations are lacking. Whether 
or not the cost is an immediate or a long-range factor 
in price determination of a given line, or whether 
the chief function of cost information is to furnish the 
means of achieving a profit, or reducing a loss, at 
prices already established, the fact remains that costs 
should be a major factor, but not the sole determi­
nant, in all price decisions.
Inadequacy of Routine Cost Reports
Cost information furnished by cost departments as 
part of regular routine quite often does not have 
a great deal of influence in price determination. 
Among the reasons for the failure to use this in­
formation may be listed:
(1) The failure to make studies of costs apportioned 
and allocated on some other theory than causal re­
sponsibility. For example, the very practical and 
time-honored method of allocating overheads on the 
basis of “what the traffic will bear” or upon “ability 
to pay” is rarely reflected in the cost data furnished. 
Other theories may be employed, the justification 
being that if they are actually used by business in 
making prices they demand recognition in cost stud­
ies. Among these theories may be listed:
(a) “What the traffic will bear” or “ability to pay.”
(b) The benefit on use derived by the product 
from the cost element. This may be measured 
by the accretion of value to the item, which 
may exceed the cost of the process causing it.
(c) On the basis of making the overhead assess­
ment in relation to the sales price. In this con­
nection, the methods used in allocating costs 
to joint products offer interesting possibilities 
for wider use.21
(d) On an arbitrary basis designed to bring about 
maximum sales, full utilization of facilities, 
and such recovery of fixed and constant costs 
as business judgment may consider most prac­
tical.
(2) Failure to set apart the cost of idle facilities and 
organization.
(3) Failure to reflect the results of the interrelation­
ship of volume, price, and cost, and changes therein.
(4) Failure to realize that the elements includible 
in a minimum price vary with the conditions antici­
pated when the sale is made.
If the factory is running at capacity the elements 
going into the calculation of a minimum price (ignor­
ing factors other than cost) are different from those 
used when the factory is running below capacity and 
needs production.
Again different elements and profit margins are 
involved where the available business substantially ex­
ceeds factory capacity. This is excellently discussed 
in E. Stewart Freeman’s article “Pricing the Product,” 
in the 1939 NACA Yearbook (pp. 21-38), from which. 
Exhibit 6 is reprinted.
Where Cost Is the Prime Factor
The situation where cost may be the prime factor 
in establishing price was clearly brought out by war­
time experience. In pricing war products competition 
was rarely a factor; profit margins were limited, and it 
was desirable usually to limit them voluntarily to
21See Cost Accountants’ Handbook (p. 495).
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How Selling Prices Should Be Related to Costs
Under Various Conditions
(Shaded portions represent costs to be covered by net collectible selling price)
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Exhibit 6.
avoid recapture through renegotiation proceedings. 
The opportunity for setting sound prices for wartime 
products by cost accounting techniques and from 
cost data was an excellent one, but on the whole it 
was not met. Because problems of a similar nature 
must be met in the postwar period under competitive 
conditions which will not protect the contractor from 
the consequences of his pricing errors, it is beneficial 
to review briefly wartime pricing experience.
Pricing of War Products
Early stages. The difficulty of estimating and
establishing sound sales prices for wartime products 
was a serious one. The uncertainty, as well as the 
lack of necessary time, made it difficult to prepare 
estimates suitable for negotiating sound pricing. One 
of the basic uncertainties resulted from a lack of ex­
perience. Contractors were suddenly called upon to 
abandon their peacetime endeavors and to produce
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items they had never before made. Even where they 
had had some experience, the unprecedented increase 
in volume and speed of production rendered the prior 
experience, which had ordinarily been on a relatively 
small scale, of little or no value in estimating costs 
and fixing prices. Shortages of materials of many 
kinds and uncertainty as to the prices of all made the 
forecasting of costs a hazardous operation. The same 
was true with respect to labor, especially since many 
experienced workmen were being taken into the 
armed forces and had to be replaced with great num­
bers of untrained workers. Add to those factors the 
continuous changes in design and specifications of 
the items being manufactured, as well as the use of 
new plants, facilities, and processes, and some idea 
may be gained of the complications, doubts, and un­
certainties that confronted contractors, as well as gov­
ernment negotiators, and made the estimating of costs 
an extremely difficult matter. The result was in­
evitably high pricing to cover these uncertainties. 
To counteract the effect of overpricing, which brought 
about excessive profits, renegotiation was adopted as 
a means of recapturing them. While the Renegotia­
tion Act provided for correction and revision of prices 
for future periods, the emphasis was upon recapture 
of past profits rather than the elimination of future 
excessive profits.
Partly, this was due to failure to correct the faults 
in the estimating system and partly because many con­
tractors wanted this cushion of excessive profit as a 
reserve against contingencies which they were willing 
to refund if these contingencies did not eventually 
materialize.
Pricing to economize on resources. It is un­
doubtedly true that the greatest incentive to cost 
reduction comes from a stiff competitive selling price. 
The government early realized that high prices spelled 
not only excessive profits but wasteful use of men, 
material and machinery. In the absence of compe­
tition to keep prices close it was necessary to use ad­
ministrative controls so as to keep prices close enough 
to costs and exert pressure on them. Founded upon 
the concept that pricing policies and methods are, 
and must be regarded as, an integral part of pro­
duction itself and that the price of an article directly 
influences the cost of producing it, the government 
initiated a vigorous program for “close prices,” thus 
attempting by administrative means to obtain the type 
of prices which are usually found in a free competi­
tive market.22 Such prices were believed to be the 
prime incentive to efforts to obtain the highest effi­
ciency in the use of materials, men, and machinery 
and a spur to the development of new processes and 
methods to reduce costs and thus conserve the na­
tion’s resources. With this reasoning, fixed-price con­
tracts were encouraged and discontinuance of auto­
matic escalator clauses and a movement away from 
“cost-plus-a-fixed-fee” contracts took place.
Basic objective of pricing policies. Subsequent de­
velopments in pricing policies and methods were 
designed to achieve three basic objectives:
, (1) To maintain incentives for efficiency in costs 
and maximum production.
(2) To obtain fair prices and prevent excessive 
profits, and
(3) To contribute to the control of inflation.
Pricing methods. Major emphasis was placed upon 
sound pricing in the initial procurement. By means 
of analysis of cost components shown on the con­
tractor’s estimate, comparison of cost and price 
trends, elimination of contingency allowances and 
data developed from Standard Procurement Forms, 
efforts were directed to sound estimating upon which 
fair prices could be established.23
Great difficulty had to be overcome to get contractors 
to estimate costs and set prices on war items which 
they had not made before. Actually the problem was 
different only in degree from that which they met in 
the usual course of business when setting a price for 
a new product before it had been manufactured or 
marketed. Various price revision articles and special 
relief provisions and offsets allowed under renego­
tiation, as well as the sharing of the bulk of a loss 
by the government under the high tax rates, all served 
to reduce the contractor’s risk to a minimum. Yet 
the cost-plus idea of justifying a price persisted to a 
point where in many cases an impasse was reached— 
the contractor being unwilling to estimate in advance 
of production, yet the experience cost data upon 
which he wished to rely was unobtainable until pro­
duction had started. In such cases an unpriced letter 
of intent was sometimes used permitting the work to 
proceed and fixing the price later in the light of ex­
perienced costs. Subsequent developments showed that 
estimates could nearly always be made with reasonable 
accuracy but that it was the fear of contingencies 
that led to the desire to set a price after the costs 
were compiled from actual experience. To encourage 
the elimination of “loading” and of allowances for 
contingencies in estimates, price revision articles were 
provided that gave ample opportunity to correct ini­
tial errors in the prices and to compensate, if proper, 
for subsequent happenings after the start of per­
formance. The early price revision articles placed 
great reliance on the cost data accumulated to the 
time of revision. Later the emphaisis was shifted to 
reliance upon a sound estimate of the cost of pro­
ducing the remainder of the contract using the costs 
accumulated to date only as a guide and a check on
22See Army Service Forces Manual: M601 (Procurement), 
“Pricing in War Contracts,” Aug. 2, 1943; M609 (Procurement), 
“Company Pricing,” Oct. 30, 1944.
23For full exposition of War Department pricing policies 
“Pricing in War Contracts,” by Glen A. Lloyd, Law and Con­
temporary Problems, Autumn 1943 (School of Law, Duke Uni­
versity), pp. 235-261. (See also “War Goods Pricing in 1945,” by 
Fred C. Foy, The Journal of Accountancy, March 1945, pp. 198- 
204).
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this estimate and then only after allowing for early 
inefficiencies, waste, improper methods, and non- 
repetitive costs.24
In the process of individual contract price analysis, 
the War Department found that checking of indivi­
dual cost estimates requires the acceptance of certain 
rates of overhead for manufacturing overhead, sales 
expense, and advertising and general administrative 
items that could not be checked except against the 
company’s figures as a whole and particularly against 
the projections of the volume of future business over 
which the budgeted totals of such expenses was ab­
sorbed. As an outgrowth, therefore, of the problem 
of pricing individual contracts fairly and as an ex­
tension of individual contract price analysis, a pro­
gram of company pricing review was inaugurated.
Under this program the pricing problems of all 
government agencies with a given contractor were 
handled by one service. The effort was to correct 
estimating and to eliminate contingency allowances 
and excessive profit margins.
The most common faults disclosed by company pric­
ing, many of which may carry over to peacetime 
operations, were:
(1) Failure promptly to adjust estimating rates for 
material, labor, and production center overhead. 
Rates used by estimating departments lagged behind 
current cost department figures which themselves 
failed to reflect anything but past history. Rates for the 
period during which the contract was to be per­
formed, based upon budgets of volume and expenses 
and estimates of absorption bases, were not often 
encountered.
(2) Failure to eliminate allowances for contingencies, 
whether shown separately, included in the profit mar­
gin estimated, or hidden in the cost components.
(3) Failure to make adjustments to prevent over­
absorption of fixed manufacturing overhead, sales, 
and administrative expenses.
Relieved of these “cushions” created by overabsorp­
tions, the contractor in many cases examined his 
methods of production more carefully and found 
means to reduce costs. Many found, for example, that 
the purchasing function was reduced to an order-writ­
ing process with little attention paid to prices quoted 
by subcontractors and suppliers, and corrected this 
condition so that the pressure on costs was carried 
down through the tiers.
Postwar Pricing
Errors of the type described were not so serious in 
their consequences due to the general high levels of 
profit, the protective clauses, and other relief pro­
visions in war contracts. In the postwar period the 
penalty for such errors might well mean bankruptcy 
due not so much to pricing too low but pricing the 
company out of the market. The essentials for a
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proper contribution from cost information to sound 
postwar pricing are:
(1) An adequate breakdown of the production and 
distribution cost to show: Sunk costs, i.e., those which 
are spent and which are unrecoverable and which 
have no value unless the facilities are used.
Fixed and constant costs, i.e., those which within a 
wide area of operation will be incurred in any 
event.
Semi-variable costs, i.e., those which remain reasonably 
constant for each level of production. The limits 
of each “plateau” of semi-variable costs must be 
defined and the effect of contemplated potential 
volume computed.
Variable costs, i.e., those incurred because a unit is 
produced and not otherwise. It is imperative 
that these reflect prices and costs for the period 
during which production is contemplated and 
not historic costs which may not be relevant.
(2) Interest is an element of cost which requires 
consideration in many studies of price and policy 
alternatives. The fact that interest is not carried into 
the accounts does not mean that it should be ignored 
where it is a relevant factor.
(3) Differential cost studies, both of production 
and distribution costs, are essential if proper decisions 
are to be made where alternatives as to volume, price, 
and cost are involved.
Summary
While routine cost reports rarely contribute to the 
setting of sound prices, it is clear that the “informa­
tion and costs” available from a good system, when 
developed with some imagination and flexibility of 
concept, can make a major contribution.
In much the same way as an adequate cost control 
system may flourish from the roots of the cost account­
ing system, so data vital to the management in de­
ciding problems of price, volume, inventory policy, 
and similar matters may stem from the same roots. 
It is natural that business should be more apprecia­
tive of the fruits than the roots.
Cost Reports
Much has been written as to the purpose, value, 
and requisites of cost reports.25 It seems clear that, 
in a business enterprise at least, their justification 
must be an economic one and measured by their con­
tribution to the making of profits, preventing of 
losses, and protection of the assets of the business.
The war did not produce any general forward de­
velopment or improvement of cost reports. Rather 
it was more often the case that reports were discon­
tinued for lack of help to compile them. The cut­
ting off of necessary shop data, misleading figures due 
to failure to correct standards, and often the sheer
24See Army Service Forces Procurement Regulations, Sec. 3.
25See the Index to NACA publications; Cost Accountants’
Handbook; NACA Bulletin for Feb. 1941.
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multiplicity of clerical errors and the long delay in 
getting out reports rendered them useless.
Principles
To develop sound cost reports the following prin­
ciples should be followed:
(1) The report should be designed to fit the needs 
of the one who is to use it.
(2) The objective of the report must be clearly 
thought out and its contents restricted to the 
subject without extraneous matter.
(3) The report should answer questions, give infor­
mation and induce action. For that reason care 
must be taken to see—
(a) That it is timed and spaced in relation to 
the time cycle of the subject matter.
(b) That its form conveys the information in 
the clearest and most readily understood 
form.
Reports designed? for cost control received a great 
deal of attention in prewar years, but the full field 
of usefulness of the cost accounting function has not 
yet been fully realized because reports have largely 
been confined to those derived from the dollar records 
and based on a single concept of cost.
Actually the cost accountant is in a position to 
furnish management with the key information for 
deciding a great variety of questions of management 
policy. In addition to the reports which measure and 
control costs of production reports of equal impor­
tance may cover many other important policy matters. 
Usually in the reparation of these reports the cost 
accounting data merely represents a point of depar­
ture and much of the significant data remained undis­
closed unless other concepts of cost are employed. 
In this field of “information about costs” there must 
be an elasticity in the employment of concepts and 
greater freedom in the arrangement and correlation 
of data.
Additional Reports
Additional reports may well cover such matters as:
Sides prices of products. The determination of 
what is a desirable price, the way in which the price 
is affected by changes in the cost components, the 
relative profit on various items are here included. 
By means of differential cost the effect on the busi­
ness of dropping or reducing a line, or increasing or 
adding a line is of paramount interest. By the same 
means, the true stop-loss price may be computed at 
which it is better to lose the business than to be out- 
of-pocket, and, as has been shown, this figure can­
not be taken from routine cost reports.
The cost of idle capacity of plant, equipment 
and organization. Reports on this subject, while 
drawn from the variance accounts, need to be related 
to causative factors, including total available business 
and competitive price levels. More important, these
reports should cover a long time cycle as the recovery 
of the fixed and the constant costs of a concern is 
not as a practical business matter settled by writing 
off the variance account or closing the books.
Reports for control of inventory. In addition 
to the usual reports of comparisons of investments, 
rates of turnover, etc., information should be fur­
nished to show the extent to which the current profit- 
and-loss statement has been affected by the ebb and 
flow of overhead charges, included in' inventory cost, 
and impounded or released as inventory investment 
fluctuates. To the extent that fixed and constant 
costs have been included in inventory valuations and 
inventory investment fluctuates, the profit-and-loss 
statement is an inaccurate measure of the profitable­
ness of current sales activity.26
It has been suggested that it would be proper to 
charge off fixed and constant costs currently on the 
books of account and exclude them from inventory 
valuation. This would avoid the distortion of the 
profit-and-loss statement and these costs would be 
picked up in the statistical compilations of cost.27
The profit-and-loss statement, as a measure of the 
current sales operations, is further distorted by the 
write-off of variances arising from cost of production. 
Where these are not separately disclosed, entirely mis­
leading figures of gross profit on current sales may 
result.
The profit-and-loss statement should disclose the 
three different operations which go into it:
(1) The results of current sales operations.
(2) The results of current production operations.
(3) The effect of the inventory investment policy. 
Postwar Possibilities
Most cost reports will have to be redesigned and 
reinstituted in postwar operations. The fundamental 
factors still are those listed in the preceding para­
graphs, but in practice the urge to make the report 
an end in itself, to make it “complete” by including 
inconsequential detail and the rigidity and inertia 
which comes with printed forms and stereotyped rou­
tines may still act to prevent the preparation of cost 
reports which will be informative, interesting, prompt, 
up-to-date, and designed to meet the needs of those 
who use them stated in terms they can understand.
In the final analysis the test and justification of 
cost accounting lies in its contribution to the profit 
of the company. Its disclosure of facts and conclu­
sions which influence the management in its decisions 
must be made through the reports. The best cost 
system must fail if inadequate reports make it inar­
ticulate.
26See “Streamlining Your Overhead,” by Harry E. Howell, 
NACA Yearbook 1940, pp. 176-222.
27See “What Did We Earn This Month?” by Jonathan N. 
Harris, NACA Bulletin, Vol. 17, No. 10, Jan. 15, 1936, pp. 501-
526.
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CHAPTER 18
BUDGETS AND BUDGETARY CONTROL
By Prior Sinclair*
Budgeting Control Principles
THE development of effective budgeting has been a signal aid in the business accomplishments of more than a decade preceding World War II. The use 
of budgeting methods was greatly extended in pros­
perous periods and stood business in good stead dur­
ing times of distress. Although the practicability of 
budgetary procedures has been severely tested during 
the war period by the tremendously more difficult 
task of forecasting, undoubtedly those businesses which 
continued to operate with methods of budgetary con­
trol are best prepared to meet the trials with which 
they will be faced during the postwar period. Today 
budgeting in its completeness, effectiveness, and re­
finement of methods is advanced far beyond the con­
cept of a few years ago. Budgeting is now recognized 
as a vital business function; it is closely allied with 
accounting, and supplies another worthy instrument 
for the use of management. Budgeting principles per­
mit of wide application. The subject should be con­
sidered in its full scope not merely as a matter of 
mechanical routine or as a phase of accounting pro­
cedure but more broadly as reflecting the considered 
plans of practical business management.
Although budgeting has always been closely related 
to the accounting function, today in business and 
industrial operations the preparation and administra­
tion of a budget calls for the services, counsel, and 
actions of many executives—financial, sales, and pro­
duction. Yet any budget, when completed, is ex­
pressed in accounting terms. Its operation is com­
pared, analysed, and interpreted by accounting 
methods and at every step in its preparation and 
operation, accounting technique and experience are 
required.
Briefly characterized, the budget is a plan. Its pur­
pose is to establish and organize a program of operat­
ing performance which avoids the necessity for a 
continuous flow of orders from the major executives, 
dealing with relatively minor and routine matters, 
and to provide a valuable addition to the methods 
used for coordinating the various activities of the 
business.
Budget Planning v. Budget Control
The term “budget control” or “budgetary control” 
has had extensive use in connection with budgeting. 
Its adoption and acceptance developed around the 
purpose of the budget, which is to realize an objective 
or defined goal by use of a plan of operation. How­
ever, the budget does supply management with an
excellent device for the exercise of managerial control 
by means of which the defined goal is attained. After 
a budget has been prepared and approved, its applica­
tion is accomplished by means of the usual managerial 
procedures and methods. Material inventories are 
controlled through the balance of stores accounts, 
labor through the payroll, and expense through the 
departmental reports. That is, the usual management 
devices, which have been developed and perfected by 
management engineers, first in manufacturing con­
cerns and later for mercantile organizations, are the 
means whereby the budget is administered and the 
predetermined results realized.
The viewpoint of the budget is forward looking. 
Past records are of value only in the preparation of 
the plans. In this respect budget practice represents 
a change in mental attitude from that form of ac­
counting which is confined to the recording of events 
as they occur.
Purposes of the Budget
Briefly stated, the purposes of a budget are to:
(1) Establish a definite objective of performance for 
the enterprise.
(2) Aid in the formulation of executive policies gov­
erning future operations.
(3) Promote cooperation in furthering the policies 
adopted and in the execution of the plans.
(4) Determine limits within which expenditures are 
to be confined.
(5) Determine what funds will be required, when 
they will be needed, and from what sources they 
will be derived.
(6) Set up comparisons and checks to show cur­
rently the degrees and quality of operating per­
formance.
(7) Indicate when and where operating changes must 
be made currently in order that planned objec­
tives may be realized.
Classification of Budgets
Many kinds of budgets are in use, in fact so many 
that helpful classification is difficult. However, sev­
eral distinct points of view may be selected and in 
each one a grouping may be suggested.
From the financial point of view budgets are divisi­
*For a more complete discussion of budgeting by the author 
of this chapter, see Budgeting, by Prior Sinclair (New York: 
Ronald Press Co.). Acknowledgment is made to the Ronald 
Press Company for permission to use in this chapter some of 
the material originally presented in Mr. Sinclair’s book.
Copyright 1945 by American Institute of Accountants
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ble into two classes: (1) estimates for use of the 
financial managers, and (2) schedules of appropria­
tion which have been formally adopted, the terms of 
which are mandatory. When a budget plan is to be 
introduced it is generally best to start with the first 
of these two classes unless there exists a situation 
which dictates that a definite plan be at once adopted 
and adhered to. It is always well to have in mind 
the probability that the budget which begins as an 
estimate will, in time, reach a stage of development 
where it will be formally adopted as a limit to appro­
priations and expenditures.
Another classification of budgets is: (1) master 
budgets, (2) sub-budgets. The former covers the 
entire range of financial operations, while the latter 
is concerned with estimates for underlying depart­
ments and individual activities. In a manufacturing 
concern sub-budgets may be set up by departments 
as follows: production budget, engineering budget, 
supplies budget, traffic budget, accounting budget, 
welfare budget.
Other classifications are described as “lump sum” 
budgets and “segregated” budgets. The first is a 
blanket appropriation covering the needs of the de­
partment as a whole, as for instance, a heavy machine 
department in a machine shop. The segregated bud­
get sets up separate estimates or appropriations for 
each function of the department or for each class of 
expenditures. For instance, segregated budgets for a 
heavy machine department in a machine shop would 
cover direct labor, direct materials, indirect labor and 
expense materials, and supplies. The lump-sum bud­
get allows the departmental executives considerable 
freedom in the use of funds, control being exercised 
through the accompanying cost schedules. Segregated 
budgets require more work and effort to prepare, 
but narrow the problem of control and enable the 
management to focus its attention more sharply upon 
those operating factors which may be adversely affect­
ing performance. The size and complexity of opera­
tions determine whether lump-sum or segregated bud­
gets are desirable.
Budgets can also be classified according to the pur­
poses for which they are prepared. Five major classes 
or types may be recognized: (1) financial, (2) sales,
(3) cost control, (4) managerial or executive, (5) 
analytical accounting.
The first of these, the financial type, is an aid in 
the primary problem of maintaining adequate work­
ing capital. The procedure for its development and 
administration is the responsibility of the treasurer. 
It is usual to summarize the various budgets into a 
balance sheet as of a future date which is studied 
primarily from the viewpoint of the effect of the con­
templated plan of operations upon the future work­
ing capital position and the financial requirements 
to sustain the planned operation.
The sales type of budget involves in its prepara­
tion an analysis of markets, analysis of potential sales, 
study of salesmen’s performances, investigation of 
advertising results, and scrutiny of sales methods and 
results.
Sometimes elaborate statistical studies are re­
quired. Emphasis is placed on the problem of se­
curing maximum sales, and the budget is directed 
toward stimulating sales; it is not concerned with cost 
control, but relies upon the increase of volume for a 
favorable effect upon costs. However, when determin­
ing sales budgets the questions of cost and profit are 
not disregarded. Careful consideration should be 
given the margin of profit on each class of products 
in order when practicable to direct more intensive 
effort to the sale of the more profitable numbers. 
To this extent, therefore, modern budgeting weighs 
the cost viewpoint in determining the sales budget. 
Upon completion of the sales budget the sales de­
partment is concerned solely with increasing volume 
along the lines prescribed by the management but 
within the budgeted limits.
The cost control type of budget is intended to plan 
production cost and is only partial in its effect if it 
fails to include also the commercial expense. Esti­
mates are preferably set up in the form of standard 
costs and the primary objective is cost reduction.
The managerial or executive type of budget em­
phasizes the coordination of all operating activities. 
The principal objective is a balanced, closely knit, 
smoothly operating organization operating under a 
preconceived budgeted plan, the basis for profitable 
operation.
The final type in this classification—analytical ac­
counting—seeks to determine currently what has hap­
pened and why it has happened. Not only does it 
reveal the causes of losses but also the occasion of 
unexpected profits. Every' effort is made to avoid 
repeating the mistakes of the past and to improve 
the operations, thus making more certain the realiza­
tion of the budget objective. The form of this 
analysis is a summary of differences between budgeted 
and actual performance. Its reports should be pre­
pared in the same general form as the budget and sub­
budgets hereinbefore described to facilitate reference 
by department heads.
A comprehensive budget program involves the fol­
lowing general steps:
(1) Making the sales forecast.
(2) (a) For a trading concern
Planning the merchandising program.
(b) (For a manufacturing concern)
Planning the production program. 
Determining plant requirements. 
Determining material requirements. 
Determining labor requirements.
(3) Estimating expenses.
(4) Preparing estimates of monthly cash receipts and 
disbursements for the budget period.
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(5) Estimating monthly profit-and-loss statements for 
the budget period.
(6) Estimating monthly balance sheets for the budget 
period.
Limitations of the Budget
The budget is a management device and, like all 
such mechanisms, is subject to certain limitations. 
Forecasting is not an exact science; therefore judg­
ment must be used in following any plan based 
thereon. Budgetary practice is no exception to that 
rule. Furthermore, there must be frequent revisions 
of estimates as performance reveals variations from 
the estimated schedules of a character which should 
be reflected on the budget.
The budget is a plan, and no plan or other man­
agement device functions automatically. After the 
budget estimates are prepared and approved there 
must be applied the full force of executive initiative 
and support, that the budget may be equalled or 
bettered.
No budget plan or other management device can 
take the place of good administration. The budget 
does not deprive executives of freedom of action. 
Rather it places in their hands the means for making 
their own work more effective. Furthermore, it pro­
vides a guide by the use of which administrative de­
cisions can be made with expedition and certainty.
Finally, no budget can be immediately perfected. 
The question of time must always be taken into con­
sideration. Weeks, months, perhaps a longer period, 
of education and training are necessary before a large 
organization can function completely on a budget 
basis. Furthermore, too much must not be expected 
of a budget system at the outset, but the possibilities 
and advantages are so great that the requisite time 
and other expenditures necessary for establishing a 
budget and budgetary procedure in a business con­
cern are fully justified.
Budget Organization and Administration
Decisions and effective control by the manager are 
necessarily based largely upon his own good judg­
ment. Situations, circumstances, and emergencies con­
tinually demand immediate decisions and prompt 
action. The quality of these decisions and the cer­
tainty of the actions are dependent to a considerable 
degree upon the information available to the execu­
tive at the time he decides and acts. It is at this point 
that the budget enters as a carefully prepared instru­
ment designed to facilitate executive action and in­
crease the proportion of success resulting from such 
actions.
Certain requirements must be satisfied and a few 
essentials must be provided for the successful opera­
tion of a budget plan. In general there must be:
(1) An accountable business organization in which 
authority and responsibility are defined and 
devolved.
(2) Clearly defined business policies.
(3) An adequate supply of accurate information and 
pertinent data for the purpose of preparing the 
budget estimates.
(4) A definite plan for the administration of the 
budget after it is set up.
(5) A well devised and complete general accounting 
system organized to furnish basic information 
and to prepare period-to-period comparisons of 
estimates and performance.
(6) An adequate cost system controlled by the gen­
eral books of account.
(7) An accounting classification of the general ledger 
and of the cost and other subsidiary ledgers to 
be used in classifying the budget estimates.
(8) Perpetual inventory records of stores, raw mate­
rials, work in process, finished goods, and plant 
and equipment.
(9) A schedule of the regular weekly or monthly 
reports of departmental expenses and monthly 
financial statements.
The responsibility for a budget program shall be 
lodged in the hands of some officer who is closely 
connected with the central executive control. 
Logically, and frequently in practice, this individual 
is the controller, if the organization includes such an 
executive. If there is no controller in the organiza­
tion, the budget officer is frequently selected and 
designated as an assistant to the president. In still 
other cases, the treasurer is charged with responsi­
bility for the budget.
The budget officer, in an organization of any size, 
works through a budgetary committee which is often 
made up of the heads of the various departments. 
In setting up such a committee the following rela­
tions should be safeguarded:
(1) A cross section of the entire executive viewpoint 
should be represented in the personnel.
(2) The head of each important department should 
take an active part in the preparation of budget 
estimates.
(3) Upon every department head should be fixed the 
responsibility for the execution of his part of 
the budget.
In applying the principle of responsibility and 
authority, it is evident that each executive who 
operates under the budget must be held accountable 
for results obtained in his own department. To gain 
this cooperation, an effort should be made to secure 
his willing and enthusiastic acceptance of the goal 
or standard of operation.
Business policies are necessary for the successful 
conduct of any enterprise, but they are not always 
defined or formulated. However, in preparing for a 
budget it is essential that policies be definitely estab­
lished at least for the forthcoming budget period. 
Among the more important are: a sales policy as to 
what product is to be sold, where, under what terms, 
and at what prices; the level of wages to be paid and
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hours to be worked; amount of inventories to be car­
ried; program of improvement, betterments, increases 
to plant and equipment.
One item of general policy which concerns the bud­
get itself deserves emphasis. Unless the budget is made 
up in such a manner that it is an attainable standard 
of performance it will fail of its highest purpose. 
That is, if the executives responsible for securing re­
sults under a budget plan find that the estimates are 
not reasonably attainable, the incentive which the 
budget should give will be lost. The budget esti­
mates must be fair and reasonable and must not be 
looked upon as doubtful of attainment.
Budget Information and Data
Among the items of information which are needed 
are: accounting data in regard to past performance, 
information in regard to the internal conduct of 
the business which is not available from accounting 
records, such facts as are shown by analyses of dis­
tribution of stock by departments and classes of mer­
chandise, sales activity of various salesmen by 
departments, territorial analysis of markets, and the 
like. And, finally, there is need for statistical informa­
tion in regard to external factors, including general 
business conditions within the line of business under 
consideration, the secular trend, and the position of 
the concern in relation to peculiar or unusual trade 
conditions or trends. Many of these data have an 
impact upon the preparation of the sales estimate. 
Plan for Budget Administration
A plan for budget administration centers around 
three main functions:
(1) The preparation of the budget estimates.
(2) The approval of the budget estimates.
(3) The enforcement of the budget plan.
The work of preparing the estimates for the budget 
is performed by the accounting department with the 
assistance of the various department heads; or, the 
accounting department may supply pertinent in­
formation and the department heads may actually 
formulate the estimates. It is wise to place consider­
able responsibility for the preparation of these esti­
mates upon those individuals who will later be re­
sponsible for performance.
The various estimates after they have been pre­
pared are submitted to the budget committee which, 
in a manufacturing business, is usually composed of 
the president, sales manager, production manager, 
treasurer, and controller or auditor. In a mercantile 
business, the personnel may be the president, mer­
chandise manager, treasurer, personnel manager, and 
controller. This committee considers all the depart­
mental estimates, makes whatever changes and revi­
sions may seem desirable, and approves the budget. 
If there is difficulty in arriving at an agreement within
the budget committee, the decision is often left to 
the president exercising the function of chairman of 
the committee.
In working out the departmental budget estimates, 
the committee will frequently call upon department 
heads to explain their estimates, particularly where 
there are substantial variations from previous opera­
tions. Under some conditions, the budget may be 
submitted to the board of directors for final approval 
before becoming effective.
Inasmuch as frequently the budget is made up of 
estimates for a variety of functions and departments, 
its enforcement or execution devolves upon a number 
of individuals. The process of enforcement is through 
the regular operating and management channels, and, 
in each case, the responsibility for performance rests 
upon the individual who is in charge of the operation 
of the particular function involved.
The Accounting System. While an adequate 
accounting system is an essential for any business, it 
is peculiarly necessary as a source of basic budget 
information. Records of performance for past periods 
provide an important source of information for esti­
mating the income and expenditures for the forth­
coming budgetary period.
Cost System. In a manufacturing concern, an 
adequate cost system properly controlled by the books 
of account supplies the most reliable information 
upon which to base estimates of the costs of goods 
and services which are to be produced.
Accounting Classification. To facilitate the prep­
aration of the original estimates for the budget, and 
also to provide a basis for the rapid and certain com­
parison and checking of budget results with the 
corresponding estimates, the various items in a budget 
estimate should correspond closely with the accounting 
classification of the general ledger, and of the cost 
and other subsidiary ledgers. That is, an adequate 
chart of accounts is essential to budget practice.
Inventory Records. Inventory records constitute 
an important managerial mechanism for budget en­
forcement. These records should cover all classes 
of stocks, stores, and materials, whether for sale in 
the form acquired or for manufacture into salable 
products. Adequate inventory records of this kind 
are essential for the effective control of these items, 
to insure that throughout the budget period they 
are maintained within the limits of the amounts 
budgeted.
Reports and Financial Statements. Current knowl­
edge as to whether performance is in line with the 
budget is obtained through the medium of the various 
weekly and monthly reports. Their study and inter­
pretation reveal where budget estimates have been 
exceeded and supply the needed information for
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executive action. In some circumstances, executive 
action may be directed to the modification of the 
budget and may result in a revision of the estimates, 
or, where failure to attain the budgeted goal appears 
to have been the fault of persons responsible for its 
performance, executive action may be directed 
toward encouraging greater efforts or toward a re­
distribution of personnel and responsibilities. 
Preparation of a Budget
Practice varies as to the point at which budget 
preparation should begin. Usually, but not exclu­
sively, it is with the estimates of sales volume. In 
some cases, however, the first forecast attempted is 
that of profit, and in still other instances where it is 
desired to control the expenses of a function or de­
partment, the estimates for that particular activity are 
the starting point. It is evident that if a budget 
installation in one department can be successfully 
made, the budget idea will spread and finally embrace 
the entire organization.
The usual procedure after the estimates of sales 
volume have been prepared by the sales department 
is to segregate them into the various products, divi­
sions, and departments. They are then critically re­
viewed in the light of previous experience and current 
or prospective trade and general business conditions. 
Accounting records usually provide the basis for esti­
mates of discounts, allowances, rebates, and other sales 
deductions. They can be based upon average experi­
ence in the past, supplemented by such information 
as is available as to exceptional, current, or prospec­
tive circumstances.
A somewhat different procedure may be followed in 
determining the cost of sales, depending upon whether 
the concern for which the budget is being made is 
engaged in merchandising or manufacturing. If the 
former, departmental merchandise gross-profit figures 
that are normal and reflect recent experience are 
usually a good guide. They should, however, be 
scrutinized with relation to present inventory and 
possible mark-downs, and the gross-profit percentages 
modified if necessary. In the case of a manufacturing 
concern, the cost of sales is dependent upon present 
inventory prices, assortment and the like, and upon 
production plans and cost estimates for the budget 
period. Budgeted gross profit should be guided by 
past experience as well as by current and anticipated 
future conditions.
Another part of the budget preparation where the 
concern is engaged in manufacturing is the forecast 
of purchases, labor, and manufacturing expenses. 
Salaries and other manufacturing expenses are tabu­
lated on the basis of past experience and future 
expectations.
On the basis of this procedure a tentative operat­
ing budget can be prepared. When the budget is in 
this form it should be reviewed at a meeting of the
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budget committee, or a conference of the executives 
responsible for its execution. In this way, the tenta­
tive estimates can be scrutinized from the point of 
view of the combined experience of the organization, 
and revised or changed as circumstances determine. 
Budget Approval Procedure
Inasmuch as the budget is a plan whereby the busi­
ness activities of an enterprise are coordinated and 
judged as to achievement, it follows that the chief 
executive should appraise the proposed budget in its 
entirety and in its various subdivisions. Budget 
preparation is the process whereby the estimates are 
brought up to this point of executive approval.
There is a lack of uniformity in budget practice 
relating to the procedure for executive approval. 
However, the essential steps are as follows:
(1) Submission of the tentative budget, with its sup­
porting schedules and exhibits, to the budget 
committee.
(2) Consideration of the tentative budget by the 
budget committee with department heads.
(3) Such revision of the tentative budget by the bud­
get committee as may be necessary for it to meet 
with committee approval.
(4) Executive approval of the budget by the presi­
dent or board of directors.
Installation of the Budget
After the estimates have been approved they repre­
sent the working program for the ensuing budget 
period. It is the duty of each department head or 
the executive of each activity of a business to make 
plans for carrying out his part of the adopted pro­
gram. Methods, of course, will vary widely. If the 
budget estimates are on a yearly basis they must be 
broken down into shorter periods such as months 
or weeks, for the purpose of enforcement. As to 
the method of coordination, it may be necessary to 
establish ordering points, maximum limits, and eco­
nomical sizes of production orders for the various 
lines of product. It may also be necessary to set up 
a perpetual-inventory system which will supply in­
formation necessary for inventory control under the 
budget. Furthermore, if a wage incentive plan and 
standard cost system are not in operation, it may be 
necessary to consider the possibilities of their installa­
tion as supporting mechanisms for budget accomplish­
ment.
Budget Administration
The preparation of the budget must be prompt 
and its administration effective. To accomplish this, 
good practice indicates that some one individual must 
be responsible for its administration and direction. 
In a small concern the “director of the budget” is 
usually the controller or treasurer, while in a larger 
concern he may occupy any one of many different 
titular positions.
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Whoever may be selected to prepare and administer 
the budget, the active support of the budget execu­
tive, president, or chairman of the board is essential 
to his success.
The principal duties of the budget administrator 
follow:
(1) To insure that the department heads are provided 
with the records of performance for past periods 
as an aid in preparing budget estimates and that 
budget estimates are completed on scheduled 
dates.
(2) To prepare a tentative master budget from the 
summaries of the divisional or departmental bud­
gets and furnish all necessary information to the 
approving agency. 
(3) To make the revisions required by the approving 
agency and transmit copies of the approved bud­
gets to the several heads of departments or 
functions.
(4) To make sure that comparisons between esti­
mates and performance are made at stated inter­
vals, and to obtain explanations as to causes of 
variations.
(5) To oversee the preparation of forms and reports.
(6) To prepare and keep up to date a record of bud­
get procedure for the budget manual, if and 
when used.
Flexibility in Budget Procedure
Among the limitations of the budget hereinbefore 
discussed, is the fact that any budget is an estimate 
determined at a point of time considerably in ad­
vance of the occurrence of the events which it seeks 
to predict. Therefore, any budget is definite only with 
respect to a certain set of conditions, which, however, 
generally do not eventuate exactly as anticipated. In 
every comparison of budget estimates with actual re­
sults allowance must be made for two major variables: 
the volume variable and the operating variable. The 
volume variable occurs because actual volumes of sales 
in a merchandising concern, or production in a manu­
facturing organization vary from the volume used as 
the budget basis. This fluctuation causes a secondary 
effect in certain of the expenses connected with the 
operation. The operating variable reflects those 
changes in method, management, process, and opera­
tion which cause variation in expense at the basic 
budgeted volume.
Because of the probability that these variations will 
influence the results of operation, an adopted budget 
cannot be assumed to be absolutely inflexible and 
unchangeable. This situation has led to the develop­
ment of so-called “adjustable” or “flexible” budgets. 
This type of budget structure provides for a compari­
son between actual expenses each month with the 
amount which should have been spent in the light of 
actual production or other activities. The adjustment 
of budgeted amounts to production rate is recognition 
of the fact that the various expenses fluctuate in differ­
ing degrees as activity rises and falls. The flexible bud­
gets will be discussed in greater detail hereinafter.
Harmonizing the Budget with Other Management 
Mechanisms
Two important management mechanisms which 
have a close relationship to the budget are wage in­
centive plans and standard cost systems. While con­
sideration is often given to the topic of harmonizing 
these devices, as a matter of fact both wage incen­
tives and standard costs are substantial aids in secur­
ing budget accomplishment. There is no discord in 
operating them in the same organization at the same 
time.
Wage incentive plans operating with the budget 
stimulate performance in accord with the standards 
established. When predetermined labor costs are 
attained this item in the manufacturing budget is 
readily brought under control, or variations between 
the result and estimate are easily recognized, their 
causes determined, and correctives applied.
Standard costs are based on the same theory as the 
budget itself, that is, that under given conditions 
certain results should be obtained, and that the 
effectiveness of operation is measured by a comparison 
of the standard with actual performance. To this 
end, standards are set representing what should be 
accomplished under the established operating condi­
tions. When the standards are not accomplished, 
methods of analysis determine the causes for the 
variations and offer the opportunity for correction. 
Thus, where a system of standard costs is in opera­
tion, it assists in the control of the cost item in the 
budget plan.
Types of Budgets
In the following paragraphs various types of bud­
gets used in business administration will be discussed 
briefly. These are:
Master budget
Financial budget
Estimated balance sheet
Estimated profit-and-loss statement
Sales budget
Production budget
Materials budget
Purchase budget
Labor budget
Manufacturing expense budget 
Selling expense budget 
Advertising expense budget 
Management expense budget 
Plant and equipment budget 
Retail merchandise budget
Master Budget
Operating performance in business and industry is 
of such a nature that the cooperation of all the de­
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partments involved is necessary for a satisfactory out­
come. To accomplish this unity of purpose and the 
correlation of the procedures of the several depart­
mental programs, a master plan, or master budget, is 
provided to coordinate the detail plans of the various 
divisions, and so form a general plan of operation 
for the budget period. Thus the master budget 
covers the entire range of financial activities and sums 
up the detail budgets or sub-budgets which reflect the 
estimated activities of the separate departments.
The various parts of the master budget, briefly 
stated, include the following estimates:
The sales budget is an estimate of the volume of sales 
planned or expected.
The purchase budget is an estimate of the cost of 
acquiring the goods and articles which are to be 
sold.
The production budget is an estimate of the volume 
of production and its cost. It includes estimates of 
the cost of operating each of the various manufac­
turing and service departments of a mill or factory.
The expense budget is an estimate of the necessary 
administrative, selling, and other expenses of the 
concern.
The plant and equipment budget is an estimate of 
the cost of the proposed additions, changes, and 
betterments to be made during the budget period.
The research budget is an estimate of the amount to 
be expended in research, experimental, and de­
velopment work during the budget period.
The financial budget is an estimate of the cash in­
come and outgo for the period, and develops the 
manner in which adequate working capital and 
funds for extensions and additions are to be pro­
vided.
It must be recognized in practice that the term
“master budget,” or “general budget,” is somewhat 
loosely used by many who have written about, or 
discussed, budget systems. Like many other features 
and procedures in cost accounting, a generally ac­
cepted definition is lacking. However, the implication 
of the master budget is that it is a consolidation of 
all the other budgets, and thereby presents a sum­
mary plan of operations for the budget period, for 
the information and guidance of the chief executive. 
In some companies, the master budget, while adhering 
to this idea of consolidation of estimates, is prepared 
by simply combining the major budgets into a single 
statement.
Financial Budget
The financial budget is designed to meet the needs 
of the financial manager. It is the central budget 
which reflects a summary of estimated cash receipts 
and disbursements from sources within the business,
the amounts of additional funds required for financ­
ing the operations of the business as disclosed by the 
departmental budgets, the sources from which it is 
expected the funds will be received, and the periods 
of time for which such sums will be required. This 
budget is usually prepared by the chief financial 
manager and is predicated on the estimated cash 
receipts and disbursements reflected in the cash bud­
get. The cash budget is commented upon in subse­
quent paragraphs.
The principle upon which the financial budget is 
based is that the flow of cash can be estimated and 
its use planned by methods similar to those used in 
estimating the need for and use of any other com­
modity. In a retail store it is necessary to plan in 
advance the quantity and character of goods which 
are to be bought and sold. In a manufacturing con­
cern it is necessary to prepare in advance estimates 
of materials and labor requirements in order to ac­
complish a predetermined production program. In 
a similar way it is necessary to plan ahead for funds 
with which to finance a definite program. Thus the 
financial budget is the means whereby the income and 
outgo of cash are synchronized.
Thus it is seen that the financial budget does not 
set up expense standards. Rather, it presents a plan 
for obtaining and using cash. Although the physical 
accompaniment of this form of budget is cash or 
credit, it does not contain any element of cost. Rather, 
it compares budgeted cash receipts with actual re­
ceipts, showing the relationship of one to the other, 
but does not reveal whether costs or expenses are 
greater or less than the amounts which have been 
set in the detail budgets. However, it does point out 
a shortage of cash should the estimates disclose that 
situation.
From a somewhat different point of view then, 
the financial budget is seen to be a facilitating device 
and not a standard for directing operations. Its im­
portance lies in the information it gives for the con­
trol of cash in relation to the general budget plan, 
and it serves as a basis for supervision over credit 
terms and for the direction of financial operations. 
Thus it is concerned more with the function of the 
general financial management than with the account­
ing activity as such, although it is largely dependent 
upon the accounting department for the information 
essential to a proper performance of its functions. 
It does, however, give the results of the planned 
operations in terms of cash income and cash outgo 
since it represents a summary in cash aspects of all 
the detail and sub-budgets.
In one way, the financial budget exerts an in­
fluence upon the control of expenses. Where the 
planning of the use of cash is synchronized with the 
predetermination of costs, there is an additional re­
straint placed upon any increase of expenditures. If, 
for instance, the established standards of prime costs
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or expenses are • exceeded, additional cash must be 
provided by the financial manager to meet the situa­
tion. Thus the interrelating of the financial budget 
and the detail budget energizes two controls, the one 
through costs, and the other through finances.
In some concerns the amount of expenditures to 
be incurred by the department heads is established by 
the financial manager, it being understood that the 
amounts thus indicated are the maximum amounts 
available to pay for materials, supplies, labor, and 
the like, in producing the volume of product estab­
lished by the production budget.
Estimated Balance Sheet
The estimated balance sheet in a system of budgets 
is the statement by which the results of the policies 
of a business concern or industrial establishment are 
forecast for a determined future period of time. Both 
the management and investors in an enterprise wish 
to be advised of the prospective financial status of 
their venture as at the end of certain future periods, 
such as the quarter, half, three-quarter, and the com­
pletion of the fiscal year. It has been demonstrated 
in the practice of numerous companies that it is feasi­
ble to forecast balance sheets with a satisfactory 
degree of accuracy. The length of time for which 
the forecast is made depends primarily upon (1) 
the nature of the business which is being carried on, 
and (2) the degree of accuracy which is desired in 
the estimates.
Although satisfactory estimated balance sheets can 
be prepared, all concerns operating under a budget 
program do not prepare such statements. That is, 
not all concerns using budgets believe in the value of 
the estimated balance sheet.
In some situations, the estimated balance sheet may 
be of particular assistance. As an illustration: If a 
concern is temporarily dependent for working capital 
upon bank loans or is operating with a minimum or 
inadequate working capital, it is well to know in 
advance the probable ratios of certain of the balance 
sheet items if the planned scale of operations is en­
tered into. Again, if a company is considering any 
addition to its fixed assets, it is highly desirable to 
forecast the effect of such changes upon the working 
capital and the balance sheet ratios. From the group 
of items in the estimated balance sheet it is possible 
to develop many ratios, and various writers on budget 
practice and financial analysis have suggested many 
such relations.
The starting point in the construction of an esti­
mated balance sheet for the end of any future period 
is the actual balance sheet at the beginning of the 
period. Each item on the balance sheet at the be­
ginning of the budget period must be considered from 
the point of view of the measured influence of the 
proposed budget program for the business as a whole. 
The departmental budgets should be reviewed to
determine the effect, upon the financial position, of 
performance in accordance with the budgets.
Budgets having been prepared for all departments 
of the business, the preparation of a forecast of the 
financial position, or balance sheet, as at the end of 
the budget period, has been resolved into a purely 
accounting task. A simple method of procedure is 
the use of columns—the starting balance sheet in the 
left hand or first column; adjustments, debits, and 
credits in the two succeeding columns; and the fourth 
column for the forecasted balance sheet, which is 
derived from the three preceding columns.
The estimates reflected in the budgets are reduced 
to the form of journal entries and posted to the bal­
ance sheet adjustment columns. In illustration, the 
budgeted sales are the basis for an entry debiting 
accounts receivable and crediting sales; salesmen’s 
salaries, commissions, and expenses are debited to 
the appropriate profit-and-loss accounts and credited 
to accounts payable. Material purchases are debited 
to inventory and credited to accounts payable. Direct 
labor is debited to inventory and credited to accrued 
wages payable. All transactions affecting cash are 
journalized from the cash receipts and disbursements 
summary forecast, and entries are made for depre­
ciation and accruals of fixed charges, etc. The result 
of the foregoing procedure is to reflect the budgeted 
activities in journal entry form serving to produce 
a balance sheet forecast completely in harmony with 
the budget.
A detail analysis of the estimated balance sheet and 
a comparison of its items with those of statements for 
prior periods make possible intelligent judgment as 
to the suitability of the proposed program as a whole. 
If the analysis discloses that performance in accord­
ance with the budget program as planned for the 
ensuing period is likely to produce an unsatisfactory 
financial position, then is the time to revise the de­
partmental estimates and prepare a more acceptable 
operating budget. Thus, irrespective of the length 
of the budget period, the estimated balance sheet 
should show the anticipated result as often as each 
month, so that periodic comparisons may be made 
between the estimates and the actual performance.
The fundamental purpose which the preliminary 
estimated balance sheet is intended to serve is to 
present a basis which by comparison will serve in 
appraising the results of the tentative budgetary pro­
gram. The critical interpretation of these results as 
reflected in the estimate of profit and loss and the 
forecasted balance sheet is of fundamental impor­
tance.
Estimated Profit and Loss Statement
The final summary budget is the estimated profit- 
and-loss statement. It is built up from the operating 
or sub-budgets so as to present a complete forecast 
of profit and loss for the budget period. In discussing
Budgets and Budgetary Control Ch. 18-p. 9
the estimated balance sheet it was pointed out that 
not all who operate under a budget program prepare 
such statements; similar comment applies also to the 
use of the estimated profit-and-loss statement. Of 
those who do prepare such statements, some prepare 
profit-and-loss estimates on a yearly basis while others 
have found a quarterly forecast of profit and loss more 
satisfactory, the supporting budgets being prepared 
on a monthly basis.
The form of the estimated profit-and-loss statement 
should correspond in arrangement with the regular 
periodical profit-and-loss statements. Thus, in the 
practice of different business and industrial concerns, 
both forecasts and statements vary considerably in 
detail. Many concerns, in order to attain a basis for 
close operating control, prepare estimates of gross 
profit for each main product group or for a combina­
tion of several products. Other companies prepare 
estimates of profit in numerous subdivisions or classi­
fications, allocating to classes the marketing and ad­
ministrative expenses. In the case of a large com­
pany operating several plants and subsidiaries, it is 
customary for each operating unit to prepare its own 
budget of operating results. From these estimates the 
central financial office prepares a consolidated profit- 
and-loss estimate including any additional items of 
general income and expense. As to the period covered, 
in some cases the estimate is for the entire budget 
year, while in other cases it is set up by quarters. 
When one quarter is complete, the estimate for the 
next quarter is prepared, and so on.
Lack of uniformity in budget practice has already 
been mentioned in describing methods in detail. The 
same comment applies with equal force to the esti­
mated profit-and-loss statement. The various methods 
in use, however, permit of classification into two gen­
eral types. These may be called (1) the unbalanced 
forecast, (2) the balanced forecast.
In the so-called “unbalanced forecast,” the estimates 
of net sales, inventories, cost of goods sold, selling ex­
penses, general administrative expenses, depreciation, 
financial management expenses, financial management 
income, and non-operating income and expense, are 
obtained from the schedule of the detail budgets and 
entered in their related positions as determined by 
the regular profit-and-loss statement form. From 
these items there results a forecast or estimate of 
profit and loss which may be called an unbalanced 
budget. However, if the estimates shown by the de­
tail or departmental budgets are also reflected in an 
estimated balance sheet, and the results subjected to 
balance sheet tests of relationships and significant 
ratios, thus affording definite knowledge of the ca­
pacity of the business to finance and carry out the 
budgeted plan of operations, then the forecasts are 
said to form a balanced estimated profit-and-loss state­
ment.
As in constructing the estimated balance sheet here­
inbefore discussed, the basis for the estimated profit- 
and-loss statement will be the several functional bud­
gets, the effect of which may be expressed in the form 
of journal entries.
Comparisons of Actual and Estimated Profit and Loss 
Statements
The most convenient and effective way to show the 
results of the proposed budgets on the profits of the 
business is to make a detailed item-by-item compari­
son of the estimated profit-and-loss statement for the 
budget period, with the statement reflecting the re­
sults for the preceding period, or other comparable 
prior periods. Such comparisons will usually bring 
out clearly the tendencies to increase cost or increase 
efficiency which may be inherent in the proposed 
program, provided, of course, that no important con­
siderations have been overlooked or slighted. Such 
comparisons will also disclose ratio variations and 
direct the attention of management to those depart­
ments or functions of the business where budget re­
visions should be considered and a more efficient 
operating plan developed.
It is not contended that human judgment is com­
petent to discover or forecast all of the contingencies 
which may arise to perplex the actual conduct of busi­
ness, and to confound the estimates confidently made 
at the beginning of any period. It is maintained, 
however, that full and fair consideration of the in­
herent probabilities of the situation, based on past 
experience and making use at every point of the 
method of comparison, will go far toward guarding 
the business from too hasty acceptance of an over- 
enthusiastic program, which may involve costs alto­
gether disproportionate to its benefits, and will permit 
of taking greater advantage of a rising tide of general 
business activity and prosperity.
If the estimated profit-and-loss statement does not 
reflect a satisfactory result, the course of action is to* 
review all of the detail budgets to consider necessary 
changes with possible appropriate executive action 
directed to correction or improvement of the situa­
tion.
Sales Budget
In discussing budgetary procedure it has been con­
sidered preferable to discuss the end-result budgets 
and estimates before proceeding to a discussion of the 
detail departmental and sub-budgets. When attention 
is turned to the detail budgets the sales estimates or 
sales forecast assumes first importance.
The sales plan is of primary importance in prac­
tically all budget preparation. No program can be 
made intelligently for either the production or service 
departments without an estimate having been pre­
viously prepared as to the volume of business which 
it is expected can be obtained. It is impossible to 
measure the sales probabilities with absolute accuracy,
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but the forecasts can be set sufficiently close to the 
probabilities to supply a sound plan for operation. 
In some situations, sales budgeting is difficult and 
estimates must be made for short periods of time. 
In other cases, a longer budget period should be 
adopted. In approaching the preparation of the sales 
budget, all factors must be taken into consideration 
and the best possible estimates arrived at; these should 
be neither too optimistic nor too conservative, but 
rather set within a zone reasonably possible of attain­
ment.
It is claimed by some that the volume of sales is not 
predictable; in a majority of such cases, however, the 
difficulty of the problem is exaggerated.
As a matter of fact, the manufacturer or trader 
generally is able, within reasonable limits, to appraise 
the effect upon his business of general economic con­
ditions and to measure the extent to which he will 
participate in the business offered, or available, within 
his chosen field. The ratio of sales expense to gross 
profit has presumably been definitely determined by 
past experience, or at least the normal percentage in 
his line of business must be known. While it is true 
that generally he cannot immediately increase his 
business by the mere act of increasing selling expendi­
tures, under favorable conditions he should be able 
to count, with some definiteness, upon certain steps 
looking toward the building up of his selling organi­
zation, which should result within a reasonable length 
of time in an increase in volume of business.
It must be admitted that in many lines of business 
fluctuations take place from year to year, due to causes 
over which the concern has no control. Manufacturers 
of railway supplies, for example, are able to sell more 
of their product when the railroads are prosperous, 
and no amount of extra selling effort will prevent 
sales from falling off when business conditions are 
adverse. To say, however, that these fluctuations will 
necessarily take place is not equivalent to saying that 
such trends cannot be foreseen and their direction 
determined.
The budget maker is not primarily engaged in per­
fecting plans for increasing the sales or in regulating 
operations; it is his main function to estimate care­
fully the volume and character of the operations of 
the business for the period under consideration. In 
the performance of that function he should give rea­
sonable weight to all the unfavorable, as well as to 
all the favorable, factors. He should consider the 
probable economic conditions during the coming year 
and determine with some fair degree of accuracy 
their probable effect upon the affairs of the company 
he serves.
Ordinarily, sales estimates are made by the sales 
manager or his assistant, are carefully reviewed by 
other executives from the financial and control stand­
points, and are further tested by past experience. The 
wisest course, where conditions are changing rapidly,
is to prepare the best sales budget that can be con­
structed and subject it to revision at frequent inter­
vals in order to keep it in close agreement with ac­
tualities and changed general business conditions. 
Sales budgets are dependent not only upon the inter­
nal conditions but also upon competitive conditions 
and external influences, the effect of which may be 
greatly increased by ruthless competition and price 
wars. Furthermore, the type of business conducted, 
the degree of stability of the concern, the character 
of competition, fluctuations due to economic condi­
tions, all have a direct bearing upon determining the 
sales estimates. While it is true that such estimating 
is easier for some companies than for others, it is 
almost equally true that the need for budgeting is 
greatest in those concerns where it is most difficult 
to forecast.
The more important factors to be considered in 
budgeting sales are:
1. Company and internal factors—
(a) Past sales experience.
(b) Pricing policy.
(c) Production or purchase cost.
(d) New or improved merchandise, product, or 
service.
(e) Amount appropriated for sales promotion.
(f) Amount appropriated for advertising.
(g) General financial condition of the company.
2. Competitive and external factors—
(a) General business conditions.
(b) Position in the business cycle.
(c) Nature of competition.
(d) Consumer demand.
(e) Consumer purchasing power.
Period of the Sales Budget
Practice varies widely with regard to the period 
adopted for the budgeting of sales, ranging from one 
month to five years. The operating sales budgets are 
uniformly for short periods, such as a month, a quar­
ter, or a year, while the preliminary forecasts are often 
for one year, two years, and even five years.
The length of the period to be selected depends 
upon the nature of the business. In baking compa­
nies and ice cream manufacturing plants, production 
and marketing to the retailers is often completed in 
twenty-four to forty-eight hours. Here the detail bud­
gets are frequently a matter of day-to-day determina­
tions and form an essential part of the sales budget. 
In the operation of such concerns, sudden changes 
in weather, vacation periods, holidays, and the like 
materially affect the demand for product.
In other situations where the demand is not sub­
ject to such frequent and sudden changes, the budget 
for the current month may require reconsideration 
only every week or fortnight.
Turning now to the other extreme, one large pub­
lic-utility corporation forecasts its expected service 
(sales) requirements for five years in advance. Con­
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sideration of the problem so far in advance of the 
actual rendering of the service is particularly neces­
sary in its case, because increased service in great part 
necessitates an increase of the facilities by means of 
-which the service is rendered. In some instances, so- 
called master budgets have been prepared for a ten- 
year or even a fifteen-year period.
From the foregoing, it is evident that the nature 
of the business has a marked influence upon the de­
termination of the sales budget period. Such in­
fluences as availability of raw materials, time required 
for production, perishability of the finished product, 
effect of weather conditions, seasonal variations, and 
other factors of this nature must be taken into con­
sideration. In general, it can be stated that pre­
liminary budgets should be prepared for periods 
much longer than those selected for the operating 
budgets, but the preliminary budget will be subject 
to more revision than the budget which is for the 
immediate period. It is quite likely that if a survey 
should be made to determine the most frequent sales 
budget period, it would be found to be either one 
month or three months, with a fairly definite pro­
gram outlined for six- and twelve-month periods. 
Quantities and Values in the Sales Estimate
For purposes of financial control the dollar unit is 
sufficient for the sales estimates. For other purposes, 
however, it is frequently essential that estimates be 
reflected also in terms of physical units. A reason for 
this is found in the fact that production orders, pur­
chasing contracts, and stores and stock records must 
be expressed in physical units. Again, it is essential 
to know in what quantities or volume each com­
modity or article is required in order to judge ac­
curately whether or not existing facilities or plant, 
equipment, and personnel are adequate or must be 
supplemented.
As some concerns handle merchandise of a thou­
sand or more varieties, the problem of making ac­
curate sales forecasts under such conditions is quite 
complex. However, it is not always necessary to cover 
every item in detail; analysis may be limited to those 
items within which the great bulk of sales are made, 
and the other classes dealt with collectively. Here, 
again, is emphasized the value of accurate records of 
past sales.
Significant Items in the Sales Estimate
In some cases of sales budgeting, it is found that 
the fluctuations in certain items govern the move­
ment of others. Where this situation exists, the gov­
erning items become of leading significance, and 
recognition of this significance greatly facilitates the 
preparation of the estimate. Such an item may be a 
particular size or commodity in the line.
Where it is possible to select significant items of 
this kind, the sales budget may be made in terms of
Ch. 18-p. 11
such items and the remaining items in the budget 
prepared in proper relation thereto. This plan has 
real value in the case of a company where the number 
of items sold is large. A by-product of this procedure 
is often the elimination, wherever possible, of non- 
profitable items.
Procedure for constructing a sales budget on the 
basis of past sales plus business judgment as to the 
future has now been presented. The second method 
is based on market analysis and as previously stated 
produces the most satisfactory results when the con­
clusions derived from its use are properly tempered 
with past experience.
Quantitative Measure of Sales
The most satisfactory manner of preparing sales 
estimates would be on the basis of a quantitative de­
termination of the potential volume of business under 
prevailing conditions. It would be made in terms of 
physical units such as tons, pounds, yards, gallons, 
pieces, and the like. Because of the evident value of 
such a determination, much attention has been given 
to the advantages of the use of market analysis for 
that purpose. Market analysis is directed to the de­
termination of an indicator or measure of the market 
demand for the products of the industry or business. 
A common example is the estimating of the sale of 
automobile tires and tubes from the number of auto­
mobile registrations. Another is estimating the sale of 
lumber based on the square feet of residence con­
struction for which building permits are issued. How­
ever, not every business has a significant indicator. 
Sometimes it is necessary to combine into a single 
index a number of items, each one of which is ex­
pected to influence the prediction of the probable 
demand in a given market.
As an illustration, C. E. Eveleigh,1 gives the factors 
used in the experience of his company in the mar­
keting of drugs and pharmaceuticals. These items, 
accompanied by statistical data for the State of Illinois, 
follow:
(1) Population .........................................  6.2%
(2) Urban population ...................................... 9.1%
(3) Drug stores .................................................. 6.8%
(4) Physicians .....................   7.3%
(5) Hospital beds ...............................  7.5%
(6) Income tax returns .................................... 9.1%
(7) Bank deposits .............................................. 6.7%
(8) Motor registrations .................................... 6.0%
(9) Drug usage .................................................. 5.2%
(10) Expenditure for medical attention......... 6.1%
The percentages stated indicate the position of the 
State of Illinois in relation to the total for the entire 
United States.
1C. F. Eveleigh, “Territorial Valuation,” National Association 
of Cost Accountants Yearbook, 1930, pp. 20-21.
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Another manufacturer producing a semi-luxury 
estimates his market by constructing a territorial 
index based on the following data:
(1) The number of persons reporting annual in­
comes over $1,000.
(2) The average income of each territory.
(3) The number of passenger automobile registra­
tions.
(4) The percentage of dwellings equipped with elec­
tric lights and telephones.
(5) Expenditures for luxuries, based upon excise 
taxes.
(6) The circulation of certain magazines.
(7) The expenditures for education and school 
attendance.
(8) The percentages of foreign-born and rural popu­
lation.
In developing any such composite index of pur­
chasing power, it is advisable to select a fixed number 
of items that can be relied upon to serve as the basis 
for forecasting. The governing reason for this course 
is simplicity in compiling the data, and ease in main­
taining the data in a current condition.
Where this method is carried through, the end re­
sult of the statistical work, in relation to a product 
nationally distributed, is to set a dollar valuation for 
possible sales for every county of every state in the 
United States. When this is done, a basis for estab­
lishing sales territories and of attaining a so-called 
even representation is established.
The statistical analyses or indicator so developed 
for use in determining the sales quantity prediction 
should be subjected to correction for secular trend or 
natural change of business, business cycle changes, 
and lag or lead.
Inasmuch as the sales program, then prepared, is 
a combination of several estimates, it must be scru­
tinized from several points of view as to possible neces­
sity for revision. The forecast should be studied in 
relation to productive capacity, the estimated profit 
which may result from any given volume of business, 
in terms of selling and administrative expense to be 
incurred in carrying out the program and working 
capital requirements in relation to the resources of 
the business.
Production Budget
The production budget is an estimate of the pro­
duction volume for the budget period and is related 
to the requirements of the sales program. Since inven­
tories of finished goods are an important factor in 
estimating production needs and regulating produc­
tion to sales requirements, the production budget 
should also include inventory estimates. This budget 
is the first of a series of manufacturing budgets to 
be prepared, for upon the facts that it presents are 
dependent the detail budgets of materials, purchases, 
labor, and manufacturing expenses.
In a production budget there is an important dis­
tinction between scheduling to order and scheduling 
for stock. The first relates to goods made on specific 
order and to customers’ specifications, and is exem­
plified by industrial equipment such as heavy elec­
trical machinery, structural steel, mining equipment, 
railroad rolling stock and machine tools, as well as 
by special orders for consumers’ goods of individual 
pattern or design. The problem is, to be prepared 
to turn out the goods required as promptly as possible 
after securing the order, since the lack of standardiza­
tion makes it practically impossible to undertake 
production economically except in response to specific 
orders.
In instances of production for stock, customers’ 
requirements can be forecast with some degree of 
confidence, and production schedules can be de­
termined in anticipation of sales. Where the problem 
is in relation to goods of standard design, as illustrated 
by many types of consumers’ goods, production must 
be planned so as to have the goods ready for ship­
ment reasonably promptly after receipt of order.
The first step in the preparation of the production 
budget is to tabulate the sales estimates by months 
in terms of units of products. The next step is to 
prepare a schedule of deliveries, and finally to estab­
lish the related production schedule.
Usually it is improbable that the monthly volume 
of production will correspond with the monthly de­
liveries. There are numerous causes for this condi­
tion. The periods of time requisite for the production 
of different products vary and, therefore, in planning 
production, consideration must be given to the length 
of the process period. In seasonal businesses, de­
liveries must be made largely at times properly re­
lated to the seasonal activity. If the production cycle 
is short and it is attempted to confine production 
activity to periods of delivery, there would be periods 
when the plant would be idle due to lack of demand, 
and other times when the required production may 
be in excess of plant capacity. The production budget 
seeks to bring about stabilization or equalization of 
the production rate so far as it is practicable. In ad­
justing production to delivery demands, the inven­
tory, either of work in process or finished goods, is in 
most cases the means of stabilization. There are dif­
ficulties involved, however, in using it for this purpose, 
for it is costly to carry large inventories for the pur­
pose of satisfactorily meeting later delivery demands. 
Furthermore, the financial resources may not permit 
of carrying large inventories for this purpose. 
Materials Budget
The preparation of a budget of materials require­
ments follows upon completion of the production 
budget. This budget will show the amount, quality, 
and quantity of materials required to maintain the 
production schedule as planned. It should be ex­
pressed in units of physical volume rather than in dol­
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lars. As usually constructed, it shows the quantity 
of materials required for each month of the budget 
period; in some cases the schedules are on a weekly 
basis.
In addition to accomplishing the primary purpose 
of determining the quantity of materials required to 
meet the needs of the production budget, the mate­
rials budget (1) enables the purchasing department 
to make plans to procure materials as needed, and
(2) informs the financial department of the intended 
outlay for materials.
In a manufacturing concern, the purchasing depart­
ment must be informed of the materials required in 
advance of their actual need for production purposes. 
This advance notice permits the purchasing depart­
ment to secure quotations or bids, to place the order, 
and to obtain delivery. The factors of transportation 
and time required by vendors to produce are of par­
ticular importance and must be given proper con­
sideration in determining the time for giving the 
advance notice.
It is the usual practice to make the head of the pro­
duction division or manufacturing department re­
sponsible for the preparation of the materials budget. 
The reason for this selection lies in the close relation­
ship of the materials budget to the production budget. 
However, in large concerns the work of preparation 
is often made the responsibility of the planning di­
vision, which is under the general supervision of the 
production manager. In either case, the cost account­
ing department, engineering department, and store­
keeping department cooperate in its preparation.
It is common practice to prepare a bill of mate­
rials for all parts entering into an item or product. 
From such bills of materials, or other material 
records, the manufacturing division determines the 
materials necessary to produce the articles called for 
in the production budget. This material budget ex­
pressed quantitatively may then be priced to arrive 
at the total materials budget. Where a cost account­
ing system is in operation, the cost records may be 
used to check the estimates prepared from bills of 
material.
Purchase Budget
The purchase budget is the purchasing depart­
ment’s plan or schedule of operation. It is concerned 
primarily with materials, supplies, and equipment. 
It results usually in one of the largest items of ex­
penditure reflected in the financial budget.
Usually four estimates are prepared:
(1) For direct materials.
(2) For incidental materials and factory supplies.
(3) For supplies for the administrative department.
(4) For capital expenditures such as machinery and 
equipment.
These estimates permit (1) the purchasing depart­
ment to arrange to secure the necessary goods, articles,
and services by the time they are needed; and (2) 
the treasurer to know the probable expenditures at 
the time the budgets are under consideration.
The purchasing agent requires information as to 
the quantities of materials, supplies, and equipment 
to be obtained, and the time when they must be 
available. From his knowledge of prices, he is able 
to prepare an estimate of the expenditure to be 
made during the budget period for materials and 
equipment, thus furnishing the information upon 
which the treasurer can rely in the preparation of 
the estimated cash disbursements.
In carrying out this responsibility, the head of 
purchases combines the estimated use of materials as 
submitted by the production department with the 
statement of quantities on hand as submitted by the 
storekeeping or inventory control department, and 
after consideration of market conditions develops a 
workable plan for the procurement of whatever com­
modities and services may be required. The objective 
is to procure materials and supplies needed, and no 
more, to have them on hand when required for pro­
duction requirements, and to keep the amount of 
inventory investment at the lowest point consistent 
with purchasing under favorable market conditions 
and with the needs of production.
The purchase budget is constructed after the 
various departments have completed their budgets 
which reflect the materials, supplies, and equipment 
required. Thus, the expected factory consumption 
of material is obtained from the materials budget, 
hereinbefore discussed. Similarly, the requirements 
for administrative supplies, expenditures for plant 
and equipment and incidental materials and sup­
plies may be obtained from the related detail budgets 
to be discussed hereinafter.
Labor Budget
After the production budget, which shows the 
quantities of goods to be produced, and the mate­
rials budget, which gives the quantities of materials 
and supplies to be used, have been fixed, the next step 
in factory budgeting is to determine the manpower 
requirements. The form of budget for that purpose 
is called the labor or payroll budget.
The task of computing the labor budget is some­
what tedious if compiled in complete detail. It in­
volves a detailed analysis of the methods of manu­
facture employed in the production of each com­
modity included in the production budget. This 
analysis demands an accurate knowledge of the labor 
hours and machine hours involved in each operation. 
When the product is of standard design, or is similar 
to that which has been fabricated in the past, the in­
formation relative to the labor element is obtainable 
from the production planning records.
The steps involve a tabulation of the kinds and 
number of machines to be used, the kinds and num-
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her of workers, computation of man hours, applica­
tions of wage rates and extension of direct labor costs. 
In those situations where some form of incentive wage 
plan is used, such as piecework, premium or bonus, 
the direct labor content of scheduled production is 
readily determined. In other instances labor budget­
ing may be accomplished by using a factor repre­
senting over-all labor costs per unit of product. In 
all instances the cost accounting department is a sub­
stantial aid.
As was the case in connection with the purchase 
budget, the labor or payroll budget is completed by 
adding to the direct labor requirements of the pro­
duction schedule the indirect labor estimates in the 
budgets of the manufacturing, selling, and adminis­
trative departments.
Manufacturing Expense Budget
Probably no other single factory budget has had 
so much consideration and discussion as the budget 
of indirect factory costs. The reason lies in the in­
herent difficulty in preparing a budget of this kind. 
This difficulty arises from the fact that in the con­
struction of the estimates and methods of enforce­
ment recognition must be given to variations in ex­
penses incident to fluctuations in factory activity and 
to the changes caused by the seasonal changes in 
climate. The fluctuations in factory activity will occur 
not only as a result of increases or decreases of sales 
compared to the forecast but because of seasonal and 
month to month changes in sales activity even in those 
cases where the sales forecast as a whole is being met.
It has been pointed out in this chapter that the 
business budget is essentially a plan for future opera­
tions. While unexpected circumstances may arise 
requiring entirely new estimates, the budget is a chart 
which the various segments of management are ex­
pected to follow until it is found that new circum­
stances demand a new or revised chart.
However, in addition to analyzing results of opera­
tions in relation to the original over-all plan, it is 
necessary to determine how well the various depart­
ments are adjusting themselves to continually chang­
ing circumstances. Consequently, many companies 
provide for a monthly recalculation of the expense 
budgets based on actual sales or manufacturing ac­
tivity during the month. Such procedures, described 
as “flexible” or “variable” budgets, usually consist 
of adjusting the variable expenses upward or down­
ward in some ratio to the fluctuations of sales or 
production from month to month. The flexible 
expense budget is an injection of standard costs into 
the budget picture.
However, it should be borne in mind that the bud­
get structure is a comprehensive plan of operations, 
not merely a schedule of operating expenses. Based 
on the budget, a company may have made financial 
plans, secured a line of credit from banks, committed
itself to large material purchases or advertising expen­
ditures. The sales organization may have been ex­
panded in anticipation of the projected sales volume.
Monthly reports give rise to many questions in 
addition to the very important one as to whether 
the variations in expenses are commensurate with 
activity. For example: Is the cash position at the 
point which was planned at the season under con­
sideration? Are inventories adequate, but not ex­
cessive? Are collections satisfactory? Thus, while 
flexible budgets, which perhaps might better be 
termed standard expense allowances, are a necessary 
tool of management, they should be operated in addi­
tion to, in fact may exist independently of, the over­
all budget procedure which should be preserved as a 
basis of comparison as long as it continues to repre­
sent the plan of operation.
The discussion which follows is in large part con­
cerned with the problems of a flexible manufacturing 
expense budget; first, because the monthly detail 
forecasts which are incorporated in the master bud­
get and estimated balance sheet and profit-and-loss 
statement should give appropriate consideration to 
the variability of expenses from month to month and, 
second, because expense control based on actual ac­
tivity is a valuable and logical adjunct to budgetary 
procedure.
For purposes of effective administrative control, 
manufacturing expense should be classified by de­
partments and appropriate subclassifications should 
be maintained within each department. This proce­
dure makes possible a more certain and direct fixing 
of responsibility for the numerous items and permits 
more accurate determination of the degree to which 
the responsibility is discharged.
Manufacturing expenses may be grouped into three 
general classes:
(1) Non-variable or fixed expenses which remain un­
changed under varying conditions of operation.
(2) Semivariable or quasi fixed expenses which tend 
to vary with changes in volume of business ac­
tivity, but not in a fixed ratio to that volume.
(3) Variable expenses which not only vary with 
change in volume of business activity but main­
tain a fairly fixed ratio to that volume.
Henry W. Maynard developed a plan to provide a 
comparison between the actual expenses of each 
month in each department of a manufacturing con­
cern and the amount which should have been spent 
for the actual production or accomplishment of the 
period. That is, a normal budget was to be kept up 
to date with changes in manufacturing methods. Mr. 
Maynard writes:2
“The method provided that the up-to-date normal
2H. W. Maynard, “What the Standard Costs and the Flexible 
Budget Are Doing for the Reduction of Costs in the Manufac­
turing Department,” NACA Yearbook, 1928, pp. 302-303.
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budget should be recalculated each month to agree
(1) with the actual length of the working month; 
and (2) with the actual production of the period. 
The adjustment to production comes through the 
principle, of ‘variability of expenses.’ Some expenses 
are wholly fixed and (we say) have ‘zero variability’; 
others change in exact proportion to production and 
are ‘100% variable’; other items are intermediate— 
we estimate that in most direct departments of the 
Gillette Company, supplies are ‘80% variable’ as pro­
duction rises and falls, and that repairs are ‘70% 
variable.’ Whatever the basis, each item in each 
department is judged on its own merits and the basis 
of variation established.”
Another method which has considerable applica­
tion is the use of a straight-line trend derived from 
a chart. In discussing and describing a typical chart 
for overhead expense, T. W. Eustis states:3
"It is constructed by plotting vertically the $ ex­
pense for a month against the $ productive labor 
measured horizontally. The horizontal scale may be 
barrels of flour, tons of castings, machine hours, etc., 
but $ productive labor is generally found to be the 
most satisfactory. If this is done for a number of 
months, it will generally be found that a straight line 
can be drawn through these points, thus indicating 
the average trend of expense for any volume of pro­
duction, as measured by the productive labor. When 
a point lies a considerable distance off this line, in­
vestigation will show some abnormal expense that 
month. If the bad months are disregarded, the line 
will indicate a standard for good performance for 
any volume.
‘‘The simplicity of this method is apparent. The 
amount of expense indicated by the point where the 
trend line cuts the vertical line at zero production is 
called the ‘fixed and non-variable’ expense, which 
goes on uniformly month after month. This consists 
of such items as insurance, taxes, depreciation, super­
intendent, purchasing agent, etc. The variable ex­
pense lying above this horizontal line and under the 
trend line varies directly in proportion to the pro­
ductive labor and therefore it is a simple calculation. 
It consists of such items as supplies, truckers, etc. This 
fixed ratio of variable expense to productive labor 
makes a very convenient measuring stick and an ob­
jective to meet. For example, the correct amount of 
money to be spent for any item of expense such as 
‘Material Handlers’ can be set up as so many dollars 
per $100 productive labor. This ratio can be used for 
comparison with any month’s costs.”
A method which has been found useful on occasion 
is first to establish the expense budget at the normal 
or forecasted level of activity. It is then arbitrarily 
assumed as to all expenses that some will remain fixed 
throughout the range of month-to-month activity dur­
ing the year, whereas the balance will vary directly 
with activity. While the assumptions are entirely true 
in only a few classifications, the users of this method 
feel that errors in individual accounts tend to offset 
and that the method is suitable as an over-all expense
goal of a department in a variety of circumstances.
When this method is used the variable portion of 
the budget is frequently arranged on a basis of detail 
rates. Each rate is multiplied by the anticipated or 
actual production to produce the budget estimate or 
expense allowance.
The most satisfactory methods of estimating varia­
ble expenses provide for establishing a pattern of 
variability for each expense classification at various 
levels of business activity such as full capacity, half 
capacity, quarter capacity, and the like.
The procedure may be based on estimates by quali­
fied factory personnel or comparisons of past records. 
In either case it is desirable to plot the data on 
graphic charts. Such charts usually facilitate the 
projection of a smooth curve to establish the relation­
ship of expenses to various rates of activity. They 
also serve to point out graphically inconsistencies in 
the figures which may be the result of unusual or 
non-recurring events in the particular periods under 
study.
All of the methods discussed in the preceding para­
graphs are useful and advisable in proportion to the 
aid they give in improving the accuracy of expense 
budget estimates and allowances. The techniques of 
their application range from simple tabulation of 
estimates of variability to advanced statistical methods 
for precise mathematical computation of the rate of 
variability reflected by data recorded under various 
operating conditions. The bibliography appended 
to this chapter includes several references to this sub­
ject which should aid the interested' student in ex­
ploring further this interesting and important phase 
of budgeting.
A collateral management technique which is facili­
tated through the development of flexible budgets 
and the study of variability of expenses under differ­
ing operating rates is the study of the effect of volume 
upon costs and profits. Such studies lead to the pres­
entation of the profit realization chart and determina­
tion of the profit point or “break even” point in a 
business. This subject is discussed at greater length 
elsewhere in this chapter.
Selling Expense Budget
The sales budget furnishes the estimate of sales 
quantities and amounts for the budget period. From 
these facts, and from records of the past, the head­
quarters expense budget, and branch expense bud­
gets, if they are required, are prepared. The proce­
dure involved, with whatever variations may be re­
quired by local conditions, necessitates a study of:
(1) The quantities and amounts in the sales budget.
(2) Records of past performance for the business as 
a whole and for each sales branch.
3T. W. Eustis, “Budgetary Control of Production,” NACA 
Bulletin, Vol. IX, No. 17, May 1, 1928, pp. 1001-1903.
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(3) Past selling policies.
(4) Individual salesmen’s quotas to determine 
whether or not additional sales personnel is 
required.
(5) Salesmen’s compensation schedules.
A portion of this information is supplied by the 
sales department, another part by the branch man­
agers, and a third by the cost department which esti­
mates the items of expense. From the information 
obtained from these various sources, the sales expense 
budget is constructed and passed through the hands 
of the budget committee, taking the same course and 
receiving the same approval or revision as other 
budgets.
The responsibility for preparing and executing the 
selling expense budget has been implied in the pre­
ceding paragraph dealing with the origin of the in­
formation. The responsibility for its construction 
rests with the general sales manager, and the execu­
tion and enforcement of the budget becomes his re­
sponsibility. However, this responsibility is shared 
by the branch managers or sales managers of certain 
lines of product. Whether the responsibility is cen­
tralized or devolves upon several persons, depends on 
the size of the organization and on the general plan 
upon which the organization is built.
Each major class of expense must be considered 
separately in preparing the estimate of selling ex­
pense for the budget period. Past performance is per­
haps the best guide in setting up reasonable estimates, 
corrected whenever possible in the light of other 
available information. Sales office expenses should 
be relatively easy to control, since they are for the 
most part estimated in advance and depend, to but a 
slight degree, upon the total volume of sales accom­
plished. In no case should they be estimated on a 
percentage basis, since the ratio of such expenses to 
sales should become less as sales increase.
Salesmen’s expenses present perhaps a most difficult 
problem, both from the point of view of budgetary 
control and from that of general business policy. If 
general business conditions are unfavorable, for ex­
ample, it may seem the best policy to reduce selling 
effort and dispense, at least temporarily, with the ser­
vices of some of the sales personnel. However, the prev­
alence of adverse marketing conditions may call for an 
increase of effort, with a possible increase of selling 
expense, in order to hold or gain business. Whatever 
the policy decided upon in this respect, every effort 
must be made to establish standard selling expense 
ratios, and as fully as possible to confine the selling 
expenses within the limits determined. If the sales­
men are compensated on a commission basis, they 
are frequently required to defray at least in part, 
their own expenses. Where such expenses are fully 
borne by the salesmen, it is a simple matter to apply 
the rate of commission to the estimate of sales and 
obtain an estimate of salesmen’s total cost. If sales­
men are paid a salary or commission and the com­
pany reimburses them for their incidental expenses, 
proper standards for these expenses can be developed 
from past experience. If the standard expense rates 
are fairly determined, each salesman can be required 
to keep his expenses within the limits determined.
Whenever possible, standards for unit costs of pack­
ing and shipping should also be developed. If the 
number and variety of goods handled makes this im­
practicable, an effort should be made to establish 
standard rates expressed as percentages of sales. Con­
ditions indicating a probable deviation of actual 
expenses from such standard percentage rates, for 
example, changes in the basis of pricing goods be­
cause of marked shifts in the general price levels, must 
of course be given prompt consideration.
Taking into consideration the construction of the 
selling expense budget, one of most helpful items of 
information that the sales manager can have at his 
disposal is a list of the unit costs or expense standards 
prevailing in his line of industry, as well as those 
which have prevailed in his own experience during 
past budget periods. With a knowledge of current 
practice in regard to the various expenditures, a long 
step has been made in assisting the formulation of 
accurate judgment as to the future. These standard 
rates are particularly needed by the sales manager 
because of the peculiar nature of many of the sales 
expenses, and the necessity for limiting them to a 
proper relationship to the sales results. A consider­
able amount of such information is available. Re­
search organizations in business fields, and also many 
trade associations, have gathered data of this char­
acter.
Any sales manager taking up the problem of 
constructing a selling expense budget should make 
every reasonable effort to secure all available organized 
data of the character described. However, where such 
rates and standards are secured they should not be 
used blindly. They are valuable as a starting point 
and as a check, but each business must of necessity 
in time develop its own rates and set its own stand­
ards. This study involves a certain amount of scien­
tific research which, however, yields a high return 
in accuracy of the budget estimates. In proceeding 
with the construction of the selling expense budget, 
it is advisable to consider each class of expense 
separately. If the total of these expenses in the past 
has been satisfactory, that amount, as shown by past 
records, may be used as a basis for the current esti­
mate. However, each item should be scrutinized by 
and for itself to make sure that it is in line with the 
sales program of the budget period. This method 
of item by item consideration eliminates estimating 
on a percentage basis, which usually is an unwise 
procedure.
As was pointed out in the discussion of the manu­
facturing expense budget, due consideration should
Budgets and Budgetary Control Ch. 18-p. 17
be given to the variability of certain expenses with 
fluctuations in activity.
Advertising Budget
Advertising is frequently such a substantial item of 
selling cost that it has been excluded from the dis­
cussion of the selling expense budget and reserved for 
separate treatment. Another reason for this separa­
tion is found in the type of organization of many large 
concerns where advertising expenditures are the 
immediate responsibility of an advertising manager 
and are not under the control of the general sales 
manager.
In a business organization where the advertising 
outlay is a substantial item of disbursement for any 
given period, consideration of the advertising budget 
is an essential part of the financial program.
In other concerns where the expenditure for ad­
vertising is a smaller proportion of periodic disburse­
ments, the responsibility for the advertising program 
and its execution usually rests with the sales man­
ager. In many instances, the advertising manager re­
ports to the sales manager, thus assuring close coordi­
nation between the advertising and selling divisions. 
These comments serve to show the wide variations 
which exist in business in the practice of budgeting 
and controlling advertising expense.
Advertising is a form of selling effort. Its purpose 
is to produce sales. This being the case, advertising 
should be planned to produce that volume of sales 
which is best suited to the needs of the various de­
partments of a business. This observation is true 
whether the responsibility for advertising rests with 
the advertising manager or with an outside adver­
tising agency. The methods will of necessity vary as 
a result of differences in organization, in character 
of product, and in the marketing problems to be met 
and solved.
Advertising activities are varied and many forms of 
display and types of literature are employed. W. A. 
Paton suggests ten items for the classification of the 
advertising budget:4
“1. Magazines (quantity, type, circulation, territory, 
space, and time of appearance)
“2. Newspapers (circulation, territory, space, time 
and number of insertions)
"3. Car cards and outdoor bulletins (location, terri­
tory, etc.)
“4. Exhibits at conventions and fairs
“5. Window displays
“6. Catalogs and pamphlets
“7. Radio
“8. Direct mail
“9. Demonstrations 
“10. Samples and premiums.”
As a rule, the advertising budget is prepared for the 
same period as the general sales budget and is then 
rearranged to show estimated expenses by months.
The major problem in approaching the construc­
tion and enforcement of an advertising expense bud­
get is to develop means to anticipate the effect of the 
advertising appropriation upon the business as a 
whole. To accomplish this result, detailed planning 
obviously is necessary. The “lump sum” method of 
making appropriations is inadequate.
Amount To Be Spent for Advertising
Businessmen of today recognize fully that adver­
tising is essential to the sale of quantity goods in 
highly competitive markets, yet the amount appro­
priated for this purpose varies tremendously, and the 
amount often bears no determinable relation either 
to the volume of sales or to the other selling expenses. 
Too often the advertising appropriation determined 
upon represents a purely arbitrary decision, based on 
amounts spent in previous periods or by the use of 
some ratio or percentage which is thought to express 
a satisfactory relationship usually to anticipated sales 
volume. The principal bases or methods for deter­
mining an advertising appropriation are:
(1) Percentage of sales.
(2) Amount per unit of product.
(3) Amount per market.
(4) Percentage of profits.
(5) Proportion of competitors’ appropriations.
(6) Amount per inquiry or per sale.
Percentage-of-sales basis is the simplest method and 
probably the most widely adopted. The percentage 
is usually based on past experience and may be ap­
plied to the gross sales for the preceding year, the 
average gross sales for several preceding years, or the 
anticipated sales for the budget period. Under a bud­
get system, the last named basis should be adopted, 
that is, the fixed percentage should be applied to the 
budgeted sales for the budget period.
Where the method of basing the appropriation on 
a fixed amount per unit of product is used, all expen­
ditures are computed on a unit basis. The unit may 
be in a quantity which is common throughout the 
trade, such as a case of goods, a box of oranges, a bag 
of cement, a square of asphalt roofing, a thousand 
feet of lumber, a thousand brick, a ton of hollow tile, 
and the like.
Management Expense Budget
The directive control, consisting of executive, 
managerial, and administrative functions, is of neces­
sity subdivided among a number of organized groups 
or departments. The number of these management 
groups depends upon the size of the concern and the 
scheme of organization which has been adopted.
All of these managerial department budgets have 
the same characteristics and in general the same items,
Accountants’ Handbook, 2d. ed., edited by W. A. Paton (New 
York: Ronald Press Co., 1939), p. 1221.
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among which are: salaries, traveling expenses, sup­
plies, postage, telephone and telegraph, office rent, 
incidentals. The amount involved in those budgets 
which are for subordinate departments is generally 
not great, although control is nevertheless highly 
desirable.
Plant and Equipment Budget
In every business and industry, there is need for 
plant and equipment sufficient to carry on the pro­
duction activity. The amount and enduring char­
acter of the plant and equipment investment, fixed 
property assets, and the relatively large amounts dis­
tributed by industry to production costs to provide 
for depreciation, obsolescence, and maintenance make 
it imperative to anticipate and plan in advance for 
plant additions. Plant and equipment budgets were 
in use by railroad and public-utility companies, and 
were established as good practice by such companies 
long before budget practice had received general 
acceptance. In concerns where budgeting has been 
generally applied, the estimates for plant and equip­
ment constitute an important part in the complete 
budget system. In situations where budget methods 
are only partially applied, some form of planning for 
additions and expansion is essential, if the investment 
and fixed property assets are to be controlled.
The expenditures made in connection with plant 
and equipment, and which properly should be covered 
by a budget, are:
(1) Maintenance and Repairs. Under this title are 
included those expenditures which are necessary to 
maintain the existing buildings, machinery and ap­
pliances in normal operating condition.
(2) Additions. From time to time expenditures 
must be made for new equipment which is neither 
in the nature of a renewal nor replacement but repre­
sents an addition to the total plant and equipment 
in use. This situation arises more particularly during 
periods of expansion when more buildings and 
machinery are needed to satisfy the demands of an 
increased volume of business.
(3) Renewals. Notwithstanding maintenance and 
repairs, certain items of equipment must be renewed. 
New equipment of the same kind as that which has 
been discarded is called a renewal.
(4) Replacements. Improvements and develop­
ments are continually rendering items of equipment 
inefficient in comparison with units of more modern 
design. Good management demands that the ineffi­
cient equipment be retired and replaced by the 
modernized machines and appliances.
(5) Prolongation of Life. A situation frequently 
arises where machines, partially inefficient or obso­
lete, by partial rebuilding can be made into satisfac­
tory units of equipment. Expenditures for this pur­
pose, that is, for bringing machinery and appliances 
up to date and thus retarding obsolescence, are 
frequently called betterments. In reality the expendi­
tures are made to prolong the useful life of the units.
From the nature of the items in the plant and
equipment budget, responsibility for its preparation 
is usually subdivided. A common devolution is this: 
Repairs, renewals, and maintenance of buildings and 
fixed equipment are estimated by the engineering or 
plant operating department; renewals, replacements, 
and rebuilding of production machinery are the re­
sponsibility of the production engineer or works 
manager; major additions, whether to buildings and 
fixed equipment or manufacturing equipment, are 
under the immediate direction of the general man­
ager, president, or treasurer. The treasurer is named 
as one of the latter group by reason of the greater 
outlays involved and the necessity for decisions, based 
upon a knowledge of the related financing problems. 
Therefore, budget items covering expenditures of this 
kind must, of necessity, be the responsibility of the 
financial executive or board of directors.
One other department is often included, namely, the 
cost accounting division, because of its custody and 
control of the plant and equipment records, and the 
related information relative to plant values and 
depreciation charges. In some organizations, the 
responsibilities described above as devolving upon 
the engineering and works manager’s departments 
are combined in a staff under the direction of the 
plant engineer, who is responsible for the procurement 
and upkeep of all items of plant and equipment.
Enforcement of the Plant and Equipment Budget
The plant and equipment budget is not completely 
analogous to the detail operating budgets such as have 
been presented in preceding paragraphs. All strictly 
departmental budgets such as sales, production, sell­
ing expense, and manufacturing expense are essential 
forecasts of both income and expense for the budget 
period. In contrast, the plant and equipment budget 
deals primarily with the upkeep of physical property 
and the anticipated changes in, or additions to, the 
fixed assets or plant. Thus the plans reflected in these 
schedules, though directly related to the expenses of 
a current budget period, may influence the operating 
conditions in future periods. Departmental operating 
budgets are usually prepared for short-time intervals 
such as a week, or month, and permit frequent peri­
odical comparisons of estimates and actual expendi­
tures. In this way, unsatisfactory operating results are 
revealed in time to permit corrective action. In con­
trast, the plant and equipment budget presents a plan 
of action which is usually not readily analyzed into 
minute subdivisions. The building of a plant, the 
construction of complicated machinery, the design, 
fabrication, and erection of extensive fixed equip­
ment, all take a considerable length of time. Thus it 
is often impracticable to estimate these expenditures 
for a budget period such as a month. Rather they 
must be scheduled into a program for an entire bud­
get period which may extend over a year, or two, or 
even longer. 
Budgets and Budgetary Control
For this reason, the enforcement of the plant and 
equipment budget must be accomplished by means 
somewhat different from those used for the depart­
mental operating schedules. One method which is 
frequently employed is to require authorization from 
some higher executive for any expenditure over a 
nominal amount, thus controlling by specific appro­
priations.
Retail Merchandise Budget
The merchandise budget differs from the purchase 
budget previously discussed in that it is used prin­
cipally in the field of retailing. The retail merchan­
dise budget seeks to satisfy the requirements of 
securing the right merchandise, in the right quanti­
ties, at the right price, and at the right time. It can­
not present a rigidly fixed program but is subject to 
change as necessitated by the variation of actual 
results from planned operations, particularly as re­
gards sales, inventories, and mark-downs.
In this respect the retail merchandise budget, cur­
rently revised, like the flexible manufacturing expense 
budget is an adjunct to the relatively fixed long range 
plan of operations. It is a device to assist manage­
ment quickly to adapt its program to continuously 
changing conditions while the broad general plans 
remain in effect.
The general principle that responsibility for pre­
paring budget estimates should be placed with those 
who are to be held accountable for performance, 
holds here as for all other budgets. A merchandise 
buyer who is asked to map out his plans in such 
detail that he can prepare both an intelligent estimate 
of sales and a plausible schedule of purchases is in a 
better position to administer the responsibilities of 
his department than if a program of this kind were 
prepared by someone else and presented to him. As 
in all well-coordinated budget procedures, some cen­
tral authority should review the estimates, institute 
revisions if necessary, and finally approve a well- 
balanced unified program.
In a trading business the significance of relationship 
between buying and selling is much more obvious 
than in a manufacturing business. While, as in every 
business, the inventory serves to absorb fluctuations 
due to the varying velocity of incoming purchases 
and outgoing sales, such factors as seasonal demand 
and style changes introduce danger into an extended 
inventory position and necessitate constant vigilance 
over this phase of the operations. In spite of the 
burden of work which may result due to the great 
variety of goods usually comprising the stocks of a 
department store, the necessity of balancing adequate 
stocks to prevent loss of sales against the dangers of 
inventory losses cannot be ignored.
A Case Study
In the following paragraphs are discussed the meth­
ods used in constructing the budgets in an actual case.
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The company which has been chosen as an example 
is a manufacturer of household heating systems. The 
company operated about four hundred factory 
branches throughout the United States. It manu­
factured five types of furnaces, each in a variety of 
sizes, and also marketed several accessories such as 
regulators. There was also a substantial repair busi­
ness, as well as income from cleaning chimneys, fur­
naces, flues, etc.
The first step in the development of the budget 
was the preparation of a sales forecast. Division man­
agers with the assistance of their branch managers 
estimated by branches the amount of sales for the 
coming year. In making their estimates the division 
managers were asked to take into consideration three 
factors and to estimate each factor separately. The 
three factors were:
1. Estimated sales, taking into consideration no 
changes in product or organization; that is, it was to 
be assumed that the existing line would remain un­
changed, as would also the personnel at the branches 
and the plan of branch operation.
2. Estimated increased sales which might result 
through the introduction of a new design cast-iron 
furnace to be sold at a price competitive with the 
lowest prices quoted by mail-order houses; also to 
consider in the added products, a steel furnace and 
an oil burner at a competitive price.
3. Estimated potential sales volume existing in 
certain branches, provided the manpower in those 
branches was increased to a point where such poten­
tial sales volume could be solicited effectively.
The individual estimates of the division man­
agers were reviewed by the sales manager and his 
staff and further discussed with the division managers 
until a point was reached where the sales department 
felt that it had arrived at a reasonable and conserva­
tive estimate of sales for the coming year. The sales 
in units reflected in the estimate were allocated to 
the various classes of furnaces and other products, 
percentagely, on the basis of recent experience and 
after considering the effect on probable customer 
demand of the introduction of the new products. The 
apportionment of anticipated sales to the months of 
the fiscal year was made on the basis of average 
experience during the preceding five years.
Using the sales forecast as a basis, each operating 
department was required to prepare a forecast of its 
activities in relation to the sales program.
The production department prepared a schedule of 
the numbers of the various classes of furnaces to be 
manufactured each month to meet the anticipated 
sales requirements and to maintain satisfactory inven­
tories of finished product as well as to maintain as 
smooth a production curve as conditions in the in­
dustry permitted. With the production schedules as 
a basis, the cost department scheduled the direct labor 
and direct material requirements for each month. 
The various factory departments were furnished
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schedules showing their expenses during the preced­
ing period and were asked to furnish estimates of 
their expenses for the coming year in relation to the 
anticipated manufacturing activity, and giving appro­
priate consideration to the variability of the various 
expenses from month to month with fluctuations of 
volume.
The purchasing department prepared a schedule 
of raw material purchases based on the schedules of 
monthly requirements furnished by the cost depart­
ment. The purchase schedule took into consideration 
the maintenance of proper raw material inventories 
and purchasing in such volume and at such times as 
would result in the most favorable prices. Expense 
material was considered as being purchased when 
required.
The various office departments were furnished 
schedules of expenses for the preceding period and 
were asked to prepare estimates of their expenses at 
the anticipated sales volume.
Certain items of administrative expense as well as 
book charges such as depreciation, amortization of 
deferred charges, etc., were calculated by the account­
ing executives. Expenditures which were a matter 
of management policy, such as advertising and addi­
tions to plant, were naturally determined by the 
major executives.
The treasurer, in addition to preparing schedules 
of expenses for the cashiers’ and collection depart­
ments, was required to furnish a forecast of accounts 
receivable and allowances for doubtful accounts, 
which showed monthly, estimated collections, cash 
discounts, removals, cancellations, and uncollectible 
accounts.
In this particular company the estimating of branch 
selling expenses was especially difficult. It should be 
recalled that the company operated about four hun­
dred branches. Each branch due to variations in size 
and local conditions presented a different problem 
with respect to personal selling by the manager, com­
pensation of salesmen, supervision by salesmen of 
installation work, etc. In spite of the detail involved 
the budget for each branch was separately prepared. 
In this case the branch budgets were compiled by 
the home office sales department. This was necessary 
as the preparation of the individual forecasts was 
influenced by company policies of branch manage­
ment and operation, as well as certain features of 
branch managers’ and salesmen’s contracts.
Finally, all of the schedules, submitted by depart­
ment heads and officials directly responsible for or 
most conversant with the various operations, were 
reviewed, discussed, and revised by the controller 
and his immediate assistants, having in mind at all 
times the reasonableness of the estimates in view of 
the anticipated volume of activity, past experience, 
and future requirements and plans.
To review the several steps in the preparation of
the budget: Based on the sales forecast, the produc­
tion department had estimated its manufacturing 
activity in units. Predicated on these two basic fore­
casts, each manufacturing, selling, and administrative 
department had in turn forecast its own activities. 
The controller had before him a file of separate but 
related schedules, and with them he was to compile 
the budget by months. The controller naturally pre­
scribed the form and contents of the various schedules, 
to insure uniformity, conformity with the classifica­
tion of accounts and arrangement which would lend 
itself to subsequent accounting treatment.
The first task was one of summarization. The sales* 
department’s forecasts of sales and expenses by 
branches had been summarized prior to submission 
to the controller. The manufacturing, selling, and 
administrative expenses were next summarized. The 
controller now had reduced the working schedules to 
about a dozen, all of them presenting forecasts for 
each of the ensuing twelve months. The schedules 
were:
Sales.
Direct material and direct labor.
Purchases.
Manufacturing expenses.
Home office selling expenses.
Branch selling expenses.
Administrative expenses.
Other deductions and other income. 
Accounts receivable.
Plant additions and betterments.
The assembly of the above summary schedules into 
monthly forecasted balance sheets and income ac­
counts was resolved into a purely mechanical task. 
A journal sheet was set up consisting of twenty-six 
columns and a name space. The twenty-six columns 
consisted of a debit and credit column for each of the 
twelve months and total for the year. The name space 
was used to write in the names of the accounts affected 
by the budgeted transactions.
A set of journal entries was then prepared to give 
effect to each of the items in the various schedules. 
For example, sales represented a debit to accounts 
receivable and credit to sales. The estimated collec­
tions each month were reflected as debits to cash and 
credits to accounts receivable. Direct material used 
in production was recorded as a debit to work in 
process and credit to raw materials. Purchases were 
debited to inventory accounts and credited to ac­
counts payable which were liquidated according to 
purchase terms by credits to cash. A similar proce­
dure was followed for all of the items in the schedules. 
When journalizing expense schedules the debits were 
naturally made to controlling accounts only, with 
related credits to cash, allowance for depreciation, 
prepaid expenses, etc.
The next step consisted of posting the journal 
entries. For this purpose sheets were lined up similar
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to the usual form of working trial balance. The 
accounts were listed along the left side of the sheet. 
The first money column contained the balances of 
real accounts at the beginning of the year. There 
followed two columns for adjustments as indicated 
by the first month’s journal entries and a fourth 
column for the balances at the end of the first month. 
The sheet was continued toward the right for each 
of the twelve months, ending up with the forecasted 
trial balance at the close of the year.
Before preparing the balance sheets and income 
accounts, a statement of estimated cash receipts and 
disbursements was compiled from an analysis of the 
monthly postings to the cash account in the work 
sheets. The statement of cash receipts and disburse­
ments and resulting cash balances at the end of each 
month disclosed the months in which it would be 
necessary to resort to bank loans to provide adequate 
cash balances and the months when these loans could 
be repaid. Journal entries were then made to give 
effect to anticipated borrowings and liquidation as 
well as resultant interest expense. After these entries 
had been posted to the work sheets, the final step 
was the preparation of monthly balance sheets and 
income accounts and the budget was finished.
The procedure which has been outlined is, as 
stated before, taken from an actual case. It may 
sound somewhat formidable and may become pretty 
badly involved unless preceded by painstaking plan­
ning. The controller or other officer responsible for 
the budget must possess enough imagination and 
vision to see the finished picture behind a mass of 
detail. He must know what he wants and what to 
do with it when he gets it. Each step must be laid 
out in advance and reduced to elemental accounting 
operations which fit into each other. There must be 
no question as to who is responsible for each of the 
schedules, and a time schedule for their submission, 
review, and revision should be established. Coopera­
tion throughout the organization is of course essen­
tial. The reader may be assured that, with proper 
foresight, preparation, and planning, the time and 
expense of doing a thorough job of budgeting should 
be entirely commensurate with benefits to be obtained.
Profit Realization Chart
In the preparation of budgets, the profit realization 
chart is a valuable aid in analyzing past experience 
and projecting the facts and factors to disclose the 
effect of operations. If a distinction is to be drawn, 
this is probably the most important single chart for 
every executive who has the responsibility for de­
termining sales volume and price policy. This form 
of chart is frequently referred to by other titles; for 
example “break-even chart” and “profitgraph.” It is 
plotted in many different forms, some quite simple, 
with only a few lines; others complex, with numerous 
lines and legends.
The value of the profit-realization chart is in its 
capacity to visualize the relationships between fixed 
expense, variable expense, and income. However 
arranged and plotted, it shows the point or zone 
where income balances outgo. This is the point where 
losses cease and beyond which profits are realized.
By reason of fixed expenses, a certain amount of 
business or volume of sales at a given price must be 
secured before the profit point can be reached. Sales 
below that certain amount of volume result in losses 
and above that amount, produce profits. The profit- 
realization point in volume of sales is that rate of 
activity which results in neither a profit nor a loss. 
It is the amount of business at which income and 
expenditures balance or “break even.” If variable 
cost varies directly with the volume of sales and at 
different rates of activity is always the same per­
centage of volume, while fixed expense remains con­
stant irrespective of the sales volume, the difference 
between the variable cost and the amount of business 
done, expressed in dollars, is available to cover the 
fixed cost. At some sales volume the fixed expenses 
would be covered and as sales increased beyond that 
point, profit would be realized.
A typical or conventional profit realization chart 
shows variable cost, total cost and income, by use of 
three plotted lines. Such a chart in simple form is 
illustrated below:5
Profit Realization. Chart
The horizontal scale represents the percentage of 
plant activity, while the vertical scale represents dol­
lars. The area under the variable-cost line represents 
the amount of variable cost at the different per­
centages of plant activity. The area between the 
variable cost line and the total cost line represents 
fixed expense and is constant at the different degrees 
of plant activity. The area between the income line 
and the total cost line is a loss at the left of the profit 
realization point and at the right of that point, a 
profit. This chart is plotted on straight-line relation­
ships which assume that variable costs are directly 
proportional to plant activity. This assumption is
5Reproduced from Budgeting, by Prior Sinclair (New York: 
Ronald Press Co.), p. 372.
Ch. 18-p. 22 Contemporary Accounting
generally sufficiently accurate for ordinary purposes 
of budget preparation and production control. How­
ever, it should be evident that the “profit-realizaion 
point” is not a definite point as indicated on these 
curves, but rather a small area within which the profit 
realization point is contained.
The analysis leading to the development of a profit- 
realization chart is based on the assumption that 
operation in industry will continue to fall within cer­
tain limits provided relationships remain fairly con­
stant. With this assumption, an analysis is made of 
past experience which gives the mean or average of 
operation, as well as the deviation from that mean 
condition. From these data the probability of future 
operating conditions is predicted. The prediction, 
however, cannot be so accurate as to determine upon 
a single point in operation where the effects of all 
factors will so combine as to establish a point of profit 
realization, but rather to ascertain that this point will 
fall within a certain area or will be circumscribed 
by certain lines which can be plotted upon a chart.
Given certain data to be plotted in determining the 
position of the lines, it will be found that the lines 
themselves can be established by one of several 
methods. When the data are plotted, for example, 
in a family of points, the lines themselves may be 
drawn by inspection or by a mathematical computa­
tion known as the method of least squares. For each 
of these methods of computation a slightly different 
location of the line will be obtained. That is, the 
profit realization point will shift with each change 
in the method of computation. Instead of being a 
single point, it will probably lie within a restricted 
area.
It has been pointed out that a typical profit-reali­
zation chart is based on the assumption that variable 
costs have a straight-line relationship or are in direct 
proportion to business activity and furthermore that 
the items classed as fixed expense remain constant 
throughout the entire range of plant activity.
As a matter of practice and experience, the variable 
indirect costs and expenses cannot be controlled to 
make them exactly proportional to volume at all 
levels. Similarly, items which are in a large degree 
constant do vary somewhat with different degrees of 
activity. When allowances are made for these factors 
it may be found that the variable-cost line is a curve 
instead of a straight line.
The form of analysis which the profit-realization 
chart permits is of particular value in budget prepara­
tion and production control.
The chart presented above6 as a basis for discussion 
is simple in character. However, it is found frequently 
in practice that by showing more operating informa­
tion on the charts their usefulness is enhanced. On 
one form of chart the horizontal scale represents 
direct-labor dollars per month or quantity of units 
produced. On vertical scales stated in dollars are
Profit Realization Chart in More Detail
plotted the major elements of the profit-and-loss 
statements, such as, materials, direct labor, factory 
controllable expense, factory uncontrollable expense, 
selling and administration expense, cost of sales, and 
sales.
The name “profitgraph” has been applied to the 
profit realization chart by C. E. Knoeppel who was 
one of the first to develop and apply this form of 
analysis. In this form of chart are set forth not only 
the operating factors hereinbefore discussed, but, 
among others, the following phases are separately 
recognized and presented: shut down costs, preferred 
and common dividend requirements, provision for 
federal and state taxes, interest on funded debt, 
obsolescence. An illustration of a profitgraph is pre­
sented on the next page.7
The method of analysis by means of a realization 
chart can be applied to the operation of a depart­
ment or subdivision of a business as well as to the 
activities of the business as a whole. It is useful in 
any situation where it is desired to determine the 
minimum activity necessary to meet all expenses and 
to compare estimated and actual expenses.
Budget Reports
Budget information is most useful when it is ar­
ranged and presented in summarized form accom­
panied by whatever interpretation may be helpful in 
explaining the recard presented. Budget reports are 
the means by which information of this nature is 
made available.
In designing and using budget reports, the two 
major' objectives of budgeting should be continually 
kept in mind:
(1) The formulation of plans, programs, and sched­
ules of operation.
6Reproduced from Budgeting, by Prior Sinclair, p. 377.
7Reproduced from Budgeting, by Prior Sinclair, p. 381.
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(2) The enforcement of approved plans, programs, 
and schedules.
The general nature of budget reports is compara­
tive. It is intended to show the relation between esti­
mated and actual performance and the difference 
between them. If an analysis is added to the com­
pilation, it will also show the cause or reason for 
the difference.
Budget reports may be either a tabular arrange­
ment, a graphic presentation where charts take the 
place of tabulated statements, or a combination of the 
two types. The advantage of the chart presentation 
lies in the ease with which comparisons are visualized 
and studied by the executives and supervisors. Per­
sons who are not skilled in the interpretation of the 
common accounting and financial reports often can 
readily gain a complete understanding of the subject 
matter through a chart or diagram.
Regular and careful study of budget reports will 
promote increased executive efficiency and accuracy 
of budget estimates in succeeding periods. It will 
focus attention upon discrepancies, thereby eliminat­
ing unnecessary review of records which reflect per­
formance in conformity with planned routine.
While the primary comparison of budget reports 
is between estimated and actual performance for 
current periods, nevertheless it is often advantageous 
to compare current performance with past perform­
ance. The reason for this is found in the fact that
such comparison will assist in determining trends 
and will show whether or not they are desirable.
The preparation of a coordinated and useful set of 
periodical reports is facilitated if they are based on 
the foundation of a well-defined organization and 
carefully constructed classification of accounts. Gen­
eral executives will receive summary reports of the 
major phases and departments of the business. These 
support the basic financial statements and are in turn 
supported by the departmental summaries of sections 
within each department. A report for each section 
covered in total by a departmental summary will 
break down the sectional activities to the last de­
sirable detail.
Each executive of whatever rank will receive only 
the material which affects him. The minor executive 
will receive reports upon his section and no other. 
Departmental executives will receive sectional sum­
maries, looking to section heads for details. Major 
executives will receive broad over-all summaries and 
will look to departmental heads for details.
The basis of sound report preparation is laid in 
two fundamentals of budgetary control principles set 
forth early in this chapter. These are, first, an 
accounting structure which lends itself to break­
down of details as readily as it does to gathering 
underlying information and, second, an organization 
structure which enables the executive to establish 
responsibility for results.
SALES SCALE IN PERCENTAGE
Profitgraph Showing Relation of Sales and Profit
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CHAPTER 19
THE PREPARATION OF ACCOUNTANTS’ REPORTS
By John H. Zebley, Jr.
WHEN an accountant has completed his final conference with officials of the enterprise whose accounts he has been examining, he assembles his 
working papers and schedules, and leaves the office 
of the establishment. At this point an important part 
of the engagement has not been completed. Attention 
and study must be given by the accountant to the 
preparation of a report, setting forth the results of 
the examination.
The field work of the public accountant and his 
staff of assistants may have been most carefully per­
formed, but if the report and the financial statements 
to which it relates do not set forth the pertinent in­
formation which the client expected or if the com­
ments are not worded clearly and the conclusions are 
not concisely stated, much of the benefit of the work 
done will be lost to the client. The report is what 
the client sees and relies on. If it is not prepared 
in a form and manner befitting a professional ex­
amination, the accompanying financial statements 
undoubtedly will not receive the same consideration 
or be assigned the same weight as would be the case 
if the accountant’s report and opinion had been more 
clearly expressed.
An accountant’s report which is well planned from 
the reader’s viewpoint, carefully worded and logically 
arranged, will always be an indication of the pro­
fessional status which the accountant attaches to his 
own work. Once the report is released to the client 
there is no way for the accountant to control its 
distribution. Terms and expressions used therein 
which may be properly understood by management 
closely related to the business may convey an entirely 
different meaning to a reader less familiar with the 
affairs of the company. It is accordingly of paramount 
importance that the accountant say exactly what he 
means in unequivocable and unambiguous language. 
To be fluent and adept in speaking and in writing 
upon matters related to accounting requires no in­
considerable amount of painstaking study and effort. 
One of the surest stepping stones to advancement for 
a staff accountant in the office of a public accounting 
firm is the ability to express himself on accounting 
matters readily and concisely, both in speech and in 
writing.
Preliminary Planning of Report
Preliminary planning of work in relation to in­
formation which the report is expected to disclose 
will be most helpful in drafting the accountant’s 
report. This work should be performed with the
submission of the report in mind. Working papers, 
schedules, and important memoranda should be 
readily available and in logical sequence for the 
preparation of the report. Inadequate planning and 
a poorly arranged file of working papers may add 
many hours to the time which otherwise would be 
required to write the report.
Record Details of Engagement
The earliest plans for the report generally should 
be formulated at the time of the conference with the 
client when the engagement is obtained. At that time 
the purpose and scope of the examination is initially 
discussed and generally determined. Most public 
accountants have found it desirable to reduce to 
writing the details of arrangement for each engage­
ment and to maintain that record as a private file. 
This permits pertinent information to be extracted 
therefrom and made a part of the papers relating to 
the examination program for the guidance of ac­
countants assigned to the work, while other informa­
tion such as the amount of fee, manner of billing, 
or reasons underlying a special investigation do not 
appear among the working papers.
Notes will have been made at the time of the 
initial conference of special data or information 
which the client desires and the type of detailed or 
statistical information to be supplied directly to those 
to whom the report will be initially distributed. This 
will avoid duplication of such information in the 
accountant’s report unless such duplication is 
requested.
Special Treatment of Unusual Items
In some engagements unusual situations develop 
which could not have been anticipated or were not 
considered at the time arrangements were negotiated 
but which require special treatment. As these items 
or conditions become apparent, the pertinent infor­
mation and data should be assembled in the working 
papers with explanations so detailed that little time 
will be lost in reviewing and deciding upon the ex­
tent of related comments that should be set forth in 
the report. Frequently it is preferable to cover such 
matters in a special report or in a separate communi­
cation.
Refer to Prior Reports
Where the particular engagement has been a con­
tinuing one, the report for the preceding year or 
period will frequently disclose unfinished transactions 
or recommendations which should be considered in
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the current examination. A reading of the earlier 
report before an engagement is begun will enable the 
accountant to plan his work so that coverage of such 
matters will take their logical place in the course 
of the current examination.
Responsibility for the Financial 
Statements
“Whose Balance Sheet Is It?”
Many hours and reams of paper have been con­
sumed by accountants in discussing and writing on the 
subject, “Whose Balance Sheet Is It?”1 Can the mere 
arranging of accounts between the income statement 
and the balance sheet by the accountant alter the fact 
that the basic figures and their relation to each other 
are the client’s responsibility, which is not less than 
when these same figures are assembled by the client’s 
organization?
Some persons believe that responsibility for the 
fairness of the financial statements is originally that 
of the accountant but may shift to management when 
adequate internal control, efficient internal auditing, 
and a well organized accounting department permit 
the initial preparation of the financial statements by 
the client.
Primary Responsibility of Management
No such distinction as to responsibility should be 
made. In every regular year-end audit the accounts 
underlying financial statements are the records and 
representations of management and should be main­
tained in accordance with sound accounting prin­
ciples. Management should assume the primary 
responsibility for their integrity.2 The responsibility 
of the accountant is secondary and relates to the in­
tegrity of the financial statements only insofar as 
departures from sound principles of accounting might 
be disclosed by appropriate auditing techniques. It 
matters not at all that in one case the accountant 
may have been consulted as to the propriety of cer­
tain entries in advance of recording them, while in 
another case his audit may have disclosed that some 
adjustment of the accounts accepted by management, 
was necessary and was made by him in the final draft 
of the statements.
The Securities and Exchange Commission has stated 
its position in the following manner:3
“ ‘The fundamental and primary responsibility for 
the accuracy of information filed with the Commis­
sion and disseminated among the investors rests upon 
management. Management does not discharge its obli­
gations in this respect by the employment of indepen­
dent public accountants, however reputable. Account­
ants’ certificates are required not as a substitute for 
management’s accounting of its stewardship, but as a 
check upon that accounting.’ ”
Explanations v. Qualifications
Too much emphasis cannot be placed on the dis­
tinction between explanations and qualifications in 
accountants’ reports. Footnotes attached to financial 
statements usually contain explanations of matters of 
importance to the financial affairs of the business 
which are not and in some cases cannot be satisfactorily 
expressed in the body of the statements. The footnotes 
are also used to give information as to items in the 
statements beyond that furnished by the captions. 
Sometimes matters relating to financial policies or 
projects are covered because they give further light on 
financial condition. A footnote is presumed to be a 
part of the statement to which it relates and as such is 
a representation of the management. The accountant’s 
opinion therefore covers the footnotes’ and they should 
never be used to qualify his opinion. Any such qualifi­
cations or reservations should be set forth in his report 
over his signature.
A long-form report often contains the explanations 
of the accountant as to items included on the state­
ments or as to other matters relating to a company’s 
financial affairs. Care should be taken that the com­
ments in an accountant’s report do not contain 
explanations or definite statements which, though 
believed to be true, have not been the subject of 
careful examination and review. Likewise in comment­
ing on operating results it should be remembered 
that management* through its daily contacts probably 
has a more complete knowledge of conditions con­
fronting the business than does the public accountant. 
Discretion should accordingly be exercised in such 
matters as the statement of specific causes for fluctua­
tions in gross revenues or in net operating profits.
Some public accountants give no opinion in many 
of their reports, believing that the comments should 
enable the reader to understand the scope of the ex­
amination and, therefore, the extent of responsibility 
assumed by the accountant with regard to financial 
conditions and operating results. This practice leads 
to uncertainty when reports reach the hands of a 
banker. The latter then must form his own opinion 
as to the significance of the omission.
No properly constructed report will leave the reader 
in doubt as to the degree of responsibility assumed 
by the accountant in relation to the accompanying 
financial statements. The extent to which generally 
accepted auditing procedures have been followed and 
a statement of those omitted should be indicated in 
all reports, to avoid any misunderstanding.
1See Papers on Auditing Procedure and Other Accounting 
Subjects (presented at the 52nd annual meeting of the Ameri­
can Institute of Accountants), 1939, pp. 115-136.
2American Institute of Accountants, Accounting Research 
Bulletin No. 1, Sept. 1939.
3American Institute of Accountants, Statement on Auditing 
Procedure No. 22, “References to the Independent Accountant
in Securities Registrations,” May 1945, p. 155.
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Variations in Form of Reports
Factors Affecting Form of Report
By far the greater number of accountants’ reports 
relate to the examination of financial statements. The 
enterprises whose accounts or financial statements are 
examined, vary considerably in size, in type of owner­
ship, and in type of management, and these differences 
create varying requirements for reports. The fore­
most consideration is probably the purpose for which 
the examination is undertaken. For example, the 
report may be intended for distribution among a large 
number of stockholders, the absentee owners of the 
business, or it may be for the use of a few stockholders, 
all actively engaged in management. On the other 
hand, the report may be intended for the purpose of 
obtaining working capital through the sale of short­
term commercial paper or through bank loans; or 
it may be required in connection with a proposed 
issue of equity securities or the funding or refunding 
of long-term debt, in which case the filing of regis­
tration statements with the Securities and Exchange 
Commission4 or other regulatory bodies is usually 
required.
In each of the different uses to which an account­
ant’s report may be put, variations in form and 
content are generally desirable in order to emphasize 
some important aspect from the viewpoint of the 
reader for whom the report has been primarily pre­
pared or to comply with special requirements of regu­
latory bodies. It should never be forgotten, however, 
that a report may be used for purposes not foreseen 
by the accountant in preparing it. For that reason 
it is important that the degree of responsibility 
assumed by the accountant be clear, whatever the 
primary purpose of the report.
Evolution of Wording Used in Short Form Report
The short form of accountant’s report, or opinion, 
sometimes called certificate, which is in general use 
with regard to the financial statements of most com­
panies whose securities are dealt with on stock ex­
changes, or are widely distributed, has been discussed 
at length in Chapter 11. The author of that chapter 
has traced its evolution with particular regard to the 
changes in wording which have been made therein 
in recent years.
Prior to the present war great uniformity in the 
wording of the short form of report could be found 
among the published financial statements of publicly 
owned companies, and mention of qualifications and 
exceptions therein were in the minority. The exigen­
cies of the war made impossible the performance of 
some auditing procedures previously considered a pre­
requisite to rendering an opinion. These omissions 
have resulted in innovations in the wording of the 
accountants’ certificates. The purpose of the changes 
in wording has usually been to disclose the limits
within which the accountant’s opinion may be ap­
plicable. This is illustrated by the following account­
ant’s opinion on a prospectus of Edward G. Budd 
Manufacturing Company at June 30, 1944:
“We have examined the financial statements and 
schedules shown on the accompanying list. Our ex­
amination was made in accordance with generally 
accepted auditing standards applicable in the cir­
cumstances and included such tests of the accounting 
records and other supporting evidence and such other 
procedures as we considered necessary. It was not 
practicable to confirm receivables from the United 
States Government but we satisfied ourselves as to 
these items by reasonable tests.
“There are numerous uncertainties, under present 
wartime conditions, which may affect the accompany­
ing accounts. A final renegotiation agreement has 
been made for 1942 but renegotiation proceedings for 
1943 are still pending and for 1944 have not com­
menced. A substantial portion of the costs incurred 
in performance of the cost-plus-fixed-fee airplane con­
tract, which has been ordered to terminate on October 
31, 1944, has not been finally audited and accepted 
by the Navy Department; the fee, parts of which have 
been accrued in 1942, 1943, and 1944, is subject to 
renegotiation either in final settlement of this con­
tract or in over-all renegotiation of the company’s 
entire 1944 government business. Questions affecting 
federal taxes on income for several years involving 
material amounts remain unsettled. The statements 
of profit and loss for 1942, 1943, and six months end­
ing June 30, 1944, include provisions for anticipated 
reconversion costs as revised by the Board of Direc­
tors in August, 1944. The ultimate amount of such 
costs, the resulting reductions in income taxes and 
allocation of the net cost to the several fiscal periods 
cannot be determined until after the termination of 
the war. These uncertainties have been dealt with 
in the accounts in a manner which is believed to be 
reasonable in the light of present information, but 
their final settlement may favorably or unfavorably 
affect the company’s position at June 30, 1944 and 
the net profits for the several periods shown in the 
accompanying statements.
“In our opinion, the accompanying financial state­
ments with the notes appended thereto and the ex­
planations in the preceding paragraph, present, as 
fairly as can now be estimated, the position of Edward 
G. Budd Manufacturing Company at June 30, 1944 
and the results of its operations for the three years 
and six months ending on that date (including those 
of a subsidiary consolidated from June 1, 1941 to 
March 19, 1943) in conformity with generally ac­
cepted accounting principles consistently applied 
throughout the period.”
Innovations which have occurred from time to time 
and the progress made by the United States Steel 
Company during the past forty years in its published 
annual reports on financial position and operating
4See Regulation S-X of Securities and Exchange Commission 
relative to contents of financial statements.
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results was the subject of a recent article by Richard S. 
Claire.5 Important changes in the form and content 
of the income statement, the balance sheet, and the 
accountant’s certificate are discussed therein, and Mr. 
Claire concludes his article with this observation:
“The financial statements have been improved by 
eliminating unimportant detail and by avoiding 
terminology which was often confusing. On the 
score of disclosure some may say that the recent 
financial statements are weaker than those of prior 
years because of the reduction in the amount of de­
tail. My conclusion on this point, however, is that 
disclosure should be measured by the effectiveness 
with which the important aspects of the financial 
situation are conveyed to the minds of the majority 
of the readers. Taking this as the test, U. S. Steel 
reports and financial statements clearly show that 
progress has been made and that a desirable balance 
has been achieved.”
A valuable guide in the preparation of account­
ants’ reports and related financial statements will be 
found in the conclusion stated in the foregoing, 
namely, that unimportant detail should be eliminated, 
confusing terminology be avoided, and emphasis be 
placed upon the more important financial data.
Pattern of Special Examination Reports
Accountants are frequently called on to make spe­
cial types of examinations such as the investigation 
of a defalcation or of royalty payments, special prod­
uct cost studies, or installation of accounting and cost 
systems.
All of these examinations require the prep­
aration of a report, but the financial information 
submitted varies greatly and no precise pattern of the 
content of those reports can be readily designed. 
Some may cover only transactions involving cash, 
others may be limited to transactions in securities; 
some may include recommendations for changes in 
accounting or cost systems, and the usual financial 
statements may be omitted. Such special types of 
examinations call on the ability of an accountant to 
express himself in precise terms and with complete 
clarity. This is especially important in investigations 
involving disputes, partnership dissolutions, or other 
matters which may reach the courts before final 
adjudication.
The pattern to be followed in the preparation 
of such reports includes a summary of the purpose 
of the examination, a statement of its scope and of 
any limitations imposed by circumstances or by in­
structions, the disclosure of pertinent facts developed 
by the examination, and conclusions or recommenda­
tions. Financial data may be included in summary 
form in the body of the report or may be submitted 
in statement form, with appropriate references thereto 
in the text of the report.
General Arrangement of Report on 
Examination of Financial Statements
For many years it was general practice to list finan­
cial statements and supporting schedules on the first 
page of a long-form report. Recent practice, how­
ever, tends to the description of such statements in 
general terms with the detail set forth in an index 
or table of contents. The index should refer to the 
various sections of the narrative or commentary por­
tion of the accountant’s report so that comments on 
specific matters may be readily located.
For Shareholders
It is important for a reader of a report to know 
at the outset the scope of the examination and any 
limitations placed thereon and to be informed of the 
omission of any customary auditing procedures. For 
that reason, information on such matters should fol­
low immediately after mention of the financial state­
ments and the period examined.
Having described the financial statements under 
review and the scope and extent of the examination 
conducted, the next matter in logical sequence is 
the expression of opinion as to the fairness of the 
representations set forth in the financial statements 
and the related schedules and explanatory notes. 
That opinion may be unqualified or it may be stated 
with certain reservations or exceptions. Unless it is 
unqualified, consideration should be given to the per­
tinent recommendations contained in “Extensions 
of Auditing Procedure”6 from which the following 
is a quotation:
“As previously stated, if such exceptions are suf­
ficiently material to negative the expression of an 
opinion, the auditor should refrain from giving any 
opinion at all, although he may render an informa­
tive report in which he states that the limitations 
or exceptions relating to the examination are such 
as to make it impossible for him to express an opinion 
as to the fairness of the financial statements as a 
whole.”
Any report on an examination of financial state­
ments, without regard to the group for whom in­
tended, should contain the material outlined above, 
but unless the report contains more it can hardly be 
considered as long form. The subject matter and 
extent of other comments will depend on the purposes 
for which the report has been prepared. Accountants’ 
reports intended for wide distribution among stock­
holders are usually in short form. In that case, they 
are usually supplemented by the president’s letter. 
Reports intended for the stockholders in a closely 
held corporation may be and often are in long form, 
with comments in some cases consisting of only brief
5Richard S. Claire, “Evolution of Corporate Reports,” The 
Journal of Accountancy, Jan. 1945, p. 51.
6American Institute of Accountants, Statement on Auditing 
Procedure No. 1, Oct. 1939, p. 11.
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general analyses, while in others complete, detailed 
explanatory text relating to every important item on 
the financial statements may be presented.
Reports for Credit Purposes
Reports intended for credit purposes also vary as 
to the extent of explanatory text. In many cases, in 
which the credit standing of the borrower is unques­
tioned, the short-form report satisfies the require­
ments while in others the grantor of credit demands 
more information on which to base his appraisal of 
the credit risk. In most cases it is to the client’s ad­
vantage if the accountant’s report contains some 
illuminating comment on operations as well as fur­
ther explanation of the important items on the bal­
ance sheet. It is quite desirable that the accountant 
go into some detail in describing audit procedures 
with relation not only to inventories and receivables 
but to all important balance sheet items.7
Reports for Management
The text of a report intended exclusively for man­
agement may be concerned with matters omitted 
from reports prepared for other groups. The subjects 
of particular interest to management might include
organization and internal control. The accountant’s 
responsibility to all groups could require some men­
tion of extreme weakness in these when reporting to 
stockholders or credit grantors, but ordinarily such 
comments would be reserved for management.
A report for management of a business may include 
detailed analyses of operations and financial position 
if such information would be helpful to management. 
General Requirements
The subject of the most general interest to readers 
of financial reports, whether they be investors, credi­
tors, or representatives of management, is the amount 
of net income for the period under examination. 
Accordingly, the comments on earnings usually are 
given an early place in long-form reports. Comparison 
with the earnings of the previous year is of interest 
but the comparison may be of greater value in many 
instances if it covers three or more periods. In such 
case brief comment on the results for the period is 
sufficient, with reference to an accompanying ex­
hibit or an inserted schedule containing a condensed 
comparative statement on which appropriate ratios 
based on net sales or gross operating revenues can 
be shown. An example follows:
Year Ended 
December
Year Ended 
December
Year Ended 
December
31, 1944 31, 1943 31, 1942
Amount
(000
Omitted)
Net sales ....................................................................$10,895
Cost of goods sold.......... ....................................... 6,718
Gross profit ............................................................. 4,177
Selling and delivery expenses .............................. 2,880
Administrative and general expenses ................ 122
~ 3,002
Operating profit ................................................... 1,175
Miscellaneous income (net)..................   18
Income before federal taxes on income.............. 1,193
Provision for federal taxes on income .............. 581
Net income ............................................................. $ 612
Per Per Per
Cent Cent Cent
to Amount to Amount to
Net (000 Net (000 Net
Sales Omitted) Sales Omitted) Sales
100.00 $10,024 100.00 $8,351 100.00
61.66 6,083 60.68 5,140 61.55
38.34 3,941 39.32 3,211 38.45
26.43 2,732 27.25 2,338 28.00
1.12 111 1.11 121 •1.45
27.55 2,843 28.36 2,459 29.45
10.79 1,098 10.96 752 9.00
.16 48 .47 12 .15
10.95 1,146 11.43 764 9.15
5.33 484 4.83 324 3.88
5.62 $ 662 6.60 $ 440 5.27
In making such comparisons care should be exer­
cised to rearrange the statement of earnings for earlier 
periods to agree with the allocation of costs or ex­
penses in the current period if a changed method of 
allocation has been adopted. The earnings statement 
for an earlier period also should be revised to in­
clude any surplus adjustments applicable thereto.8
Ratios of operating costs and expenses may be 
stated in relation to dollar volume of sales or to units
of product. In many cases a comparison may be 
shown of such data for the current period with simi­
lar factors for the immediately preceding period.
7See “Accountant’s Report to Accompany Statements for Credit 
or Special Purposes” issued May 6, 1940 as a report of the 
committee on cooperation with credit men of the New York 
State Society of Certified Public Accountants.  
8American Institute of Accountants, Accounting Research 
Bulletin No. 6, “Comparative Statements,” April 1940.
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Sometimes management requests an accountant to 
include in his report certain company ratios in order 
that a comparison may be made with ratios de­
termined for an industry group. An example of a 
few of the more generally used ratios are:
Current assets to current liabilities.
Net profits to net sales.
Net profits to net worth.
Net profits to net working capital.
Fixed assets to net worth.
Current debt to net worth.
Total debt to net worth.
Average collection period for accounts receivable.
Net sales to inventory.
Such ratios and others were published by Dun & 
Bradstreet, Inc., covering manufacturers, wholesalers, 
and retailers engaged in 78 lines of business activity 
for the year 1943 with comparisons shown for each 
of the prior four years and with the average of the 
five years.9
Before including such ratios in a report the client 
should be consulted in order to avoid a duplication
of effort should management have previously obtained 
such data.
The long form of accountant’s report frequently 
anticipates and answers the question, “Where are the 
profits?” The starting point in answering this ques­
tion is found in the changes in balance-sheet items, 
which reflect the net change in financial position for 
the period between the beginning and the end of the 
period covered by the examination. This information 
is generally set forth in the form of condensed 
balance sheets at the dates being compared, with the 
amounts of the component items arranged in parallel 
columns followed by a column in which the increase 
or decrease is shown. In such an arrangement, the 
algebraic sum of the items of net change in the final 
column relating to assets will equal the difference 
between the total assets at the dates specified. Simi­
larly the sum of the items of net change in the final 
column relating to liabilities, plus or minus the net 
change in capital stock and surplus, will equal the 
difference between the totals shown for the liability 
side of the balance sheets. An example of such 
arrangement is given below:
Assets
December
31, 1944
December
31, 1943
Increase
Decrease*
Current assets:
Cash in banks and on hand.................................. ............$4,817,000.00 $1,811,000.00 $3,006,000.00
Marketable securities ............................................ ............ 1,618,000.00 2,021,000.00 403,000.00*
Accounts receivable—trade ................................. ............ 473,000.00 546,000.00 73,000.00*
Inventories ............................................................. ............ 1,082,000.00 1,223,000.00 141,000.00*
Total current assets .............................................. ............ 7,990,000.00 5,601,000.00 2,389,000.00
Plant and equipment .............................................. ............ 2,492,000.00 2,473,000.00 19,000.00
Less: Reserve for depreciation............................ ............ 1,848,000.00* 1,767,000.00* 81,000.00*
Postwar refund of excess profits taxes.................. ............ 650,000.00 240,000.00 410,000.00
Deferred charges....................................................... ............ 14,000.00
$9,298,000.00
17,000.00
$6,564,000.00
3,000.00*
$2,734,000.00
Liabilities
Current liabilities:
Notes payable......................................................... ............$2,000,000.00 $1,500,000.00 $ 500,000.00
Accounts payable and accrued expenses.............. ............ 3,312,000.00 1,949,000.00 1,363,000.00
Total current liabilities....................................... ............ 5,312,000.00 3,449,000.00 1,863,000.00
Capital stock and surplus, Capital stock.............. ............ 1,000,000.00 500,000.00 500,000.00
Earned surplus ......................................................... ............ 2,986,000.00 2,615,000.00 371,000.00
* Denotes decrease. $9,298,000.00 $6,564,000.00 $2,734,000.00
The question as to the disposition of profits is not 
clearly answered by a casual reference to the increase 
and decrease column shown in the foregoing com­
parative-summary. There is need for a statement that 
will explain the effect of operations for a period on 
the financial status of a business. One difficulty in 
meeting this objective is the fact that important bal­
ance-sheet changes bear no relation to the amount of 
profit or loss. The contribution of additional capital,
the issuance of long-term obligations, or the purchase 
of fixed assets are typical illustrations. Another prob­
lem arises because the profit figure may be substan­
tially affected by charges and credits which do not 
involve current receipts or expenditures of cash or 
normal accruals reflected in current assets and cur­
9See “National Thrift and the Public Debt,” by Roy A. 
Foulke, Dun & Bradstreet, Inc., 1944.
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rent liabilities. The provisions for depreciation, 
depletion, and amortization are the most common 
illustrations of “non-cash” items affecting profits.
The following example of a summary analysis of 
changes in financial position presents a logical classi­
fication of significant changes:
Summary of Changes in Financial Position
Increase in net investment in business 
Sale of 5,000 shares of capital stock at $100
per share ........................................................... $ 500,000
Net income for the year .................................... 1,051,000
Provision for depreciation charged to opera­
tions ................................................................... 81,000
Net decrease in deferred charges charged to
operations ......................................................... 3,000
Total to be accounted for....................... $1,635,000
Disposition of increase in net investment in business
Postwar refund of December 31, 1944, excess 
profits tax ......................................................... $ 410,000
Purchase of equipment ...................................... 19,000
Dividends paid..................................................... 680,000
A total of .................................................. $1,109,000
Which occasioned a net increase in working 
capital as follows:
Net current assets increased..............$2,389,000
Net current liabilities increased.... 1,863,000 526,000
Total accounted for.............. $1,635,000
The foregoing type of information bears many 
designations and takes many forms of presentation. It 
is frequently given a title such as “statement of appli­
cation of funds,” “resources provided and applied,” 
or “statement of sources and applications of funds.” 
These titles have been subjected to some criticism 
within the accounting profession because the term 
“funds” and “resources” do not have a single well- 
defined meaning to most accountants and their use 
in the title tends to ambiguity. For this reason the 
descriptive title used in the preceding illustration is 
preferred by many accountants.
The need for this type of statement in accountants’ 
reports of the more detailed kind is asserted by Pro­
fessor Hiram T. Scovill in an article appearing in the 
January 1944 issue of The Accounting Review.10 The 
author expresses his idea of the importance of the 
application of funds statements in these words:
“Too frequently in the past the application-of-funds 
statement, if used by the auditor, has been included 
as a schedule or exhibit in the back part of the report. 
In too many cases also, the main application-of-funds 
statement has been supported by a working-capital 
schedule, which served as a catch-all for items that 
seemed difficult to classify and which served no espe­
cially useful purpose not covered by a comparative 
balance sheet. As a result of such type of presentation, 
the application-of-funds statement has been growing 
less and less significant to the executive and has been 
practically ignored by many in the process of ex­
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amining an auditor’s report, even when the report 
contained such a statement.
“The application-of-funds idea, however, is too 
valuable to have its real existence jeopardized by an 
unfortunate selection of form and location in the 
auditor’s report. We would reduce the whole appli­
cation-of-funds statement, including the working- 
capital appendage, to a brief summary occupying 10 
to 20 lines in the body of the auditor’s report, some­
times called ‘Comments.’ ”
Comments on Specific Items on Financial 
Statements
The foregoing paragraphs describe some of the 
comments of a general nature which may be appro­
priate in long-form reports. Mention has been made 
of situations in which the comments may be con­
cerned properly with the details of audit procedures 
and explanations relating to specific items on the 
financial statements. Such expansion of text, how­
ever, is only appropriate where a useful purpose can 
be served. Unnecessary dilution of comments tends 
to reduce the attentiveness of a reader to the more 
important matters, and frequently makes the report 
less readable.
When considerable detail is desirable, the report 
will be more acceptable if the continuity of text is 
broken frequently by captions descriptive of the sub­
ject matter. This serves the double purpose of reduc­
ing eye strain and of enabling the reader to make 
deliberate selection of the portions to be studied most 
carefully.
The conventional method of commenting on the 
items shown in financial statements in the order of 
their appearance is entirely sound if not followed too 
meticulously. Too often this pattern is made the 
excuse for unnecessary and meaningless comment on 
items which are self-explanatory. Only those items 
requiring further explanation should be discussed. 
When circumstances make advisable a detailed state­
ment of audit procedures, these are often particu­
larized under each item along with whatever ex­
planatory comment is offered. Usually a much clearer 
picture can be obtained by a complete description of 
audit procedures, in whatever detail is desired, in a 
section devoted to nothing else. This method limits 
the item-by-item text to explanation and comment 
and tends to reduce the number of subjects requiring 
special attention. As an example, no comment would 
be required as to cash if this item were appropriately 
shown on the balance sheet and if appropriate dis­
closures as to audit procedures relating thereto had 
already been made.
The items requiring specific comment might be re­
duced further by the use of schedules supporting the 
main exhibits. Thus, if a schedule were submitted 
showing the maker, date, amount, maturity, and en­
10 “Application of Funds Made Practical,” p. 20.
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dorsers of notes receivable, there might be no occasion 
for separate comment, especially if all had been paid 
before the termination of the audit and if that fact 
were noted on the schedule. Of course, if some notes 
were past due or if some of the makers or endorsers 
were doubtful credit risks or if peculiar conditions 
attached to certain notes, comment would be in order 
even though a schedule had been submitted.
Marketable securities would be another asset as to 
which comment might be unnecessary in a long-form 
report if a satisfactory schedule were submitted.
Comment is more usually required as to inventories 
and accounts receivable for the reasons that they 
often constitute very important proportionate parts 
of current assets and because the integral parts of 
each may differ so widely from the viewpoint of early 
realization. Explanation as to inventories might well 
be concerned with such matters as balance, turnover, 
quantities and type of stock excluded from valuation 
or priced below cost. On the other hand, comment 
on accounts receivable is concerned chiefly with those 
factors which point to the probability of collection. 
For that reason it is desirable to indicate the age of 
all accounts, or at least of all that are past due, and 
to set forth whatever facts can be disclosed relating 
to the value of the larger overdue balances.
Fixed assets present an opportunity for useful com­
ment in many cases. Explanation as to retirement 
of some units, the addition of others, and the status 
of projects for the extension of facilities furnishes in­
formation which can be extremely valuable under 
certain conditions.
Comment at length on specific items in the profit- 
and-loss statement is less frequent than as to items on 
the balance sheet. However, a long-form report may 
include useful information as to sales, taxes, and any 
item of expense, which either because of its unusual 
amount or its nonrecurrent character calls for ex­
planation. Comment on sales may include analyses as 
to lines and in some instances by geographical ap­
portionment. Studies of trends in various lines may 
be of interest.
The accountant in preparing a long-form report 
for special groups is called upon to exercise judgment 
if he is to include all available information of value 
for the purposes intended without, on the other hand, 
impairing its usefulness by mingling such information 
with purposeless comments on relatively unimportant 
matters.
Common Faults in Report Writing
The most serious criticism that could be directed 
against the report of a public accountant would be 
that it evidenced a carelessly planned and poorly exe­
cuted examination. Criticism of that sort is seldom 
offered. However, it is well to note that a report can­
not reach a higher level than that of the under­
lying examination. A few cases may occur now and 
then in which imagination, which should have been 
employed on the basic work, has been used instead 
to give a report a spurious appearance of value. But 
these shortcomings, attributable to failures in the 
examination itself, will be dismissed from considera­
tion in this chapter.
The faults which are most often noted in reports of 
public accountants may be classified in the following 
manner:
Lack of organization.
Failure to engage readers’ interest. 
Incompleteness of material.
Poor composition.
Lack of Organization and Failure to Engage Readers’ 
Interest
Lack of organization is given first place on this list 
because of its primary significance. The absence of 
organization in a report nullifies the advantages of 
good material and fine expression of detail. Lack of 
organization is evidenced by one or both of these 
symptoms: (1) absence of logical sequence in text;
(2) failure to accept the point of view of those for 
whom report is intended.
Failure to develop the details of subject matter in 
logical order leaves the reader confused and unable 
to retain a decisive impression of what he has read. 
If the writer of the report has not recognized the 
viewpoint of those for whom it is intended he has 
missed an opportunity to make himself understood. 
But even if he has addressed himself intelligently to 
the receptive faculties of his readers and arranged 
his ideas in exemplary progression, his purpose can­
not be served unless his story is interesting. His story 
should be of interest because he has the advantage 
of a selected group of readers who want to be told 
the things he is presumed to have learned.
Failure in these things can be guarded against only 
by organization of ideas and by planning their expres­
sion before the report is written. An outline should 
be developed with the three objects alluded to in 
mind.
(a) The viewpoint and requirements of the reader.
(b) The orderly exposition of the subject.
(c) The stimulation of readers’ interest.
The first two objects can be attained by ordinary 
thought and care. The task of making text interest­
ing is a most complex one and the method to be fol­
lowed depends on the circumstances. Interest in a 
conventional long-form report on financial statements 
can only be stimulated by development of the salient 
findings at the beginning and by expressing these 
findings so as to invite attention to the explanations 
which follow. In such case the explanations them­
selves must be concisely stated in words chosen to
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avoid monotony without departure from precision of 
expression.
Reports covering special investigations or extraordi­
nary situations can employ some of the devices of 
more imaginative composition and still retain a style 
appropriate for an accountant’s report. The skillful 
employment of contrasts and even of suspense, sur­
prise, and climax are not unsuitable in many cases. 
In general, however, the interest of readers can be 
engaged most surely by a report written in well- 
chosen English with text broken up by topical cap­
tions.
Incompleteness of Material
Many reports which in form cover the whole 
range of topics which should be commented upon, 
in fact, say so little that the reader is deprived of 
the information to which he is entitled. The omis­
sion of essential material points either to the inade­
quacy of the examination, faulty report planning, or 
a perfunctory attitude in the preparation of the 
report.
Poor Composition
Some of the faults of composition most often noted 
in reports of accountants are listed below without 
attempt to rank them in order of their frequency.
Undue stress on matters of little relative 
importance.
Uncertainty in expression.
Inexactness of expression.
Lack of variety in vocabulary. 
Poor sentence construction.
The overemphasis on matters of little relative 
importance sometimes may result from a failure to 
appreciate relative values but it is more apt to reflect 
unwillingness to be committed to definite opinions 
on matters of consequence. This weakness is, more­
over, responsible for some of the equivocal expres­
sions for which accountants have often been criticized. 
The editor of “This Blessed Language” department 
in The Journal of Accountancy once discoursed on 
the vicious coupling of the words “would seem” and 
the timidity betrayed by their frequent use in ac­
countants’ reports. There is no cure for unwilling­
ness to accept responsibility for a statement of fact 
or opinion unless one can acquire the confidence 
which begets more positive utterances.
In striking contrast to exhibitions of timidity, ac­
countants on occasion venture into the field of 
opinion when they should limit themselves strictly 
to matters of fact. Such a departure is peculiarly 
inappropriate when presenting the results of an in­
vestigation involving suspicions of irregularities. In 
these cases presentation should be uncolored, factual, 
and without assumptions or inferences. No word 
should be used which might connote a conclusion
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as to the guilt of any person. If the facts are stated 
with exactness and with clarity and if the references 
to the records are sufficiently extensive, the matter 
of decision as to blame can safely be left to others.
Inexactness of expression and absence of variety in 
vocabulary could be the reflection of the limited 
vocabulary of the writer, but it is more likely to 
evidence laziness and unwillingness to search for the 
right word to fit each need. When care is taken to 
make a right choice of words, monotonous overuse 
of common words will be avoided.
Attention to the construction of sentences is per­
haps the most important step in obtaining clarity of 
style. Many accountants’ reports abound in long 
involved sentences in which one’s search for the sub­
ject involves holding the mind in abeyance through 
a series of subordinate clauses, and the predicate is 
not encountered until the subject has passed out of 
mind. Readers have a much easier time when the 
subject and predicate are met early and are them­
selves not too widely separated.
Perhaps, after all, the only way to establish habits 
of clear expression is by practice and by having one’s 
effort subjected to intelligent criticism. Something in 
the nature of scale drill can be practiced by writing 
and rewriting some brief section of an important 
report until you have said
(a) All there is to be said on the subject;
(b) In exact terms;
(c) In the fewest possible words.
Insofar as that section is concerned, the report 
will be well written when these three demands have 
been satisfied.
Composition of Report
While the fine appearance and effective composi­
tion of a report do not of themselves measure the 
thoroughness and accuracy of the underlying work 
of the accountant, these things are nevertheless ob­
served by those who use the report. They establish 
a definite impression in the reader’s mind as to the 
diligence and care exercised in the examination itself.
This chapter has been devoted largely to a discus­
sion of the material to be included in reports. It 
may be of interest to consider the further steps in 
the production of a report including those taken to 
insure typographical correctness and attractiveness 
of appearance.
Report Cover
The covers of accountants’ reports vary somewhat 
in relation to the size and number of pages involved. 
The more voluminous the report, the heavier should 
be the binding and the more durable the cover. In 
some instances leather covers are used with lettering 
in gold or some other color. In most cases, however,
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the report cover is of heavy paper, light board stock, 
or some fibre or composition material.
When paper covers are used the title of the report 
can be typewritten on the outside. When board stock 
or other covers are used which are too heavy to be 
placed in the typewriter, a gummed piece of paper 
bn which the desired description can be typed is 
generally used* This is affixed to the outside cover 
of the report after the typing is completed.
The description should indicate the name of the 
company, the kind of report, and the period covered, 
such as:
THE XYZ MANUFACTURING COMPANY, INC. 
Financial Statements 
For the Year Ended December 31, 1944 
A somewhat more elaborate description would be:
Report
on
Examination of the Balance Sheet 
and the related
Statements of Profit and Loss and Surplus 
of
The XYZ Manufacturing Company, Inc.
At December 31, 1944
Usually the accountant’s name and address have 
been engraved or embossed near the bottom of the 
report cover.
Fly Leaf and Title Page
A fly leaf or plain sheet of light-weight paper con­
trasting favorably with the color of the cover is fre­
quently inserted between the report cover and the 
title page. A repetition or expansion of the descrip­
tion placed on the outside cover of the report should 
appear on the title page.
Index or Table of Contents
Spacing and indentation may be effectively used 
in indexing the contents of a report of moderate size 
without resorting to lettering or numbering the main 
divisions and subdivisions. The main divisions are 
frequently double spaced with subdivisions indented 
and single spaced thereunder. At the extreme right 
of each item enumerated there may be shown the 
page number of the report on which such data may 
be found. An illustration of such an arrangement 
follows:
Table of Contents
Narrative Exhibit
Sheet or
Number Schedule
Introductory ................................................ 1
Operations ................................................................... 2
Free Surplus ................................................ 4
Financial Position ................................................... 4
Table of Contents (Continued)
Exhibit 
Sheet or
Number Schedule
Comments Relative to Assets and Liabilities 
Assets
Cash in Banks and on Hand.............. 7
United States Treasury Notes—Tax
Series C.............................................. 8
Accounts Receivable ........................... 8
Inventories .......................................... 9
Deposit Account ................................. 11
Due from Officers and Employees.... 11 
Investments in and Advances to
Affiliated Companies ....................... 12
Other Investments, less Reserve........ 13
Cash Surrender Value of Life Insur­
ance Policies..................................... 15
Property, Plant and Equipment, less
» Reserves for Depreciation .............  16
Amortizable War Facilities (At Cost,
less Amortization to December 31,
1944) 18
Postwar Refund of Federal Excess
Profits Tax ...................................... 18
Defense Bond Deposits....................... 19
Deposit in Closed Bank..................... 19
Deferred Charges ........................... 19
Liabilities
Accounts Payable and Accrued Liabili­
ties .................................................... 20
Advance Payment on Sales Contract
Deferred .......................................... 22
Due to Affiliated Company...............  22
Reserve for Contingencies.................  22
Capital and Surplus ........................... 23
Statement of Profit and Loss................24
Financial Statements
Balance Sheet
At December 31, 1944 ........................... 26
Statement of Surplus
At December 31, 1944 ........................... 30
Statement of Profit and Loss
for the Year Ended December 31, 1944. 31 
Statement of Profit and Loss—by Depart­
ments
For the Year Ended December 31, 1944. 33
Supporting Schedules
Direct Contract Costs and Erection Costs 
For the Year Ended December 31, 1944. 34
Indirect Expense—Structural and Tower 
Shops
For the Year Ended December 31, 1944. 35 
Indirect Expenses—Drawing Room
For the Year Ended December 31, 1944. 36 
Indirect Expense—Galvanizing Shop
For the Year Ended December 31, 1944. 38 
General Plant Expense
For the Year Ended December 31, 1944. 39 
Indirect Expense—Engineering Department
For the Year Ended December 31, 1944. 41 
Indirect Expense—Munitions Contracts
For the Year Ended December 31, 1944. 42 
Selling Expense
For the Year Ended December 31, 1944. 43 
Administrative Expense
For the Year Ended December 31, 1944. 44
“A”
“B”
"C”
“D”
"1”
“2”
“3”
“4”
“5”
“6”
“7”
“8”
“9”
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Supporting Schedules (Continued)
Other Investments, Market Values and Par­
ticulars of Income Received
For the Year Ended December 31, 1944. 45 “10”
Property, Plant and Equipment and Re­
serves for Depreciation
For the Year Ended December 31, 1944. 46 “11”
Schedule of Amortizable War Facilities at
Cost Less Amortization
For the Year Ended December 31, 1944. 48 “12”
Pages of Report
The letterhead of the accountant is customarily 
used for the first page of the report. In a short-form 
report it frequently happens that the entire report, 
apart from the financial statements, supporting sched­
ules, and footnotes, may be contained on one page. 
If so, it is manually signed at the bottom of the first 
page with the accountant’s name or the firm name.
The second and subsequent pages of the report are 
usually typed on special report second sheets on which 
the name of the accountant has been inconspicuously 
printed or engraved, frequently in the upper right 
hand corner where space is also provided for number­
ing the pages. When watermarked or similarly indi­
vidualistic report paper is used, the printing of the 
accountant’s name on the second sheet sometimes is 
omitted. Generally in such cases the report pages are 
then numbered at the bottom of each page. When 
the report contains more than one page the signature 
of the accountant should appear on the last page of 
the report immediately before the pages on which the 
related financial statements or exhibits are shown.
Financial Statements and Exhibits
It is generally necessary to have several different 
• sized report second-sheets for use in typing financial 
statements and exhibits which accompany the account­
ant’s report. Balance sheets, for example, are gen­
erally shown in double-page form which requires a 
sheet twice as wide as the usual report page. In order 
to reflect all of the balance-sheet items on a single 
page it is sometimes necessary to use a report sheet 
which is not only twice as wide but also twice as long
as the ordinary report page.
Many exhibits and supporting schedules are pre­
pared in columnar form containing more columns 
than may be included on the double-page sheet re­
ferred to above. Such schedules require even wider 
report sheets than do the balance sheets and, of 
course, these necessitate the use of extra-long-car­
riage typewriters in their preparation.
The financial statements, supporting schedules, and 
exhibits should each be identified as a part of the 
accountant’s report and should be so bound together 
that separation from the main body of the report can­
not be readily accomplished without making that 
fact apparent.
Addressing Report
The accountant’s report, in general, should be 
directed to the person or persons for whom it is 
primarily prepared. When the stockholders elect the 
auditors, the report is usually directed to the stock­
holders. When the board of directors elect the audi­
tors, the report generally is directed to the board. 
On occasions the report may be directed to the presi­
dent or another officer of the company.
When the accountant’s report is directed to the 
stockholders the address, with salutation omitted, is 
generally as follows:
To the Stockholders of the 
ABC Stores Company:
When the report is made to the board of directors 
several forms of address may be used. For example:
Mr. Charles A. Brown,
Chairman of the Board of Directors,
ABC Stores Company,
New York, New York.
Dear Sir:
Or the address may take this form:
The Board of Directors 
ABC Stores Company 
New York, New York.
Dear Sirs:
Again the salutation may be omitted when this 
form is used:
To the Board of Directors of the 
ABC Stores Company:
Complimentary Closing of Report
When salutation is omitted it is customary to omit 
complimentary closing as well. In such case, the 
signature of the accountant follows immediately upon 
the concluding paragraph. On the other hand, when 
a salutation has been used in the address the com­
plimentary closing customarily found is:
Respectfully submitted,
Signing Report
As already stated, the accountant’s report should be 
signed manually. The date and place of signing are 
frequently indicated to the left of the signature rather 
than at the top of the first page of the report. The 
latter practice is more general when the short form 
of report is used, which ordinarily employs a single 
page.
Use of Capital Letters and Abbreviations
Capitalizing first letters of words in report text
should be done sparingly, except in writing the name
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of city or state, or month of the year. When a par­
ticular account is designated the initial letter should 
be capitalized but if only a general reference is made 
to such an account it is better not to use a capital 
letter.
In the headings of statements and schedules it is 
customary to capitalize the initial letter of all impor­
tant words in the title. Sometimes such headings are 
typed entirely with capital letters while the date or 
period to which the statement applies is shown in 
smaller type. An accountant may determine his own 
policy as to the use of capital letters and size of type 
for main headings, subheadings, and dates, but the 
policy adopted should be followed consistently.
Abbreviations should not be used in the text of 
reports and in the particulars of items appearing in 
schedules and exhibits unless their use is necessary 
to conserve space in headings or to apportion columns 
properly to the available space.
Spacing and Underscoring
Most long-form reports are typed in double space, 
whereas the short form is typed in single space. The 
single spacing of the short-form report usually makes 
it possible to type the entire report on a single page. 
Conserving space is not important in the long-form 
report and double spacing makes a more flexible 
arrangement for indicating excerpts from minutes or 
other documents which may be typed in single space 
to distinguish from the regular text. Indentation 
is also used together with variation in spacing to 
indicate quoted material or excerpts from other docu­
ments or reports.
The use of underscoring in typewritten reports 
assists in making main headings and subheadings 
stand out from the rest of the text. For the same rea­
son titles to schedules or exhibits are frequently 
underscored. Indentation coupled with underscoring 
can be used to indicate matters of the same relative 
standing or importance in much the same way as the 
main divisions and subdivisions of material appear 
in an index.
Dotted Lines Between Captions and Amounts
A practice frequently followed in schedules and 
exhibits appearing in connection with accountants’ 
reports is to use dotted lines between the caption of 
an item and the related amount, for example:
Gross sales ...............................................  $1,000,000.00
Less: Returns, allowances, and discounts 50,000.00 
Net sales...................................................  $ 950,000.00
Where many items appear in columnar form and 
several inches of space separate the description of 
each from the amount shown, connecting related 
amounts with descriptions by means of dotted lines 
makes schedule reading easier.
Printed Reports
When the text and financial statements of an ac­
countant’s report are printed instead of being type­
written, greater means are provided for varying 
presentation through use of different size type and 
type face. Such variation in type will take the place 
of underscoring generally used in typewritten re­
ports. Use of similar type will also indicate matters 
of similar or related importance.
The form and general arrangement of the sections 
comprising the accountant’s report have much to do 
with “eye appeal.” When expertly done such factors 
present an invitation to the reader to consider the 
ideas, explanations, and conclusions expressed in the 
main body of the report.
Checking and Reviewing Report
Typographical errors in accountant’s reports should 
not happen; and errors in the financial statements or 
in the figures referred to in the report comments 
must not happen. In the office of any public account­
ant who has the slightest degree of professional pride 
and sense of responsibility, definite procedures are 
followed to avoid errors in reports of all kinds, 
whether they be examination reports, special reports, 
tax returns, or merely informatory data.
Manuscripts Presented for Typing
Before the rough draft of any financial statement 
or schedule is presented for typing the arithmetical 
accuracy of all extensions and footings should be 
checked and the initials of the person responsible 
therefor should be indicated on the working papers.
In similar manner, any summaries or separate 
amounts which* appear in the comments or footnotes 
of a report should be checked with the amounts shown * 
for such items in the financial statements and sched­
ules, to make certain that they have been corrrectly 
copied therefrom. Amounts brought forward from 
one schedule to another, or from a supporting sched­
ule to one of the principal financial statements should 
be carefully reviewed to avoid transposition of figures, 
misplacing of the decimal point, or other mistakes. 
Proofing of Typed Copy
After the typist has completed transcription of the 
report and related statements and schedules, one typed 
copy should be selected as office file copy and all 
additions, subtractions, and extensions should be 
checked with an indication of the person responsible 
for such work recorded on the copy itself.
The report, statements, and schedules should then 
be compared with the original manuscript. This 
should be done by two persons, one reading from the 
manuscript and the other following the typed copy.
If one of the persons doing the proofing is the typist,
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that person should follow the typed copy and the 
other should read the manuscript to minimize the 
possibility of misreading a poorly formed word or 
figure a second time. Persons doing this phase of the 
work should initial the file copy.
Checking the carry-forward of amounts or totals 
from one page to another, from one schedule to an­
other, and from schedules or statements to the com­
ments and footnotes should be a separate operation 
and the person responsible for it should indicate by 
initialing the file copy.
If errors are discovered they should be noted on a 
separate sheet and the place of the error should be 
indicated on the file copy so as to facilitate location 
of the error by the typist to whom the task of cor­
recting is assigned. Corrections should be made by 
the typist to whom the work was originally given 
because (1) the correction of another’s mistakes is 
not a pleasant task, and (2) the type or ribbon of 
another machine may not correspond to that of the 
machine initially used, with the result that the cor­
rection will be the more apparent. Any correction 
which cannot be so neatly done as to be almost in­
discernible should not be made, but the sheet or 
schedule on which the error appears should be re­
typed.
Corrections on carbon copies should always be made 
on each sheet separately but through carbon paper, so
Ch. 19-p. 13
that the blackness of the type will be uniform on 
each copy.
When red figures are to be typed in a schedule the 
insertion of small pieces of red carbon paper under 
the black carbon paper will make it possible to type 
such red figures on all copies at one time.
After all corrections have been made and the 
initials of the typist making them have been noted 
on the file copy, the person doing the proofing should 
review carefully all copies to make certain that cor­
rections noted have been made on each copy. When 
all corrections have been satisfactorily made and any 
rewritten sheets have been proofed, the report is ready 
for numbering of pages and insertion of the proper 
page numbers on the index.
Final Compilation
After the numbering of the index has been com­
pleted and proofed, the pages should be sorted and 
compiled according to the number of copies. Before 
binding the report the file copy should be submitted 
to a partner or manager for final reading and review. 
If no changes are decided upon the partner or manager 
who reviewed the report should initial the file copy 
and return it to the typing department, which will 
be authority for final binding of the report and its 
presentation to the partner responsible for signature 
and transmission to client.
Ch. 19-p. 14 Contemporary Accounting
References
Ray P. Baker and Almonte C. Howell, Preparation of 
Reports (New York: Ronald Press Co., 1938).
Analyzes many different types of reports other 
than those dealing with accounting and contains 
an excellent chapter on the elements comprising 
all reports.
William H. Bell, Accountants’ Reports (New York: 
Ronald Press Co., 1934).
A most comprehensive volume dealing entirely 
with accountants’ reports and containing many 
specimen forms of certificates and exhibits.
James H. Bliss, Financial and Operating Ratios in 
Management (New York: Ronald Press Co., 1923.)
Contains many specimen forms for showing ratios 
which management has found to be useful.
John M. Clapp and Homer H. Nugent, How to Write 
(New York: Ronald Press Co., 1930).
Contains valuable information pertaining to the 
composition of reports with pointers on grammar,
punctuation, capitalization, abbreviations, and 
word grouping.
Carl G. Guam, Harold F. Graves, and Lyne S. S. Hoff­
man, Report Writing (New York: Prentice-Hall, Inc., 
1942).
Contains some good suggestions on arrangement 
and composition of reports in general.
Securities and Exchange Commission, Regulation S-X. 
Contains rules relating to the type of information 
required of companies whose securities are regis­
tered in reports filed with SEC subdivided by types 
of businesses.
Securities and Exchange Commission, Accounting 
Series Releases.
Each release deals with a particular set of circum­
stances relating to reports filed by companies 
whose securities are registered with SEC. Many of 
the rules covered by the accounting series releases 
are applicable to financial statements of compa­
nies other than those registered with the SEC.
CHAPTER 20
UTILITY REGULATION
By Henry A. Horne
 
IN 1938 the president of the American Institute of Accountants asked the committee on public-utility accounting to outline to the council the problems of 
the accounting profession in relation to public-utility 
companies. A report was made at the midyear meet­
ing of council in April 1938.1
That report presented five of the more important 
of those problems in the following form of summary:
1. Fixed assets: Should they be recorded in the ac­
counts at their “original cost” or at the “cost to 
the utility”?
2. Rate base: Should it be determined by the “pru­
dent investment” method, or should the rule of 
the United States Supreme Court for a determina­
tion of “fair value” by consideration of all perti­
nent factors be continued?
3. Depreciation—provision for: Should it be deter­
mined by the “service life, straight line,” method, 
or by the “retirement reserve” method?
4. Accounting consultation and advice: Should it be 
provided for the utilities by accountants attached 
to the staffs of regulatory bureaus and commis­
sions, or should independent certified public ac­
countants continue to render such services?
5. Accountants’ reports or certificates: Should they 
be “qualified” (or “explained” in such manner as 
commonly to be understood as qualified) when 
the fixed assets are stated at the “cost to the util­
ity” or when the provision for depreciation is 
determined by the “retirement reserve” method?
The report recognized the political impact of all 
public-utility questions. Nonetheless, the committee 
presented a discussion of the five questions outlined 
and, for each, attempted to present the arguments on 
both sides.
That year (1938) was the last year before the out­
break of World War II. The seven years that have 
intervened since that report was made have been years 
of conflict in the field of utility regulation, and most 
of the conflict has been about accounting questions.
Some surprising assertions about accounting have 
come from the regulatory authorities. An interesting 
answer to many of those assertions is contained in an 
article in The Accounting Review, issue of January 
1945,2 entitled “Accounting Policy or Economic Phi­
losophy?” Joe Bond, the author, is a certified public 
accountant and formerly was a member of the Ar­
kansas Public Utilities Commission. His opening 
paragraph is as follows:
“The ‘original cost’ provision for plant accounts, 
now incorporated in the uniform system of accounts 
prescribed for most electric utilities, was advanced by
certain regulatory authorities as a ‘requirement of 
sound accounting practices’ and as an ‘expedient to 
effective rate regulations.’ The present program of 
the Federal Power Commission, as revealed in ‘origi­
nal cost’ proceedings which followed the initiation of 
this system of accounts, shows conclusively that this 
system of accounts, together with the arguments ad­
vanced for its adoption, were, to this authority, a well- 
planned Trojan horse, within the shell of which was 
concealed an economic philosophy utterly foreign to 
the American system of private enterprise.”
During these seven years of conflict the discussion 
has been directed to two phases of accounting. The 
first has to do with the amounts at which the utility 
companies’ investments in operating plant and equip­
ment should be recorded in their accounts. The 
second point of discussion has been the accounting 
treatment of provisions for depreciation, especially 
the treatment of the reserve for depreciation, or alter­
natively, the amount which is alleged to be the proper 
reserve for the depreciation accrued in years past.
Both subjects, quite obviously, suggest a relation­
ship to the rate base. By the “rate base,” as is well 
known, is meant the amount of the fair value of a 
utility company’s property devoted to the public 
service on which it is entitled to earn a profit (a 
“return”) at a fair rate.
“Original Cost”
Perhaps it is as well to reach back into history for 
the origin of the phrase “original cost.” It usually 
is placed between quotation marks because it would 
almost surely be misunderstood by accountants who 
were not intimately informed on public-utility mat­
ters. There seems to be no room for discussion of 
the proposition that a corporation should record in 
its accounts the original cost to it of the property 
which it has acquired and is now using in its opera­
tions. But when it is learned that “original cost,” 
as now applied to utility companies, does not mean 
the cost to the present owner, but an amount which 
is said to be the cost to some prior owner, often in 
some remotely distant prior time, an inquiry as to 
the reasons for such strange and unusual thinking 
seems to be quite proper.
The definition of “original cost” that is provided 
in the Uniform System of Accounts3 prescribed by the 
Federal Power Commission is as follows:
1American Institute of Accountants, "A Midyear Review” (Re­
ports to Council, April 11-12, 1938), pp. 66-70.
2pp. 24-30.
3Prescribed for public utilities and licensees subject to the 
provisions of the Federal Power Act, effective Jan. 1, 1937, p. 6.
Copyright 1945 by American Institute of Accountants
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“29. ‘original cost,’ as applied to electric plant, 
means the cost of such property to the person first 
devoting it to public service.
“30. ‘Person’ means an individual, a corporation, 
a partnership, an association, a joint stock company, 
a business trust, or any organized group of persons, 
whether incorporated or not, or any receiver or 
trustee.”
Smyth versus Ames4
Our reaching back into history will take us to the 
late 1890’s. In 1898 the Supreme Court of the 
United States decided the now famous case that is 
cited as “Smyth versus Ames,” commonly referred to 
as “the leading case” in public-utility rate regulation.
The question then at issue had to do with railroad 
rates. The railroad believed that it should be per­
mitted to charge rates that would provide income 
sufficient to pay all its bond interest and also to pay 
dividends on its outstanding stocks. The opposition 
pointed out that the railroad properties could at the 
then present time be reproduced at a cost that would 
be substantially below the amount recorded as “book 
value” in the accounting records of the railroad com­
pany. Therefore, claimed the opposition, for rate­
making purposes, the basic value to be used for the 
property devoted to public service should be no 
greater than the amount that would then be re­
quired to be expended for the reproduction of the 
property in its condition at that time.
At that particular time the price level for commodi­
ties and services was at the lowest point in over a 
generation. Following the American Civil War the 
price index declined persistently. Those who were 
opposed to the railroad company were undoubtedly 
correct in stating that if the railroad had been in 
process of construction at the time the controversy 
was before the Supreme Court, it could have been con­
structed at a lower cost, in dollars, than had been 
expended decades before. But the inescapable fact 
was that the railroad had been built at the earlier 
time. The sacrifice of effort that had been made at 
that earlier time had been paid for in the money 
of that time. The railroad had cost that much.
The rule that the Supreme Court laid down in 
that celebrated decision was, simply and only, this: 
“Be fair!” The Court recognized that there was 
merit in the claim that a change in the price level 
was an economic fact that should not be ignored. 
Also the Court recognized that the persons who had 
invested their money in property having a very long 
life and on which only a sharply limited rate of profit 
could be earned, should have considerate treatment. 
William Jennings Bryan, who led the opposition to 
the railroad, thought he had won his case. He had 
secured a recognition (not more than that) of the 
reproduction cost theory as applied to the railroad 
rate base.
But the railroad also had won its case. The high
Court stated that the regulatory commission should 
take into consideration also the amounts of the stocks 
and bonds that were outstanding; the original cost 
as well as the amount that would be the cost if the 
road were to be reproduced at the time of the rate 
inquiry; and any other matters that were relevant to 
the determination of the amount of a fair return on 
the fair value of the property devoted to the public 
service.
There is not, and there never was, any doubt as 
to what the capable members of that Supreme Court 
meant by the phrase “original cost.” It was, un­
questionably, the cost to the railroad, the same cost 
as is comprehended in the phrase “the cost to the 
utility” when used in the systems of accounts now 
prescribed for most public-utility companies. The 
railroad company had constructed its railroad. It had 
incurred costs that were paid for in dollars that had 
the purchasing power dictated by the economic con­
ditions of the time. That cost of the railroad was to 
be considered. Also, such consideration as was proper 
was to be given to the fact that, if the railroad had 
not yet been constructed but was to be constructed 
during the years (say) 1895-1900, it would have cost 
less than the “original” (factual) cost.
1900-1920
The economic pendulum swings both ways. It 
began its swing in the opposite direction at the time 
that the Smyth v. Ames decision was handed down. 
Also, the broad expansion of public-utility activities 
developed soon thereafter. In the first decade of this 
century many public service regulatory commissions 
were formed. Those commissions were guided, in the 
regulation of rates, by the Smyth v. Ames decision. 
Then, the dollars that currently were paid out for 
construction work purchased less than at the end of 
the 19th century. Expressed otherwise, unit prices 
were higher, hence costs were higher. The “cost to 
reproduce” progressively became higher than the costs 
that had been incurred when the public-utility facili­
ties had been constructed. In rate controversies, the 
champions of the utility companies availed themselves 
of all the arguments that had been marshaled by their 
opponents in the Smyth v. Ames case. The essential 
economic soundness ,of many of those arguments pre­
vailed. The regulatory commissions and the courts 
placed great reliance on “the cost to reproduce” as 
the evidence of “fair present value.”
Human nature seems naturally to run to extremes. 
The phrase “reproduction cost new” was often used to 
justify some absurdly literal appraisal presentations. 
If moderation had prevailed—if “fair present value” 
had been presented as the cost to procure, at the then 
present date, facilities for the providing of utility 
service equivalent to that then expected—there would
4Smyth v. Ames (1898) 169 U. S. 466.
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not have been the intemperate denunciations of the 
phrases “reproduction cost” or “present value” that 
have been so frequently repeated.
At the other extreme is the idea behind the phrase 
“prudent investment.” This phrase represents pre­
cisely the position taken by the railroad company in 
the Smyth v. Ames case. The amount that had been 
invested was what the railroad company desired to 
use as the rate base. There was enough evidence in 
the record to justify an inquiry and a decision as to 
the existence of prudence, or its lack. The Court left 
that decision to be made by the regulatory commis­
sion as the trier of the facts.
Because of the difficulties experienced by the regu­
latory commissions and the courts in attempting to 
learn the truth as to fair present value, there grew up 
a great impatience with opinion testimony on that 
subject when presented by appraisal experts.
Mr. Justice Brandeis adopted the phrase “prudent 
investment” and in dissenting opinions he argued per­
suasively for the use of that concept in the determi­
nation of public-utility rate bases. He stated that it 
was his belief that the rate base should be ascertained 
as a fact, not determined as a matter of opinion. Such 
a statement must have been based on a greater faith 
in accounting records than would be held by any 
experienced accountant.
The Nineteen-twenties
Among the financial phenomena of the 1920’s were 
two developments in the public-utility field that 
should be mentioned. The first was the attempt by 
some utility companies to express, in their books of 
account, the values that had been determined for 
their fixed capital in rate bases that had been ap­
proved by the regulatory authority. Those values 
were higher than the cost to construct the operating 
plant. Placing such values in the accounts resulted 
in credits to capital surplus accounts, sometimes 
frankly described as “appraisal surplus.” Experienced 
accountants always doubted the wisdom of such en­
tries for writing-up the operating plant accounts. 
In too many cases their counsel was not heeded and 
the “write-ups” were entered in the accounts.
The other development came about in the latter 
half of the 1920 decade. The postwar prosperity bred a 
speculative fever that, in the utility field, led to spe­
culative excesses. Some of the managers of large 
holding companies competed with each other for the 
purchase of control of desired operating companies. 
Some of the prices that were paid, in “arm’s-length 
transactions,” proved to be too high. Other trans­
actions, of merger or consolidation, were based on 
overenthusiastic estimates of value.
When the speculative bubble burst, in 1929, these 
weak spots in the public-utility holding company field 
attracted Congressional attention. A drastic investi­
gation was made under the direction of the Federal
Trade Commission. As is usual in such cases, the 
innocent suffered with the guilty. The vast mass of 
capably, honestly, and efficiently managed utility com­
panies had to endure undeserved denunciations be­
cause of the unwisdom or misbehavior of a minority.
Inception of “Original Cost” Accounting
At that time the use of the phrase “original cost” 
came into being. Some, perhaps all, of the original 
proponents were sincere, earnest men who believed 
that there should be made available to the regula­
tory commissions the facts as to: (1) the actual cost 
to construct the physical properties at the time they 
were constructed; (2) the dates (years) in which 
those properties were constructed; and (3) in cases 
where the utility enterprise had passed into new 
ownership, the difference between the “original cost” 
and the “cost to the utility” (the present owner).
Probably no informed, sincere person would deny 
the desirability, from the regulatory viewpoint, of 
having those facts before the commissions at any time 
when revision of rates was in contemplation. Many 
utility accountants did sincerely object to the dis­
tortion, in the formal books of account of the; corpo­
ration now owning the property, of the financial facts 
about the acquisition of that property. Such men 
viewed those corporate accounts as their records of 
stewardship with respect to the funds entrusted to 
their care by their stockholders and creditors. It was 
their opinion that all the data that was desired by 
the commissions could have been provided in supple­
mentary and auxiliary records.
However, the regulatory commissions had author­
ity over the books of account; they knew that the cor­
porations were zealous in keeping those accounts in 
good order; and they probably had a well-justified 
skepticism as to the ardor with which the supple­
mentary or auxiliary records would be kept.
The New York State Public Service Commission 
issued an order requiring the recording of “original 
cost” in the formal corporate books of accounts and 
requiring the write-off against surplus of any excess 
of the “cost to the utility” over the “original cost.” 
Those who were opposed to the order carried their 
case on appeal to the highest court of New York State 
(the Court of Appeals) which decided that the Com­
mission had exceeded its authority in issuing that 
order:5 (New York Edison Company v. Maltbie).
The next important development was in the cele­
brated American Telephone & Telegraph Company 
(case.6 The Federal Communications Commission had 
issued an order requiring original cost accounting. 
The telephone company opposed the order. The case 
came before the Supreme Court of the United States.
5New York Edison Co. v. Maltbie (1935) 9 PUR (NS) 155 
244 App. Div. 685 281 N. Y. Supp. 223.
6American Telephone & Telegraph Company v. United States 
(1936) 16 PUR (NS) 225 299 US 232 81 L ed 142 57 S Ct 170.
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The telephone company’s counsel argued that the 
order was an unconstitutional invasion of the com­
pany’s rights because, it was stated, the excess of “cost 
to the utility” over the “original cost” contained, 
among other items, part of the cost (the purchase 
price) of tangible physical property of a depreciable 
nature. If such costs were to be charged off or “dis­
posed of” by a regulatory mandate, the telephone 
company would be deprived of its property unrea­
sonably and without due process of law.
The Court asked that the Commission make an 
answer to that argument. The Commission disclaimed 
any intention to require the company to write off any 
true increment of value. Thereupon the Court upheld 
the constitutionality of the Commission’s order for 
original cost accounting but stated that the Commis­
sion was not thereby authorized to require a write-off 
of the whole or any part of the difference between 
“cost to the utility” and “original cost” if that dif­
ference represented a true increment of value.
Since the American Telephone & Telegraph Com­
pany decision was made there has been no disputing 
the authority of a regulatory commission to order the 
recording of “original cost,” as defined, in the finan­
cial records of a utility company. Many persons who 
do not dispute the authority of the commissions do 
question, seriously, the wisdom of the “original cost” 
orders. If the orders went no further than the identi­
fication of “original cost,” of “cost to the utility,” 
and of the difference between those amounts, they 
could be accepted with equanimity by most public- 
utility accountants. In such case the current conflict 
about accounting principles would not have arisen. 
There are accountants who, as members of the staffs 
of public service commissions, were ardent advocates 
of the original idea of “original cost” accounting who 
now are vigorously opposed to the manner in which 
the new accounting systems are being interpreted by 
the Federal Power Commission. Also, at the present 
writing, there are strong dissents from the regulatory 
commissions of Arkansas and Montana with respect 
to orders addressed to utility companies within the 
jurisdiction of those state commissions by the Federal 
Power Commission.
Federal Power Commission’s Accounts System
All utility companies subject to the authority of 
the Federal Power Commission were required to 
analyze their accounts for electric plant and to classify 
them in accordance with the “original cost” scheme 
by or before January 1, 1939. It was required that 
the accounting entries proposed by the companies 
for the carrying out of the instructions be submitted 
to the Commission for examination.
That examination brought sharply into view some 
ideas of the Commission’s staff as to the interpreta­
tions to be placed on the system of accounts.
Many of the utility companies prepared the analy­
ses of their accounts in reliance on the general defi­
nition of “cost” expressed in the system of accounts 
as follows:
“10. ‘Cost’ means the amount of money actually 
paid for property or services or the cash value at the 
time of the transaction of any consideration other 
than money. (See, however, Electric plant instruc­
tion 3.)”
Reference to Electric plant instruction 3 gave the 
information that “. . . plant acquired as an operating 
unit or system shall be stated at the original cost 
incurred by the person who first devoted the property 
to utility service. All other tangible electric plant 
shall be included in the accounts at the cost incurred 
by the utility” (paragraph A); that intangible electric 
plant shall be stated on a like basis, with some ex­
ceptions (paragraph B) ; that “Where the term 
‘cost’ is used in the detailed electric plant accounts, 
it shall have the meaning stated in paragraphs A 
and B above and shall include not only the materials, 
supplies, labor, services, and other items consumed 
or employed in the construction and installation of 
electric plant, but also the cost of preliminary studies, 
plans, surveys, engineering, supervision, and general 
expenses, which contribute directly and immediately 
to electric plant without duplication of such costs.”
This was such a proper description of the cost of 
construction of long-lived plant facilities that there 
could not be any objection raised thereto. The utility 
companies proceeded to determine their construction 
costs on the basis described. Many companies had, 
in prior years, charged off to operating expenses or 
to income deductions, all or most of the “construc­
tion overhead costs” that were specifically listed and 
defined iq instruction 5, as “Components of Con­
struction Cost” and were outlined in instruction 6, 
as “All overhead construction costs, such as engineer­
ing, supervision, general office salaries and expenses, 
construction engineering and supervision by others 
than the accounting utility, law expenses, insurance, 
injuries and damages, relief and pensions, taxes, and 
interest” which “shall be charged to particular jobs 
or units ...”
The construction work that had been done by 
those companies in more recent years had been ac­
counted for in accordance with accounts systems pre­
scribed by regulatory commissions. Those systems 
contained enlightened concepts of the nature of 
construction overhead expenditures and therefore 
such expenditures were included in the recorded 
costs of the electric plant constructed in those years.
A thought that frequently had been expressed as 
representative of the objectives to be attained by the 
use of “original cost” accounting was that the electric 
plant accounts of all electric utility companies should 
be stated on a uniform basis. That concept of a 
uniform basis was clearly understood to refer to the
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complete costs of construction and to exclude any 
increment or decrement of value indicated by prices 
paid when properties were transferred to other own­
ership.
With that principle of a uniform basis for all 
electric plant accounts and with that very precise 
and. economically sound definition of cost before 
them, utility company accountants prepared the 
analyses and studies of their electric plant accounts 
and presented them for the examination of the Fed­
eral Power Commission.
“Original Cost” or “Recorded Cost,” Whichever Is 
Lower
The first criticisms made by the Commission’s staff 
were that any construction overhead costs that had 
been charged off to operating expenses or to income 
deductions could not later be included in costs.
To the protests of the utilities’ accountants that 
the objectives of stating plant accounts (1) on a 
uniform basis and (2) in accordance with the pre­
scribed system of accounts, could only be attained 
by including all construction overhead costs for all 
property, the reply was made that the FPC staff 
relied on a sentence included in the Uniform Sys­
tem of Accounts: Instructions — Electric Plant Ac­
counts, Instruction 2. Classification of Electric Plant 
at effective date of system of accounts.
Paragraphs A and B of Instruction 2 are as follows:
“A. Each utility shall classify its electric plant as 
of the effective date of this system of accounts in 
accordance with the electric plant accounts pre­
scribed herein. The classification shall be so made 
as to show both the original cost and the cost to the 
utility of its electric plant.
“B. The cost to the utility of its electric plant 
shall be ascertained by analysis of the utility’s records. 
In ascertaining the cost it is not intended that any 
correction need be made for depreciation or amortiza­
tion applicable to operating units or systems pre­
viously acquired, whether or not such depreciation 
or amortization was recorded in the books of the 
accounting utility. It is likewise not intended that 
adjustments shall be made to record in electric plant 
accounts amounts previously charged to operating 
expenses in accordance with the uniform system of 
accounts in effect at the time or in accordance with 
the discretion of management as exercised under such 
uniform system of accounts.”
The last sentence of paragraph B was said to be 
that on which the FPC staff relied.
Over a period of many months the American In­
stitute of Accountants, through its committees on pub­
lic-utility accounting and on accounting procedure, 
sought to reconcile the conflict of opinion. Meetings 
were held by the committeemen with accounting 
representatives of the utility companies and with the 
committee on statistics and accounts of the National
Association of Railroad and Utilities Commissioners.
Out of the conference with the NARUC committee 
came the word “re-accounting.” The FPC representa­
tives on that committee were sure that “re-account- 
ing” was very wrong.
The fact that the entire “original cost” scheme 
itself was a “re-accounting;” and that the determina­
tion of “taxable income” for federal and state taxa­
tion (the latter in differing amounts for each of a 
number of states imposing income taxes) the de­
termination of income available for a great number 
of contractual purposes, and the presentation of in­
come for a period of years with all surplus items 
re-allocated (used in prospectuses issued under SEC 
regulations) were all “re-accountings” with which 
practicing accountants were familiar, disposed those 
accountants to dissent from the condemnation of 
“re-accounting” that was voiced by the FPC staff.
Another phrase that then came into use by the 
FPC staff was, “the ‘original cost’ ceiling.” By that 
was meant the highest amount, in dollars, that could 
be used in the determination of “original cost.” That 
“ceiling” amount was the amount that had been 
recorded in the electric plant accounts at the time 
the plant property was acquired. According to the 
FPC staff, nothing could be added to the “ceiling” 
amount. As to subtractions from the “ceiling” amount 
the road was clear.
The attempts by the committees of the American 
Institute of Accountants to reconcile the views of 
the utility accountants and the Commission’s staff 
ended in failure. The FPC staff was so intransigent 
that it appeared that the only way in which the dis­
pute could be resolved would be by the judicial 
process. That has not occurred, as yet. It seems wholly 
correct to say that the interpretation placed on the 
“original cost” concept, by the FPC staff, is “original 
cost” or recorded cost, whichever is lower. Stated 
otherwise, not “original cost” but “original book­
keeping!”
Northwestern Electric Company
In time sequence the next important development 
was the submission to the courts of questions based 
on the orders of Federal Power Commission to North­
western Electric Company.
The Commission had ordered the company to 
reclassify its accounts in accordance with the new 
system of accounts and thereafter to make annual 
charges to surplus equal to its net income after 
allowance for preferred stock dividend appropria­
tions. This was to continue until a total of $3,500,000 
had been taken from surplus and had been used to 
remove a corresponding amount from its book assets. 
That amount of $3,500,000 was the then par value 
of the entire outstanding common stock of the com­
pany.
The men who had organized the Northwestern
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Company received the entire amount of common 
stock, 100,000 shares of the total par value of ten 
million dollars, in payment for services as organizers, 
promoters, financial underwriters, securities salesmen, 
and principal executives. Later, certain holders of 
preferred stock placed before the state courts a com­
plaint that the common stock had been issued without 
consideration. In settlement of that lawsuit and in 
accord with a stipulation filed with the court, the 
Northwestern Electric Company secured the consent 
of the state regulatory commissions and of the state 
of incorporation to a reduction of the par value of 
its common stock from 5100 per share to $35 per 
share. The recording, in the books of account, of 
that reduction in the par value of the common stock 
produced a “write-down” of the plant accounts in 
the amount of six and a half million dollars.
The FPC asserted that the common stock had been 
issued without consideration; that an amount equal 
thereto was improperly included in the electric plant 
accounts; that such amount should be transferred to 
Account 107—Electric Plant Adjustments; and that 
the amount should be amortized by charges to surplus, 
determined as stated hereinbefore.
In a brief filed on behalf of the Commission with 
the Circuit Court of Appeals, counsel for the Com­
mission argued that “the Commission’s disposition 
of the write-up by charges to surplus . . . accords 
with established principles of correct accounting.” 
Counsel quoted two witnesses in support of this 
assertion. Both witnesses were members of the staff 
of the Commission.
One witness said:
“As far as accounting principles are concerned, the 
amount, representing a write-up, should be removed 
from the books of the company. ... A policy and 
not an accounting principle may call for spreading 
the amount over a reasonable period of years in the 
future.”
The other witness said:
“I’ve always maintained that this should be ex­
punged from the company’s books. I still am of that 
opinion.”
The inconsistency between (1) counsel’s assertion 
that the Commission’s order was sanctioned by es­
tablished principles of correct accounting and (2) 
the quotations from the testimony, which denied 
any such sanction and which justified the order only 
as a matter of regulatory policy, seemed to call for 
comment by those who had obligations to be zealous 
about maintaining a proper public understanding of 
accountancy and its principles.
As the result of consultations between the members 
of two committees of the American Institute of Ac­
countants (public-utility accounting and accounting 
procedure) a courteous letter was prepared and was 
mailed to the Chairman of the Federal Power Com­
mission over the signature of the chairman of the 
committee on public-utility accounting. The letter 
called attention to the inconsistency, stated that the 
Institute was interested in promoting a clear under­
standing of accounting principles, and asked that no 
claim be made that accounting principles justified 
orders of the commission that clearly were not based 
on accounting principles but were based on regula­
tory expediency.
The letter was printed in The Journal of Ac­
countancy for March 19437 and was the subject of com­
ment in subsequent issues.
On the appeal of the case to the Supreme Court 
of the United States, the council of the American 
Institute of Accountants requested the attorney of 
the Institute to prepare and present a brief as a 
friend of the court. That court decided,8 on the rec­
ord, that the Commission had not exceeded its au­
thority when it issued the order of amortization.
The Commission derives its authority from legis­
lative enactment (if not in conflict with the Consti­
tution) but it has no warrant for claiming a 
justification for its orders in accounting principles 
when it disregards those principles for purposes of 
regulatory policy.
Arkansas Power and Light Company
The words quoted at the beginning of this chapter, 
from Mr. Bond’s article in The Accounting Review, 
make it clear that he, and others, raise serious ques­
tions as to the motives of the Federal Power Com­
mission. Those questions have to do mainly with the 
practices of the Commission, based on its interpreta­
tion of the Uniform System of Accounts. There is a 
general recognition that information about the dollars 
expended when electric plant property was con­
structed should be helpful to a regulatory commission. 
Even those who can see no good reason for spreading 
such information in the corporate accounting records 
of the present owner of the property, will agree that 
it should be available to the regulatory commission.
The question as to motives was expressed in a 
footnote to an article by Homer Kripke, published 
in the Harvard Law Review, April and May 1944.9 
Mr. Kripke is an assistant solicitor of the Securities 
and Exchange Commission and certainly cannot be 
thought of as unsympathetic to regulatory commis­
sions. Surmising that the purpose of the “original 
cost” scheme, as now interpreted by FPC, is to estab­
lish that amount as the rate base, he suggested an 
avowal of such purpose.
The accounting orders of the Federal Power 
Commission have required that the electric power
7"Accounting Principles and Utility Regulations,” pp. 261-264.
8Northwestern Electric Co. v. Federal Power Commission (1944) 
52 PUR (NS) 86 321 US 119 88 L ed 596 64 S Ct 451.
9“A Case Study in the Relationship of Law and Accounting- 
Uniform Accounts 100.5 and 107”; April 1944, pp. 433-478;
May 1944, pp. 693-727.
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companies revise their accounts to conform to the 
interpretations placed by the Commission’s staff (1) 
on the transactions by which the companies had 
acquired their plant property and (2) on the Uni­
form System of Accounts.
In November 1943, the regulatory commission of the 
State of Arkansas, with the forthrightness character­
istic of the citizens of the West, determined to learn 
all that could be learned about the accounting ad­
justments demanded by the Federal Power Commis­
sion’s staff.
An order was issued directing the Arkansas Power 
and Light Company to show cause why the “original 
cost” of its electric property, less accrued deprecia­
tion, should not be established as the electric rate 
base.
This order opened the entire matter to the light of 
day. The Federal Power Commission had made an 
investigation of the report filed with it by the power 
company. The staff of FPC had issued what became 
known as “The Staff Report.” That report rejected 
the company’s analyses and demanded that an amount 
of over $1,100,000 be included in Account 100.5— 
Electric Plant Acquisition Adjustments (excess of 
cost to the utility over “original cost”) and that an 
amount of over $16,600,000 be included in Account 
107—Electric Plant Adjustments (the “write-ups” ac­
count) .
The Arkansas Commission made an exhaustive 
study. It heard the testimony of accountants on both 
sides. It issued its findings and order on June 24, 
1944.10 Excerpts from that 47-page document were 
printed in the October 1944 issue of The Journal of 
Accountancy, pages 344-350.
In its findings it said that the power company had 
“offered in evidence the expert testimony of several 
witnesses who have gained national reputation and 
who are conceded to be among the leaders in the 
accounting field,” and that “the opposing views” 
were presented, for the state commission, by the Chief 
of the Bureau of Accounts, Finance and Rates of the 
Federal Power Commission and by the Chairman of 
the National Association of Railroad and Utilities 
Commissioners committee on accounts and statistics 
for public utilities who also is the chief accountant 
of the Illinois Commerce Commission.
The state commission decided firmly these three 
points:
(1) “Original cost” is not to be used as the rate 
base;
(2) Intangible assets are not to be excluded from the 
corporate accounts or from the rate base;
(3) Account 100.5 (excess of “cost to the utility” 
over “original cost”) is not to be amortized.
Brief extracts from the opinion, are as follows:
Original cost, “The evidence is undisputed that 
the power companies] paid for the properties $6,-
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947,059 in excess of their original cost; that this 
payment was made as a result of arm’s-length trans­
actions; that the investment was made in good faith, 
and appeared at the time to be prudent. The results 
following the fulfilment of the plan of integration 
have fully justified the expenditure. To now deprive 
the respondent (power company) of this investment, 
after the benefits of the plan have been realized and 
enjoyed by the public for more than twenty years, 
would deprive the respondent of its property without 
due process, as the state and national constitutions 
were construed, understood and applied when the 
investment was made.
“The record shows that throughout the years since 
integration, the dividends paid on respondent’s com­
mon stock have averaged not more than a fair return. 
It shows that none of the excess investment over 
original cost has been recouped by the respondent or 
its stockholders. The adoption of original cost would 
deprive respondent’s investors of this investment, and 
in effect would amount to the taking of the investor’s 
money without due process.
“Since this excess of investment over original cost 
was prudently made, has resulted in public benefits, 
and has not been recouped by the investors, and today 
represents existing and functioning values, the de­
partment (the commission) finds that it would be 
economically unsound and morally wrong to exclude 
the arm’s-length excess over original cost from the 
rate base. The department therefore will not adopt 
original cost depreciated as a rate base.” (Quotation 
from page 26 of the Opinion.)
Intangible assets. “ (6) Costs representing deter­
mined values are properly includible in the accounts 
of a utility regardless of the intangibility of the asset 
acquired by such cost and regardless of the lapse of 
time between the occurrence of such costs and the 
evaluation of the asset acquired.” (Opinion, p. 20.)
“From the standpoint of established accounting 
principles, therefore, it is apparent that an item 
should not be stricken from the record merely because 
it is classified by an accountant as an intangible asset.” 
(Opinion, p. 20.)
“It is obvious that it is impossible under any theory 
of accounting to purge all intangible value from the 
records of a utility. Clearly, intangible value exists in 
a rate base in a utility property—whether or not its 
presence be recognized as such. In fact, in any oper­
ating utility there is complete inseparability of tan­
gible and intangible values.” (Opinion, p. 22.)
“The public does not create intangible values. It 
only uses them. Someone must first plan and build 
the facilities and then induce the public to use them. 
The claim of monopoly and the public creation of 
intangibles is clearly erroneous as a reason for dis­
missing intangible values.” (Opinion, p. .46.)
Account 100.5 not to be amortized. The state 
commission made a thorough study of the amounts
10Re Arkansas Power and Light Company (1944) 55 PUR
(NS) 129.
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assignable to Account 100.5 in conformity with the 
Uniform System of Accounts. The opinion contains 
long discussions of “accounting principles applicable 
to Account 100.5” (excess of “cost to the utility” over 
“original cost”) and of “disposition of amount charged 
to Account 100.5—Electric Plant Acquisition Adjust­
ment.” Under the latter caption the state commission­
ers discussed the desirability of the integration of 
electric properties and quoted Basil Manly, then the 
Vice-Chairman, now the Chairman, of the Federal 
Power Commission, as an ardent advocate of the eco­
nomic advantages flowing to the community from 
such integration.
The summing up of the discussion is stated as 
follows:
“After consideration of all the facts and circum­
stances, the department (the state commission) finds 
that the respondent (the power company) actually ex­
pended the item of $6,947,059 heretofore found to be 
chargeable to Account 100.5, and that it represents 
value as of the date it was expended, and that such 
value existed and was inherent in respondent’s elec­
tric system on December 31, 1943; and, therefore, the 
amount of said item should not be charged off or 
amortized, and should now be recognized and in­
cluded as a part of the valid and present existing as­
sets and values, . . .” (Opinion, p. 23).
The Federal Power Commission was not a party to 
the hearing on the Arkansas case. Those witnesses 
whose testimony was given in support of FPC con­
cepts and practices appeared in the case on the invi­
tation of the state commission.
Now the Federal Power Commission has issued its 
order to Arkansas Power and Light Company to show 
cause why its accounts should not be revised as pro­
posed by the FPC staff. Hearings on this order are 
scheduled for the summer of 1945.
The power company, finding itself in the impos­
sible situation of being ordered by the regulatory 
commission of the state in which it is incorporated and 
in which it is domiciled to keep its corporate accounts 
by one method, and at the same time being ordered 
by a federal commission to keep the same corporate 
accounts by a different method and under a different 
concept of accountancy, has appealed to the courts of 
the District of Columbia to tell it which commission 
it should obey. An application for the appointment 
of a court of three judges to issue a declaratory judg­
ment on that matter is now pending.
The Montana Power Company
Beginning in March 1944, hearings were held upon 
accounting orders issued to the Montana Power Com­
pany by both the Federal Power Commission and the 
Public Service Commission of Montana. The hearings 
ran concurrently but not jointly. The full Montana 
Commission was on the bench as also was the exam­
iner who presided for the Federal Power Commission.
Separate records were prepared, one for each of the 
commissions. This was not a rate case. The subject 
matter was the method of compliance by the power 
company with the new Uniform System of Accounts.
Though the power company was the only respond­
ent in the case, it is clear that the methods and con­
cepts of the staff of the Federal Power Commission 
were also on trial before the Montana Commission. 
The state commission issued its report and order and 
an opinion, each dated December 21, 1944.11 The 
state commission had this to say about the methods of 
the FPC staff:
“The Montana Commission had the benefit of at­
tending the trial of this case which was tried by able 
counsel. The Federal Power Commission counsel took 
the view most unfavorable to the Montana Power 
Company in every transaction, while the Montana 
Power Company attempted to take the more favorable 
view.” (Opinion, p. 4.)
“We consider ourselves fortunate in having been 
able to hear all of the witnesses in this case and to 
have had the opportunity of seeing their demeanor 
and conduct on the stand and of being in the best 
position to determine their credibility. We also con­
sider ourselves fortunate in having before us for con­
sideration an attack by the staff of the Federal Power 
Commission on every transaction in the history of 
the Montana Power Company about which there 
could be any possible question—and the defense by 
the Company as to each of these transactions. We be­
lieve that all of the evidence which is available on 
each side of each issue has been presented.” (Opinion, 
p. 6.)
“In reality we find ourselves in the same position as 
a court which has heard a case presented by adverse 
parties.” (Opinion, p. 7.)
The decisions of the state commission on the points 
of dispute can best be presented by quotations from 
its opinion.
“Original cost" system of accounts. “The value 
of property fluctuates. The original cost system fixes 
one point in that fluctuation. It determines the cost 
to the person who first devotes the property to a pub­
lic use. It also retains the cost to the present account­
ing utility, which for many years has been the sole 
basis of the accounts of such a utility. This makes for 
an accounting revolution in utility accounting. A 
company has been keeping its books under a system 
of accounts which is based solely on cost to that com­
pany—when suddenly we switch to a new revolution­
ary system. Care must be used therefore to attempt 
in all transactions subsequent to the original cost 
transaction to arrive at a fair result. For this reason 
we believe we should supplant (substitute) judgment 
for formulae.” (Montana Opinion, pp. 16-17.)
11Re Montana Power Company (1944) 56 PUR (NS) 193.
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Acquisition cost. One of the major problems in 
this case was that of determining the “cost to the 
utility” of the property acquired by the Montana 
Power Company at the time of its creation by the con­
solidation of some pre-existing utility companies. The 
FPC staff took the position that a cost to the Montana 
Power Company greater than the costs paid by the 
companies that had been consolidated could not be 
recognized and that the value of the property at the 
date of the consolidation should be ignored.
The Montana Commission said “. . . we are of the 
opinion that a consolidation such as was involved in 
the creation of the Montana Power Company must be 
treated as a transaction involving and creating a cost 
to the consolidated companv.” (Montana Opinion, 
p. 32.)
Account 100.5 (excess of “cost to the utility" 
over “original cost"). The Montana Commission 
referred with approval to the decision made in the 
Arkansas case, quoted from that decision, and ex­
pressed its own opinion and its finding of fact, as 
follows:
“In the opinion of the department (state commis­
sion) the provisions of its Uniform System of Ac­
counts were designed and intended to preserve rather 
than destroy evidence of cost incurred as the result 
of an arm’s-length transaction, and do not require or 
permit arbitrary adjustments of accounts of the re­
spondent (power company) or any other public 
utility which have the effect of destroying existing 
valid property rights. It, therefore, concludes that 
under its system of accounts no amount charged to 
Account 100.5 should be eliminated, if such costs 
are supported by value.” (Arkansas opinion, p. 21; 
quoted and adopted by Montana Commission, Opin­
ion, pp. 62-63.)
Findings of Fact: “IX, That the System of Accounts 
was adopted to determine cost and must give con­
sideration to the state laws. In making this determina­
tion this Commission will consider as cost any in­
crement arising out of a transaction validly made in 
accordance with our state laws.” (Montana Report 
and Order, pp. 5-6.)
Transactions between affiliates. The FPC staff 
sought to exclude any consideration of transactions 
between affiliated interests. All such were said to be 
“not at arm’s-length.” After careful consideration 
of this point the Montana Commission decided:
“We believe our system of accounts contemplates, 
and this opinion is based on the theory, that a trans­
action between affiliates should be recognized to the 
extent that it is based on the fair commercial value 
of the property at that time; that such a transaction 
should be closely scrutinized; but that, if it meets 
all of the tests which can be applied for fairness 
and sound commercial value, it should then be rec­
ognized.” (Montana Opinion, p. 19.)
Subsequent actions. The Federal Power Commis­
sion issued its opinion and order in the Montana 
case on February 13, 1945.12 That report differed
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greatly from the report and order of the Montana 
Commission.
Before that (on December 29, 1944) the Montana 
Commission addressed a letter to all the state com­
missions that were represented in the National As­
sociation of Railroad and Utilities Commissioners 
reminding those commissions that there was a coop­
erative agreement between NARUC and FPC that 
concurrent hearings were to be held in cases in which 
both FPC and a state commission had jurisdiction. 
The Montana men stated that such a concurrent 
hearing had been concluded. In the belief that other 
state commissions would be interested, the Montana 
Commission reported on its experience.
“The attitude of the Federal Power Commission 
during all of our dealings with it in this matter 
can be summed up as follows:
“First: We were ignored at every point of the road 
and we had to continually fight for our State’s rights.
“Second: In all discussions we were treated cor­
dially and were urged to continue the cooperative 
proceedings but every time there was a problem to 
be decided there was no possibility of any coopera­
tion unless we would fully agree with the views of 
the Federal Power Commission, regardless of what 
the facts were in the case.
“Third: That the position taken by the Federal 
Power Commission is one which completely disre­
gards state laws and state rights and one which goes 
toward a definite centralization of power in Wash­
ington.
“Fourth: That the proceedings conducted by the 
Federal Power Commission are, in part, designed to 
take over the jurisdiction which now, and for decades, 
has been exercised by state regulatory agencies.
• • •
“Sixth: . . . The Federal Power Commission’s 
attitude at all times, both at the hearing and in 
meetings, was plain, and that was that they wanted 
to write off fifty-four million dollars no matter what 
the facts showed.”
Depreciation
The earliest public utilities (as we now use the 
term) in this country were the railroads. Next were 
the gas works. There were, before that, some privately 
owned toll-road and water-works companies. The 
accounting for those early ventures was usually guided 
by the thinking of British accountants—largely be­
cause Britons had furnished much of the capital for 
the development of those enterprises.
Lawrence R. Dicksee, FCA, explained the account­
ing principles applicable to British railroads and 
other “public works” (our public utilities) in his 
book entitled Auditing, published in 1892.13 He re­
12At the time of this writing the opinion has not yet been 
indexed in the PUR (NS) reports.
13See p. 118 ff.
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ferred to such enterprises as “Parliamentary com­
panies” because created by special acts of Parliament.
Such companies were required to keep their ac­
counts by what was called the double-account system. 
The double-account form of balance sheet provided 
for showing the receipts and expenditures on capital 
account entirely separate from and superimposed on 
the general balance sheet of the company. “Now, in 
order that this account (the capital expenditure 
account) might perpetually show that—and how—the 
capital authorized to be raised had actually been 
spent only on the authorized purposes ... it was 
necessary that the actual amount expended on the 
works alone be debited to the account, regardless of 
any fluctuations in value that might afterward occur.
. . . having regard to the fact that no such fluctuation 
could in any way practically affect the company, so 
long as it carried on business, and bearing in mind 
also the fact that it was contemplated that the com­
pany should permanently carry on business, it would 
appear that all consideration of these fluctuations was 
considered superfluous. With an eye to the future, 
however, and doubtless also with a view to—so far 
as possible—insuring the business being permanently 
carried on, it was provided that the company’s works 
... be continuously kept in a state of efficiency and 
that the cost thereof be borne out of Revenue.”
Those ideas of permanence, of perpetuity, and of 
the property being continuously maintained in a 
state of efficiency, were basic to the accounting of 
American railroads and utilities prior to the promul­
gation of systems of accounts by regulatory commis­
sions. The thought that there was no need for record­
ing “fluctuations in value” was fundamental to the 
practice of showing utility plant accounts at their 
cost without the introduction of a valuation reserve 
for computed depreciation.
Obsolescence and Inadequacy
In the first twenty years of this century the regu­
latory commissions and their staffs were learning 
about the financial and economic questions that arise 
in the administration of the public-utility companies. 
Among the things that they learned was that only a 
very small proportion of electric utility property was 
ever “worn out.” The outstanding reason for the 
displacement and abandonment of property was “ob­
solescence and inadequacy.”
An example of obsolescence can be found in the 
almost incredible improvement in the science and 
art of thermo-dynamics. The good reciprocating en­
gines that were serving in the electric generating 
stations at the beginning of the twentieth century 
were hopelessly outclassed by the steam turbines that 
were developed later. The amount of power produced 
by the newer turbo-generators, per ton of coal con­
sumed, was so much greater than could be produced 
by the older generating units that it was economically
foolish to retain that older equipment in service, 
even though it was in perfect physical condition.
An example of inadequacy can be found in the 
need for replacing an electric distribution line which, 
when first constructed, served a sparsely settled subur­
ban community. An influx of population, housed in 
multi-family apartments, provides such a heavy elec­
tric load that the entire distribution system serving 
that area must be reconstructed.
The questions arose: Is there any reason for charg­
ing to the present consumers of electric service, rates 
high enough to provide for writing off the cost of 
the reciprocating engines within their short economic 
life—solely to make it possible for future consumers 
of electric service to enjoy low rates because of the 
high efficiency of the newly invented turbo-generators? 
Why should not the costs of operation of the new 
turbo-generators be burdened with the amortization 
of the costs of the old reciprocating engines which 
were sacrificed when the new equipment was ac­
quired?
As to the inadequate electric distribution system: 
Why should the consumers who lived in the small 
suburban houses pay electric rates high enough to 
provide for the writing-off, prematurely, of the cost 
of the distribution line which was serving them 
efficiently and adequately—solely to insure that the 
occupants of the apartment houses which were to 
take the place of the individual homes, should have 
adequate service at low cost? Why should not the 
larger revenues derived (or to be derived) from the 
. densely populated apartment house district be 
matched with costs that would include the amortiza­
tion of the good distribution line that was sacrificed 
in order that those later consumers might have 
adequate service?
Retirement and Replacement Reserves
The answer to those questions was found in the 
adoption of what is known as the retirement reserve 
system of providing for the replacement of property 
that is displaced for any reason—obsolescence, inad­
equacy, wear and tear, or accidental break-down.
That plan was based on the idea that the operating 
managers of the utility property would provide for 
a replacement budget—quite specific as to the next 
year or two—not so definite for later years—and would 
make monthly charges to operating expenses in an 
amount that was estimated to be adequate to provide 
a reserve against which could be charged the cost 
of property displaced. The new cost of the replacing 
property would then be charged to the electric plant 
accounts in the year of construction.
There was a variant of this thought (especially 
among railroad men) which used the phrase “re­
newal and replacement reserve.” The intention, in 
such case, was to charge against the reserve the cost 
of the replacing property, leaving in the fixed capital
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account the cost of the displaced equipment. In a 
part of “the economic cycle” in which unit prices of 
materials and labor were increasing, the then higher 
costs of replacing the displaced property would be 
loaded on the current costs of operation because of 
the need to maintain the reserve therefor. If the 
replacement occurred when prices were relatively 
low the higher cost of the displaced property would 
stand in the fixed capital account while only the 
lower cost of the replacing property would be charged 
to the reserve, thus calling for smaller provisions 
in current operating expense accounts. Generally, 
the electric utility operators favored the retirement 
reserve method with the charge-off to the reserve of 
the cost of the displaced property.
In 1922 the National Association of Railroad and 
Utilities Commissioners sponsored a revision of the 
systems of accounts for public-utility companies. The 
new uniform system of accounts was widely adopted. 
It was the product of the minds of men who knew 
what they were writing about—who knew the work of 
the public-utility companies, who knew the principles 
of accounting and who knew how to provide in the 
accounts for the records necessary for the operation 
of the public-utility enterprise
Change to Depreciation Accounting
The 1922 NARUC system of accounts recognized 
and approved the retirement reserve plan. For fif­
teen years that was the accepted method. However, 
the NARUC as constituted in 1937, abruptly with­
drew its approval. A new uniform system of accounts 
was issued. The new system required “depreciation 
accounting,” based on the “service life, straight line” 
method. There was not then any decision made as 
to the accounting for the “depreciation” that the 
“straight line” advocates would claim had “accrued” 
in past years.
In an address delivered by George O. May to the 
accounting division of the Association of American 
Railroads, in 1940, on the subject “Recent Trends 
in Accounting,”14 the subject of the retroactive ap­
plication of changed ideas with respect to accounting 
was discussed with moderation and with conspicuous 
fairness. Mr. May said, in part:
“One of the most discussed questions in railroad 
accounting during the twenties was whether property 
exhaustion should be accounted for as it was taking 
place or when it was completed and the property re­
tired, and whether the charge to operations should be 
based on original cost or estimated cost of replace­
ment. These form a part of the general question of 
depreciation.
“I am not going to enter upon a broad discussion 
of these large questions. ... I shall only now allude 
to what seems to me one of the most difficult ques­
tions presented in any change from the retirement to 
the depreciation basis of accounting—that is, how the
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transition ought to be effected. I believe the adoption 
of the retirement method originally was in accordance 
with accepted accounting, legal, and economic views 
of the time, and that the rapid development of the 
railroads and other utilities which the people desired 
could not have taken place had the depreciation 
theory then been applied. Consequently, I feel that 
the community owes it to the utilities to see that the 
transition, if it is to be made, will not place unjust 
burdens on them.
“The importance and difficulty of the question has 
been recognized by many public service commissions. 
If the depreciation deemed to have accrued at the 
time of initiation of the new scheme were required to 
be treated as an expense over a period subsequent 
thereto, an unfair burden would be imposed either 
on the utilities or on the consumers.
“In the case of railroad equipment, the deprecia­
tion deemed to have accrued prior to 1907 (when 
the first classification became effective) was gradually 
absorbed through charges to profit and loss as equip­
ment was retired, up to January 1, 1935; it is now 
being charged against depreciation reserves. If the 
depreciation scheme should be extended to other 
property, I do not think the depreciation deemed to 
have accrued at the time of change could, as a matter 
of justice or practicability, be similarly dealt with. 
The alternative would seem to be to carry this ac­
crued depreciation permanently in a nominal sus­
pense account, an obviously unsatisfactory solution. 
The difficulty thus presented has always seemed to 
me to be a strong argument against making the 
change.
“Some theorists insist that the present difference in 
treatment of equipment and of other property is 
indefensible, but it seems to me clearly defensible on 
both historical and practical grounds. Indeed, the 
case of property which effectively goes out of service 
without being actually scrapped, constitutes one of 
the weakest points in a system of accounting on the 
basis of completed transactions and a strong argu­
ment for a depreciation scheme such as does not 
apply to property which must either be maintained 
in efficiency or retired.
“I welcomed the change in treatment which took 
place in 1935 as a result of which the whole cost, less 
salvage, of units retired is now charged to deprecia­
tion reserve.”
Mr. May was speaking to railroad men, and his 
words about the classification of accounts had refer­
ence to the accounts prescribed by the Interstate 
Commerce Commission.
In 1943, the committee on depreciation of the 
National Association of Railroad and Utilities Com­
missioners prepared a report on the subject of public- 
utility depreciation.15 The American Institute of 
Accountants committee on accounting procedure pre­
pared a letter addressed to the NARUC committee in
14In Railway Accounting   Officers Fifty-fourth Report, Tune
1940, pp. 67-81.
15An official summary appears in The Journal of Accountancy
for Dec. 1943, pp. 533-536.
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which two major points of difference were expressed 
on behalf of the Institute.16
The first point rested on the definition of “depre­
ciation accounting.” This had been defined by the 
Institute’s committee on terminology as purely a 
matter of allocation of the cost of depreciable prop­
erty to separate, successive, periods of time—and not 
at all as a matter of measurement of a loss of value, 
as was suggested by the NARUC committee. The 
second point was an oppostion by the Institute to 
a proposed retroactive application of a narrowly con­
ceived formula of straightline depreciation.
A public hearing was held by the NARUC commit­
tee in February 1944, at which representatives of the 
Institute appeared and presented its position.
During the latter part of 1944 the NARUC com­
mittee issued another report. It was discussed by 
George O. May in The Journal of Accountancy, 
January 1945.17 His summing up of his conclusions 
stated: “All in all, the 1944 report marks a definite 
advance over the report of 1943. Some of the criticisms 
of the 1943 report offered by commentators have been 
removed by amplification, some have been accepted, 
and others have been effectively met.”
Also, in 1944, the New York Public Service Com­
mission proposed substantial revisions of its systems 
of accounts for public-utility companies. Among the 
changes proposed were some that had to do with a
retroactive application of straight line depreciation 
to companies which previously had adopted retire­
ment reserve accounting.
Two members of the Institute testified as expert 
witnesses on behalf of certain of the utility companies. 
Their testimony had to do with: the definition of 
depreciation accounting; the comparison of straight- 
line depreciation accounting and retirement reserve 
accounting; and the unwisdom of a retroactive appli­
cation of a change of method. After the conclusion 
of the hearings the Commission issued an order which 
amended certain of the proposed revisions and de­
ferred, indefinitely, any application of theories about 
retroactive treatment of depreciation deemed to have 
accrued in years past.
Conclusion
This is an outline only, of the points at which the 
regulation of public-utility enterprises has impinged 
on the practice of accountancy. Accompanying and 
interwoven with that outline has been placed what 
was hoped to be a recital of historical background 
sufficient to enable the reader to understand the 
motives behind most of the conflict that was referred 
to in the opening paragraphs of this chapter.
16The letter, dated Jan. 28, 1944, is reprinted in The Journal 
of Accountancy for March 1944, pp. 254-258.
17“The NARUC and Depreciation,” pp. 34-38.
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CHAPTER 21
ACCOUNTING FOR INVESTMENT COMPANIES
By H. I. Prankard, 2nd.
THE term “investment company” embraces any type of organization (corporation, trust, asso­ciation, etc.) whose principal activity is the investing 
of its capital and borrowings in the securities of 
other companies. Investment companies, as the term 
is generally used, differ from holding companies in 
that securities are purchased for the purpose of 
securing income and appreciation without the corol­
lary objective of control and management of under­
lying companies.
Investment companies differ materially as to capital 
structures and investment philosophies, but they may 
be broadly classified into four groups as follows:
(1) Closed-end management companies—companies 
which do not continuously offer to sell and re­
purchase their capital shares.
(2) Unit investment trusts—organizations (usually 
trusts) which issue redeemable certificates of 
beneficial interest, each of which represents an 
undivided interest in a unit of specified securi­
ties. In this type of trust the trustee or issuer 
may have no power or only limited powers with 
respect to elimination or substitution of port­
folio securities.
(3) Periodic payment plan trusts—organizations 
(usually trusts) which issue face or maturity 
value certificates with provisions for the holder 
to make periodic payments which are invested 
in securities at current market prices.
(4) Open-end management companies — companies 
which offer to sell and repurchase their capital 
shares periodically—usually daily.
During the decade preceding the drastic decline 
in stock market prices in 1929, many closed-end in­
vestment companies were organized in the United 
States; often with common stocks, preferred stocks, 
and debentures making up their capital structures. 
Such securities were usually sold to the public as 
single offerings and thereafter were traded either 
upon national securities exchanges or in over-the- 
counter markets. No continuous offers were made 
by the issuing companies to reacquire their capital 
shares at prices based upon predetermined formulas, 
with the result that the quoted market prices thereof 
were either more or less than the liquidating values 
of such shares based on current market prices of 
portfolio securities.
During the years immediately following the 1929 
stock market decline, the capital shares of closed-end 
investment companies commonly sold in the open 
market for less than the indicated value of such 
shares based upon the market value of the securities
held in their portfolios. During these years, unit-type 
investment trusts, which began to be offered to the 
public just prior to 1929, gained great popularity and 
many hundreds of millions of dollars of certificates 
representing participation in such trusts were pur­
chased by the public. These unit-type investment 
trusts offered undivided interests in fixed units of 
marketable securities and certificates were sold from 
day to day at prices based upon the then market 
value of the securities in the unit. These certificates, 
at the option of the holder, were redeemable at any 
time at prices based upon the market value of the 
securities underlying the units or were convertible 
into a pro-rata share of the underlying securities. 
The redeemable prices usually approximated the to­
tal market value of the underlying securities applica­
ble to each certificate, while the offering prices were 
generally higher than the redeemable price by either 
fixed percentages of the redeemable price or fixed 
amounts per unit, the difference representing the costs 
of creating the units plus commissions to the sponsors 
and security dealers undertaking the sale of the par­
ticipating certificates.
At about the same time as the unit-type investment 
trusts were reaching their peak in sales of securities to 
the public, a variation of such trusts began to appear 
in the form of periodic payment plan trusts. These 
trusts issued certificates of varying face or maturity 
amounts, such as $500, $1,000, or $10,000 for initial 
or down payments of $5, $10, $100, etc. The plans 
contemplated that the investors would thereafter 
make periodic payments (usually monthly) into the 
trust for a predetermined period of time (usually 
10 years) at which time they would have to their 
credit all the money paid in (less commissions re­
tained by the sponsors), the accumulated income 
received on their share of the investments of the 
trust, plus their share of the profits and appreciation, 
or minus losses and depreciation on the investments 
of the trust. The plans were designed to enable the 
public to invest fixed amounts periodically in the 
underlying securities of the trusts at the current 
market prices of securities on the dates of purchase.
Beginning about 1932, a still newer type of invest­
ment company began to gain popularity throughout 
the country. These newer companies, which com­
bined the continuous portfolio management inherent 
in closed-end companies with the redeemable feature 
of unit-type trusts, became generally known as open- 
end investment companies. Such companies offered 
their capital shares from day to day at prices equiva­
lent to their per-share asset values with portfolio
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securities priced at market, plus a “load” (selling 
commission), and obligated themselves to repurchase 
such capital shares at per-share asset values computed 
in a similar manner.
In the following paragraphs of this chapter, closed- 
end management companies and open-end manage­
ment companies will be referred to collectively as 
management investment companies.
General Accounting Requirements
While every investment company requires special 
accounts to record properly its particular transactions, 
the basic objective of all investment company ac­
counting systems is the same, i.e., the accounting for 
monies invested in securities, the income from such 
investments, and the expenses of operations. In gen­
eral, both closed-end and open-end management com­
panies maintain double-entry bookkeeping systems 
while the accounts of unit-type investment trusts are 
maintained by trust companies as an account in the 
corporate trust accounting records of such institu­
tions with nothing more than memorandum records 
of units issued and canceled and cash income accounts 
to which are credited all income collected and to 
which are charged all expenses paid.
A list of the basic accounts usually found in the 
accounting records of all management investment 
companies, with a brief description of such accounts 
as are peculiar to investment companies, follows: 
Assets
Cash
Investments.—This account is charged with the cost 
of securities purchased for the portfolio and 
credited with (1) the cost of securities sold and 
(2) amounts received from the issuers of the 
securities which represent a partial return of the 
original investment rather than income. The 
balance in the account represents the unrecovered 
cost of the securities owned.
Securities Sold but Not Delivered.—This account 
is charged with the amount receivable for securi­
ties sold and credited with the cash received upon 
delivery of the securities. The balance represents 
the amounts receivable from brokers or others 
for securities sold.
Dividends Receivable.—This account is charged on 
the day that securities owned are quoted “ex 
dividend” (or on the dividend record date with 
respect to securities for which quotations are not 
readily available) and is credited with the cash 
received on the dividend payment date.
Interest Receivable.—This account is charged (1) 
with interest purchased at the time interest- 
bearing securities are acquired (the interest 
accrued from the last interest payment date to 
the date of purchase) and (2) with periodic
accruals of interest on interest-bearing securi­
ties owned. The account is credited (1) with 
cash collected from the redemption of interest 
coupons and (2) with interest sold (the interest 
accrued from the last interest payment date to 
the date of sale).
Liabilities
Accounts Payable
Accrued Expenses and Taxes
Securities Purchased but Not Received.—This ac­
count is the direct opposite of the “securities sold 
but not delivered” account. It is credited with 
the cost of securities purchased and charged when 
payment is made therefor upon receipt of the 
securities.
Capital Stock
Capital Surplus:
Paid-in surplus 
Other
Earned Surplus:
Income account balance
Security profit or loss account balance
Income
Dividend Income 
Interest Income 
Other Income
Expenses
Salaries
Fees
General Taxes
Income Taxes (other than on security profits)
Other Income and Charges
Profit and Loss from Sales of Securities.—This ac­
count is credited with the excess of proceeds 
received for securities sold over the unrecovered 
cost of such securities and charged with the ex­
cess of the unrecovered cost of the securities sold 
over the proceeds received.
Income Taxes on Security Profits
In support of the principal general ledger accounts
enumerated above, management investment com­
panies maintain subsidiary ledgers, the principal one 
of which is the investment ledger. In the investment 
ledger a separate account is usually maintained for 
each security owned and these accounts show the 
following minimum information with respect to each 
purchase and sale:
Date acquired
Certificate numbers received or delivered 
Quantity purchased (number of shares or principal
amount of bonds)
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Cost of securities purchased
Date sold
Quantity sold
Proceeds of securities sold
Cost of securities sold
Profit or loss realized
Balance:
Quantity
Cost.
Subsidiary records are also maintained in support 
of the “securities sold but not delivered” account 
and the “securities purchased but not received” ac­
count. These subsidiary records usually consist of 
files of uncompleted sale and purchase confirmation 
tickets received from brokers.
The accounting records of unit-type investment 
trusts are, generally, no more than a record of cash 
income receipts and disbursements. As units are cre­
ated or liquidated, the trustee receives or delivers 
the appropriate quantities of underlying securities 
together with cash equivalent to the income accu­
mulated in such units since the last previous dis­
tribution date. The cash is credited or debited to the 
cash income account. As dividends and interest on 
the deposited securities are collected, they are credited 
to the cash income account and expenses incurred 
are charged to such account. At the end of the dis­
tribution period, all of the cash in the cash income 
account is transferred to a coupon payable account 
and paid upon the surrender of distribution coupons.
Periodic payment plan trusts must maintain rather 
extensive records, including a ledger account for 
each certificate holder. This ledger account is credited 
with the periodic payments received, and charged 
with the cost of the securities purchased. The account 
with each certificate holder must be so designed as 
to enable the trust to keep a cumulative record of 
the securities purchased and held for the account of 
the investor.
Principal Developments 
Prior to January 1, 1940
During the years prior to 1929, practices varied 
widely with each company—some companies computed 
profits and losses from sales of securities on the basis 
of the average cost of each particular security; some 
used the first-in, first-out basis; some used the cost 
of the specific certificates sold. Often no disclosure 
of the method used was made in reports to stock­
holders. The conception of income varied widely— 
some companies considered stock dividends as income 
in an amount equivalent to the market value of the 
securities received; some companies considered such 
dividends as income to the extent of the proceeds 
when the securities were sold while others recorded 
no income at all but allocated the cost of the securi­
ties on which the dividends were received over both
the original securities and the new securities received. 
Many companies, when paying dividends, made no 
distinction between amounts derived from income in 
the form of dividends and interest, and amounts de­
rived from security profits; some companies provided 
reserves for depreciation in the market value of 
securities owned while others did not; some com­
panies published details of portfolios while others 
considered such information confidential.
During 1929, the New York Stock Exchange, rec­
ognizing the growing interest by the public in in­
vestment companies, became concerned about the 
inconsistent procedures followed by such companies 
in the recording of stock dividends. Accordingly, it 
appointed a special committee to study the subject 
and on September 11, 1929, this committee issued its 
first report, in which it concluded as follows:
“At the present time, it appears as if the Exchange 
could go no further than to take the position that it 
will raise no objection to the method by which in­
vestment trusts, holding companies and others ac­
count for stock dividends received by them and not 
realized upon, provided there is the fullest dis­
closure of the procedure adopted, and provided that 
these are not included in the income accounts of the 
receiving companies at a greater dollar value per share 
than that at which they have been charged to income 
account or earned surplus account by the paying 
companies. The manner in which receiving com­
panies account for stock dividends received by them 
and realized upon during the period under review 
is a matter which the committee will pass on in 
connection with each specific instance.”
On April 30, 1930, this committee made a further 
announcement on stock dividends, in which it stated 
among other things the following:
“The Exchange will not knowingly list any of the 
securities of a corporation which takes up as income 
upon its books stock dividends received at a larger 
figure than the proportionate amount charged against 
earnings or earned surplus by the issuing company. 
Where the issuing company declines to give this 
information, objection will be made if the receiving 
company regards such stock dividends as income to 
any extent whatever.”
On April 22, 1931, the committee on stock list of 
the New York Stock Exchange issued a Statement 
on Investment Trusts of the Management Type, in 
which it made definite recommendations as to ac­
counting methods. While these recommendations 
were made fourteen years ago and while much has 
happened in the accounting profession since that 
time, they should be studied if the reader is to have 
a full understanding of the development which has 
occurred in investment trust accounting and, there­
fore, they are quoted in full as follows:
“Whatever the form adopted may be, it is manifest 
that reports will be no better than the accounting 
methods on which they are based. There seems little
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occasion to comment further in regard to the balance 
sheet, but accounting practice having to do with 
income account and surplus account varies to such 
an extent as to suggest the desirability of some ampli­
fication of our views on this subject.
“While recognizing that corporations have a right 
of choice in this respect, the committee is strongly 
in favor of eliminating from the income account all 
profits or losses on security transactions, and of credit­
ing or debiting them direct, preferably to a properly 
designated reserve account, or else to a special sur­
plus account which should be a segregated part of 
the earned surplus.
“Such gains and losses are more closely related to 
the unrealized appreciation or depreciation of the 
portfolio than to the current dividend and interest 
income. If this procedure is followed, investment trust 
reports will be more informative to investors, in 
that the income account will then clearly set forth 
merely the net result as between current income and 
current outgo, and this information, separated from 
security profits, is of particular value to holders of 
prior securities bearing a fixed rate of return. Fur­
thermore, there would thus be eliminated any basis 
for the illusion that occasional profits realized on 
the sale of securities form a proper basis for measur­
ing continuing earning power. Where this is done, 
it would appear to be quite proper to add as a foot­
note to the income account a statement showing the 
change which has taken place in this reserve or 
special surplus account.
“The accumulation of net profits from security 
transactions in a reserve or special surplus account 
will not make them unavailable for distribution in 
the form of special dividends, either in stock or in 
cash. Such dividends, when declared, should, however, 
carry with them a clear indication of their character, 
and the development of confusion between income 
received by shareholders by virtue of regular current 
earnings or extraordinary and non-recurrent earnings 
would be prevented.
“However, if realized trading gains or losses are to 
be included in the income account, then it is essential 
that certain principles should be strictly observed.
“If either gains or losses are to be included in the 
income account, both of them should be so included. 
If reserves are set up against an indicated but un­
realized depreciation of securities, these reserves 
should be provided in the first instance by a direct 
charge to income account in the year in which they 
are established. If, subsequently, they are utilized in 
whole or in part, the full realized loss should first 
be included in the income account, and the utilization 
of the reserve should be reflected thereafter as a 
transfer from reserve to the credit of income account.
“In the event that a general reserve is set up to 
cover a possible future impairment in the value of 
securities, this reserve may be created by a direct 
charge to earned surplus. However, should it sub­
sequently become necessary to use this reserve in 
whole or in part, the losses incurred should in the 
first instance be shown in income account, and the 
income account should be subsequently credited with 
that part of the reserve which it is intended to use.
“The method of computation of trading gains or 
losses varies considerably as between companies. 
Where these gains and losses are both excluded from 
the income account, and where net realized trading 
gains are not held to be available for ordinary divi­
dends, the method in which they are computed is of 
relatively less importance than in other cases. In cases 
where such realized trading gains appear in the in­
come account and are regarded as available for dis­
tribution in the form of current dividends, the 
method of computing these figures assumes real 
importance.
“Of the various methods of computation known 
to the committee for the purpose of reporting, the 
method of computing cost of securities sold upon the 
basis of the average cost appears to be the only one 
which does not result in a distortion of the income 
account. Therefore, we urge upon all corporations 
who treat net realized trading gains as part of the 
income account and available for dividends to adopt 
that method.
“Whatever the method of computing realized trad­
ing gains or losses may be, it is imperative that in­
vestment trusts state clearly in their reports the 
method in actual use, and particularly that they call 
attention to any change of method, or to the use of 
more than one method during an accounting period.”
The next important step taken in the direction of 
the clarification of accounting principles applicable 
to investment companies occurred in 1934 when the 
President, on March 23, approved a Code of Fair 
Competition for Investment Bankers as part of the 
National Industrial Recovery Act. This code stated 
that no investment banker shall be the originator of 
any issue of securities, unless the issuer of such securi­
ties shall agree with the originator on certain spe­
cified points. Among these points was an agreement 
to publish financial statements and furnish copies 
thereof to each security holder of the issuer upon re­
quest as soon as practicable after the close of each 
fiscal year and not to take up as income, stock divi­
dends received at an amount greater than that charged 
against earnings, earned surplus, or both of them, by 
the company paying such stock dividend.
On May 27, 1933, the President approved “An Act 
to provide full and fair disclosure of the character of 
securities sold in interstate and foreign commerce and 
through the mails, and to prevent frauds in the sale 
thereof, and for other purposes.” The Act became 
known as the “Securities Act of 1933.” Under its 
provisions, it became necessary for substantially all 
investment companies offering securities to the public 
to file registration statements with the Federal Trade 
Commission setting forth certain information about 
the registrant and its securities, including financial 
statements.
On June 6, 1934, the President approved “An Act 
to provide for the regulation of securities exchanges 
and of over-the-counter markets operating in inter­
state and foreign commerce and through the mails,
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to prevent inequitable and unfair practices on such 
exchanges and markets, and for other purposes.” The 
Act became known as the “Securities Exchange Act 
of 1934.” This Act, among other things, established 
the Securities and Exchange Commission and trans­
ferred to it all powers, duties and functions of the 
Federal Trade Commission under the Securities Act 
of 1933. Under its provisions, it became necessary for 
those investment companies whose securities were 
listed on national exchanges to register and to file 
periodical and other reports, including financial 
statements, with the Securities and Exchange Com­
mission.
In 1935, the Securities and Exchange Commission, 
pursuant to Sec. 30 of the Public Utility Holding 
Company Act of 1935, undertook a general investiga­
tion of investment companies. Also, in that year, the 
Commission issued Forms 15 and 17 for the use of 
incorporated and unincorporated investment com­
panies, respectively, in applying for registration of 
securities under the Securities Exchange Act. In the 
following year, the Commission issued Forms 15-K 
and 17-K for the filing of annual reports with the 
Commission by investment companies with securities 
listed on national securities exchanges. In these forms, 
the Securities and Exchange Commission recognized 
the special accounting treatment that it is necessary 
to give to investment companies.
During the years from 1935 to 1940, more and more 
recognition began to be given by both investment 
company managers and public accountants to the 
importance of the income statement. A definite dis­
tinction began to appear between ordinary recurring 
income received in the form of dividends and interest 
and the more fluctuating profits and losses from sales 
of securities. During this period, the idea began to 
develop that an investment company was, to an ex­
tent, a conduit between investors in investment com­
pany securities and the securities in which the invest­
ment company itself placed its funds, and that, for 
this reason, the investor should receive in dividends 
substantially the same amounts as he would have 
received had he invested directly in the companies 
in which the investment company made its invest­
ments. Recognition was given to this development, 
with respect to open-end companies, by the Federal 
Revenue Act of 1936, which, for the first time, pro­
vided special tax treatment for investment companies. 
This special tax treatment was provided so that the 
investors in qualified companies (as defined in the 
Act) would pay approximately the same taxes as 
they would have paid had the securities held by the 
investment companies been owned directly by them.
Developments Since January 1, 1940
Early in 1940, the Securities and Exchange Com­
mission issued its accounting Regulation S-X, in 
which, under Articles 6 and 6-A, special accounting
instructions are included for investment companies. 
These accounting instructions supersede the ones 
previously issued in 1935 with the Forms 15, 17, 15-K, 
and 17-K, referred to above, and such instructions 
apply to all financial statements included in regis­
tration statements (except Form A-1) and annual 
reports filed under either the Securities Act of 1933 
or the Securities Exchange Act of 1934.
Later in the year 1940, Congress passed the Invest­
ment Company Act of 1940 and gave authority to 
the Securities and Exchange Commission to admin­
ister the Act and promulgate such rules and regula­
tions as seem necessary thereunder. This Act defines 
investment companies and, in effect, requires that all 
such companies be registered with the Securities and 
Exchange Commission. Among other things, the Act, 
in Sections 30 and 31, sets forth certain requirements 
with respect to periodic and other reports to be made 
by registered investment companies and certain re­
quirements with respect to the accounting records of 
such companies. Sec. 30 requires every registered in­
vestment company to file financial information an­
nually with the Commission and to issue reports to 
its stockholders at least semiannually. The reports 
must contain a balance sheet, accompanied by a 
schedule showing the quantities and values of securi­
ties owned on the date of the balance sheet, state­
ments of income and surplus for the period covered 
by the report, and certain specified supplementary 
information. Copies of these stockholders’ reports 
must be filed with the Commission.
During the period since the enactment of the In­
vestment Company Act in August of 1940 to the end 
of 1944, the Securities and Exchange Commission 
promulgated various rulings thereunder. The rules 
of particular interest to accountants, with a brief 
description thereof, follow:
Rule N-2A-1—Valuation of Portfolio Securities in
Special Cases
The Investment Company Act defines the word 
“value” with respect to assets of registered invest­
ment companies as meaning, with certain exceptions, 
the market value of marketable securities and the 
fair value, as determined in good faith by the board 
of directors, of other securities and assets. Rule N-2A-1 
clarifies such definition and provides for special meth­
ods of valuing portfolio securities in special cases 
not contemplated by the Act itself.
Rule N-2A-2—Effect of Eliminations upon Valuation 
of Portfolio Securities
This rule provides, in effect, that securities in the 
portfolio of an investment company at the end of any 
fiscal quarter shall be so valued as to give effect to the 
eliminations from time to time during the quarter, 
in accordance with one of the following methods:
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(1) specific certificate, (2) first-in, first-out, (3) last- 
in, first-out, or (4) average value. The rule further 
provides that a single method shall be used consist­
ently.
Rule N-8B-2—Forms for Registration Statements of 
Registered Investment Companies
This rule prescribes forms for registration state­
ments to be filed by registered investment companies 
under the provisions of the Investment Company 
Act. The forms prescribed are as follows:
Form N-8B-1—For management investment com­
panies.
Form N-8B-2—For unit investment trusts currently 
issuing securities.
Form N-8B-3—For unincorporated management in­
vestment companies currently issuing 
periodic payment plan certificates.
Rule N-19-1—Written Statements to Accompany 
Dividend Payments by Management Companies
The Investment Company Act makes it unlawful 
for any management investment company to pay any 
dividend from any source other than net income, 
exclusive of realized security profits or losses, unless 
such payment is accompanied by a written statement 
disclosing the source or sources of such dividends. 
Rule N-19-1 outlines the form such statement is to 
take and, among other things, provides that the state­
ment shall indicate the portion of the dividend per 
share from (I) net income, (2) net profits from 
sales of securities or other properties, and (3) paid-in 
surplus or other capital source.
Rule N-30A-1— Annual Reports
This rule requires every registered investment com­
pany to file an annual report with the Commission, 
on the appropriate form prescribed therefor, not more 
than 120 days after the close of each fiscal year.
Rule N-30A-2—Form of Annual Report of Registered
Investment Companies
This rule prescribes the forms for the filing of the 
annual reports required by Rule N-30A-1 referred 
to above. The forms prescribed are as follows:
Form N-30A-1—For registered management invest­
ment companies.
Form N-30A-2—For unit investment trusts which are 
currently issuing securities.
Form N-30A-3—For unincorporated management in­
vestment companies currently issuing 
periodic payment plan certificates.
Rule N-30D-1—Reports to Stockholders of 
Management Companies
This rule provides that at least semiannually every 
registered management company shall transmit to
each stockholder a report containing certain specified 
information and financial statements. The rule also 
provides, among other things, that open-end invest­
ment companies may include as the equivalent of a 
balance sheet a special type of statement of net assets 
and changes in net assets which will be explained . 
later in this chapter under the caption “Financial 
Statements.”
Rule N-30D-2—Reports to Shareholders of Unit
Investment Trusts
This rule provides that every registered unit in­
vestment trust, substantially all of the assets of which 
consist of securities issued by a management com­
pany, shall transmit to its shareholders at least semi­
annually a report containing all the information and 
financial statements required by Rule N-30D-1 to be 
included in the reports of such management com­
pany for the same period.
In addition to the above, the chief accountant of 
the Securities and Exchange Commission issued four 
accounting series releases specifically applicable to 
the Investment Company Act of 1940. A summary of 
these releases follows:
Release 27—Nature of Examination and Certificate
Required Where Registered Management Invest­
ment Companies Retain Custody of Portfolio In­
vestments or Place Them in the Custody of a 
Member of a National Securities Exchange
This release provides, in effect, that when the se­
curities of an investment company are retained in 
the custody of the company or placed in the custody 
of a brokerage firm, it will be necessary for the in­
vestments to be verified at least three times each year 
by an independent public accountant. The release 
further provides that at least two of the verifications 
shall be on a date chosen by the accountant without 
prior notice to the company and that promptly after­
completion of the examination the accountant shall 
transmit to the Commission a certificate stating that 
he has made the examination and describing the 
nature and extent thereof.
Release 33—Amendments Making Regulation S-X
Applicable to the Form and Content of Financial
Statements Filed by Unincorporated Management
Investment Companies Which Are Issuers of
Periodic Payment Plan Certificates
This release requires unincorporated management 
investment companies issuing periodic payment plan 
certificates to prepare financial statements in accord­
ance with the Commission’s Regulation S-X. The 
principal effect of this release is the requirement that 
statements of income and other distributable funds 
show separately the income before gain or loss from 
security transactions.
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Release 36—Treatment by Investment Company of
Interest Collected on Defaulted Bonds
This release provides that collections by an invest­
ment company of interest on defaulted bonds ap­
plicable to a period prior to the date on which such 
bonds were purchased shall not be considered as 
income but shall be used to reduce the cost of the 
bonds. The author of this chapter does not agree 
with the opinion of the chief accountant of the Com­
mission on this particular point and his views are 
set forth' under the caption “Generally Accepted 
Accounting Principles as at April 1, 1945.”
Release 41—Filing of Condensed Financial Statements 
under Recent Amendments to Forms 10-K and 
N-30A-1 in Place of Statements Required by Regu­
lation S-X
Under the provisions of this release a registered 
investment company may file a copy of its regular 
annual report to stockholders and incorporate by 
reference the financial statements contained therein 
if such financial statements substantially conform to 
the requirements of Regulation S-X.
Generally Accepted Accounting 
Principles as at April 1, 1945
The following paragraphs set forth the author’s 
understanding of generally accepted accounting prin­
ciples applicable to management investment compa­
nies as at April 1, 1945. This section will be limited 
to those accounting principles which apply particu­
larly to investment companies and no reference will 
be made to broad principles of accounting which 
apply to any type of company or organization. 
Balance Sheet Accounts
Investments. Investments are segregated into two 
major classifications; (1) investments in securities 
and (2) investments in other than securities. Invest­
ments in securities are further divided between those 
readily marketable and those not readily marketable. 
A still further segregation is made in these latter two 
categories to separate investments in affiliated com­
panies. It is not considered good practice to include 
reacquired securities issued by an investment com­
pany with investment securities, the preferred prac­
tice being to deduct such reacquired securities from 
the amounts issued to arrive at the remainder out­
standing.
It is good practice to carry investments on the 
balance sheet either at cost, with market or fair value 
shown parenthetically, or at market or fair value, 
with cost shown parenthetically. The balance sheets 
of most open-end companies show marketable securi­
ties at market value with cost shown parenthetically 
or otherwise, since it is on this basis that capital 
shares issued by such companies are sold and reac­
quired. Some closed-end investment companies also 
carry their securities at market or fair value, but 
many prefer to carry such securities at cost and indi­
cate the market or fair value thereof parenthetically. 
It is preferable to carry at cost substantial long-term 
investments where market quotations are not neces­
sarily a reflection of fair value. When securities have 
been written down below cost in connection with 
either a reorganization or a quasi-reorganization, such 
written-down values are usually shown on balance 
sheets in lieu of cost.
Capital stock and surplus. In balance sheets the 
various classes of capital stock of a corporation or 
certificates of beneficial interest of a trust are shown 
separately with the number of shares authorized, the 
number of shares outstanding, and the capital lia­
bility.
The surplus accounts are divided into (1) paid-in 
surplus, (2) other types of capital surplus, and (3) 
earned surplus. Usually, the earned surplus is further 
divided into profits and losses from sales of securities 
and undivided income from other sources.
If securities are carried at market or fair value 
rather than at cost, it is customary to show a separate 
account in the capital section of the balance sheet,, 
usually described as “unrealized appreciation in in­
vestments” or “unrealized depreciation in invest­
ments.” The difference on the balance sheet date 
between the cost of investments and the value at 
which they are carried is reflected in this account.
Profit and Loss Accounts
As stated previously, more and more attention is 
being paid both by investment company managers 
and public accountants to the importance of the 
income statement. Except in extraordinary circum­
stances, it is now considered preferable to segregate 
net profit or loss on sales of securities from • other 
earnings, for the reason that such profits or losses 
may not be recurring and in any event are not regu­
lar and, therefore, dividends paid from such net 
profits ought not to be confused by the investor with 
the normal and recurring dividends paid from divi­
dends and interest received by an investment company 
on its investments. As in the case of any company, 
profits realized and income earned on investments in 
affiliated companies should be segregated from earn­
ings on outside investments.
For purposes of reference in the following para­
graphs, the income account will be considered to rep­
resent that group of accounts which, when brought 
together, reflect the net income of the company, ex­
clusive of profits and losses from sales of securities, 
and the security profit-and-loss account will be con­
sidered to represent that group of accounts which, 
when brought together, reflect the net profit or loss 
from sales of securities.
Except for taxes on security profits and expenses
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incident to the issuance of capital shares, all expenses 
of an investment company are considered to be part 
of the income account. Taxes on income are usually 
allocated to the income account and to the security 
profit-and-loss account, depending upon the class of 
income which gives rise to the taxation.
Expenses incident to the sale by an investment com­
pany of its own securities representing payments to 
underwriters are usually charged against the proceeds 
of the sale, but a difference of opinion exists as to 
the proper treatment of other expenses resulting from 
the issuance of capital shares; for example, original 
issue tax stamps, expenses incident to the registra­
tion of securities with the Securities and Exchange 
Commission and state security commissioners, the 
cost of printing stock certificates, transfer agent’s and 
registrar’s fees for recording the issuance of certifi­
cates, etc. These expenses occur in closed-end compa­
nies only at the time of the offering of new issues to 
the public, perhaps only once or twice over a period 
of many years. * In open-end companies, however, they 
are being incurred constantly because of the con­
tinuous offering of securities. Many open-end com­
panies, possibly because of the small amounts in­
volved in relation to total income, charge these 
incidental expenses to the income account. The 
author has difficulty, however, in differentiating be­
tween these expenses and commissions paid to under­
writers and feels that at least that portion of such 
expenses as are incurred in increasing the amount of 
shares or certificates outstanding may be considered 
a proper charge against the proceeds from their sale.
Income account. The income of a management 
investment company may be divided into three major 
classifications; (1) dividend income, (2) interest 
income and (3) other income. It is preferable to 
divide the dividend income account into cash divi­
dends, stock dividends, and dividends in property.
Under ordinary circumstances, to companies using 
the accrual basis of accounting, income from cash 
dividends is considered to arise as of the “ex divi­
dend’’ date, or the record date if the stock is not 
publicly quoted. Receipts of preferred stock dividend 
arrearages applicable to years prior to the current one 
should be separately disclosed.
Occasionally, an extraordinary dividend, whether 
in cash or property, because of peculiar circumstances, 
should be separately disclosed in the income account 
or applied to reduce the cost of the securities on 
which received.
Stock dividends may be divided into two categories: 
dividends received in the same class of stock as the 
class on which they are received and dividends re­
ceived in a class of stock other than the class on which 
they are received. The former type of dividend should 
be received into the investment account at no cost 
so that the cost of the original stock can be allocated 
on a per-share basis over the greater number of shares
held after receipt of the dividend. No part of such a 
dividend should be considered to be income. Whether 
the latter type of dividend represents income, and 
the amount thereof, depends upon the circumstances 
in each particular case. If, for example, a dividend 
in preferred stock is received on common stock and 
such preferred stock is not a newly created class, none 
of which had previously been outstanding, it would 
be good practice to consider it as income at the market 
value of the preferred stock on the date received. If, 
however, the preferred stock is a newly created class, 
the stockholders’ equity will not be changed by the 
dividend and it should be considered the same as a 
dividend received on the same class of stock and not 
be taken into income.
Dividends in property, except liquidating divi­
dends, are generally income at the fair value of such 
property on the date received.
A cash dividend received on a stock purchased 
immediately before the “ex dividend” date and sold 
immediately thereafter when such purchase and sale 
were not in accordance with the investment company’s 
investing program should be recorded, not as ordi­
nary income, but as an element of the gain or loss 
on the transaction. A dividend in cash, stock, or 
property that is in the nature of a return of invest­
ment rather than a distribution of income should be 
excluded from income.
Except with respect to interest received on de­
faulted and contingent interest bonds which are 
traded “flat” (without interest being added to the 
quoted price), interest is purchased and sold with 
bonds. For example, if a bond bearing coupon dates 
of January 1 and July 1 were purchased on March 
31, the purchaser would pay the seller, in addition 
to the price of the bond, an amount equivalent to 
the interest accrued for three months. If the pur­
chaser were an investment company, it would charge 
interest receivable with such amount. Subsequently, 
it would periodically accrue interest by a charge to 
the interest receivable account and a credit to income 
so that on July 1 the interest receivable account 
would carry a debit for the entire six months interest 
to be collected upon redemption of the coupon, 
although the income account would have been 
credited with only the interest accrued for the three 
months during which the bond was owned. Similarly, 
if in the following period, after accruing interest 
from July 1 to September 30, the bond should be 
sold, the seller would collect from the buyer the 
interest accrued during the three months that the 
bond was held subsequent to the last coupon date.
The treatment of interest received on defaulted 
and contingent interest bonds presents a perplexing 
problem. These bonds are purchased and sold in the 
market without interest being added to the price and, 
as a result, the purchaser is unable to determine how 
much was paid for the bond itself and how much was
Accounting for Investment Companies Ch. 21-p. 9
paid for the right to receive interest accrued prior to 
the date of purchase. Since the problems relating to 
each of the two types of bonds are different, they 
will be commented on separately.
If a defaulted bond is purchased and interest 
thereon is subsequently received, it is clear that a 
choice as to the treatment of such interest must be 
made as between (1) a credit of the entire amount 
received to income (2) a credit of the entire amount 
received to the cost of the bond with no amount be­
ing taken into income and (3) a credit of a portion of 
the amount to income and a portion of the amount 
to the cost of the bond. If the third method seems 
the most accurate from an accounting viewpoint, a 
further decision must be made as to the amount to 
be credited to each of the two accounts.
During 1942, principally as a result of the large 
amount of interest on defaulted bonds being collected 
by investment companies on railroad securities, the 
Securities and Exchange Commission released an 
opinion of its chief accountant (Accounting Series 
Release No. 36, November 6, 1942) that expresses one 
viewpoint as to the solution of the problem so clearly 
that it is quoted in full as follows:
“Question has been raised as to the treatment by 
an investment company of interest collected on de­
faulted bonds applicable to a period prior to the date 
on which such bonds and defaulted interest were 
acquired. In the particular case an investment 
company purchased, at a “flat” price of $260,000, 
$1,000,000 principal amount of bonds with attached 
defaulted interest coupons amounting to $250,000. 
The company subsequent to the purchase received an 
interest payment of $40,000 on account of defaulted 
interest coupons for periods prior to the purchase.
“Where a purchase is made of defaulted bonds with 
defaulted interest coupons attached, it is clear that 
the purchase price covers not only the right to re­
ceive the principal of the bond itself, but also the 
right to receive any payments made on the defaulted 
interest coupons purchased. Under these circum­
stances the price paid cannot be deemed to reflect only 
the cost of acquisition of the issuer’s obligation to 
pay the principal sum, but must instead be considered 
to reflect as well the cost of acquisition of the issuer’s 
existing obligation to pay the interest coupons already 
matured. In the usual case, moreover, there is no 
satisfactory basis on which to allocate the total price 
between the bond on the one hand and the defaulted 
interest coupons on the other. Under such circum­
stances the bond and defaulted coupons should be 
treated as a unit for accounting purposes, and col­
lections on account of the defaulted interest coupons 
should be treated not as interest on the sum invested, 
but rather as repayments thereof. Moreover, in view
of the uncertainty of eventually receiving payments 
in excess of the purchase price, it is my opinion that 
ordinarily no part of any payment, whether on ac­
count of principal or the defaulted interest, should 
be considered as profit until the full purchase price 
has been recovered.
“In the instant case, therefore, the receipt of the 
$40,000 interest payment should, in my opinion, be 
treated as a reduction of the cost of the investment 
and not as interest income, or as a profit on the in­
vestment. After payments are received on account of 
the principal and defaulted interest in an amount 
equal to the purchase price, any further collection 
thereon should be treated, in my opinion, not as 
interest, but as profit on securities purchased. On 
the other hand, it seems clear that collection of in­
terest coupons covering periods subsequent to the 
purchase may be treated as interest income unless the 
circumstances of a particular case are such as to indi­
cate that, despite the apparent nature of the payment, 
recovery of the cost of the investment through sale 
or redemption is so uncertain as to make it necessary 
to treat the payment as a reduction of the invest­
ment.”
The author is of the opinion that the strict applica­
tion of the rule set forth above results in an under­
statement of income under many circumstances. The 
rule appears to the author to be predicated on the 
theory that since some portion of the purchase price 
was admittedly paid for defaulted interest coupons, 
it is impossible from an accounting viewpoint for the 
holder of the bond to have income until he has col­
lected the cost of such coupons, and on the further 
theory that since the amount paid for the coupons 
cannot be determined, it must be assumed that the 
entire purchase price, to the extent of the defaulted 
coupons, was paid for such coupons and that only 
the remainder, if any, was paid for the bond itself. 
It seems to the author that both premises are un­
sound, and the following experience of one invest­
ment company is cited in support of this viewpoint.
On July 14, 1941, an investment company pur­
chased $10,000 principal amount of Missouri Pacific, 
First and Refunding 5’s of 1977, at a flat price of 
27⅞ per cent, or $2,787.50. The price paid was for 
the bonds and defaulted interest coupons from March 
1, 1934, to March 1, 1941, attached thereto.
Subsequent to the date of acquisition and to the 
end of 1944, seven of the defaulted interest coupons 
were paid by the company from earnings during the 
years in which the investment company held the 
bond. The payments made and the quoted market 
value of the bonds, “Ex” the coupons, on the dates 
of payment follows:
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Market Value
Amount Paid of Bonds on
Payment Date Coupon Paid Per Bond Total Payment Date
November 29, 1941 March 1, 1934 $ 25 $ 250 $2,687
May 29, 1942 September 1, 1934 25 250 2,937
December 29, 1942 March 1, 1935 25 250 3,562
April 4, 1944 September 1, 1935 25 250 7,137
April 4, 1944 March 1, 1936 25 250 7,137
December 6, 1944 September 1, 1936 25 250 7,412
December 6, 1944 March 1, 1937 25 250 7,412
Total $175 $1,750
The earnings of the payer company available for to believe that its original investment will be re-
interest and the interest paid during each of the covered in full. The following of such a principle
years from 1941 to 1944 follows:
Year
Earnings
Available
For Interest
Interest
Charges
1941 $25,055,271 $20,830,005
1942 51,505,519 20,855,851
1943 37,250,768 20,659,353
1944 37,509,147 19,824,911
From the foregoing statement of facts, it will be
seen that the investment company, at a cost of 
$2,787.50, held $10,000 principal amount of bonds, 
from July 14, 1941, to December 31, 1944, a period 
of approximately 3½ years. During this period, it 
collected $1,750.00 in interest and at the end of 
1944 its original investment of $2,787.50 had a mar­
ket value of $7,412.00. However, all of the interest 
received during the period was in payment of 
coupons which matured prior to the date of the pur­
chase of the bonds and, therefore, in the opinion of 
the chief accountant of the Securities and Exchange 
Commission the entire $1,750.00 should be used to 
reduce the cost of the bonds from $2,787.50 to $1,- 
037.50, despite the fact that the bonds on December 
31, 1944, had a market value of $7,412.00. Also, under 
the rule under discussion, the income statement of 
the investment company during the 3½ year period 
would show no credit for any part of the interest 
received.
While the author agrees that the application of the 
principles set forth by the Commission gives the de­
sired result under certain circumstances, he believes 
that it is fairly obvious from the above example that 
the following of the rule in all cases can distort the 
income statement and he feels, therefore, that the 
determination of the portion of interest to be taken 
into income should be made individually in each case 
and that a general rule is not desirable. The author 
believes that a sound guiding principle would be to 
take into income interest on defaulted bonds at an 
amount no greater than a sum calculated at the cou­
pon rate on the principal amount of the bond for 
the period during which the bond was held, provid­
ed the investment company has reasonable grounds
would have allowed the investment company dis­
cussed above to take the entire $1,750 it received 
into income but it would have prevented the taking 
into income of more than an average of $500 a year 
should the debtor company have reduced its ar­
rearages below the amount at the time of purchase 
of the bonds and it would have prevented the taking 
into income of any of the amounts received had the 
market price of the bonds declined substantially sub­
sequent to July 14, 1941, rather than advanced, as 
happened in the illustration above.
The treatment of interest received on contingent 
interest bonds presents a problem which is simpler 
than that presented by the question of interest re­
ceived on defaulted bonds. Contingent interest bonds 
are bonds which have an obligation to pay all or a 
portion of the interest, only if earned by the debtor 
company. A good example is a bond carrying 5 per 
cent coupons, 2 per cent of which is payable under 
any. eventuality and 3 per cent of which is payable 
only if earned. Usually, the contingent portion is 
paid in the spring of each year after a determination 
is made of the earnings for the preceding calendar 
year. It is the author’s understanding that the gen­
erally accepted method of recording contingent inter­
est received is to credit to income a portion of the 
interest based on the ratio of the number of months 
during which the bond was held to the total number 
of months (generally a year) during which the in­
terest was earned. In other words, if a bond were 
acquired on May 1, 1944, and contingent interest in 
the amount of $30 were received on May 1, 1945, 
from earnings during the calendar year 1944, 8/12 
of the 30 would be credited to income and 4/12 would 
be used to reduce the cost of the investment, on the 
theory that 4/12 of the interest had accrued on the 
date of purchase and, therefore, was included in the 
price paid for the bond.
Other income of an investment company might 
consist of rentals for properties owned, or premiums 
on puts and calls sold in the open market. The 
accounting for such income would not be dissimilar 
from the accounting followed in an ordinary corpora­
tion.
Accounting for Investment Companies
In open-end investment companies, there generally 
appears in the income statement, or in some related 
distributable surplus account, an item described in 
various ways but referred to generally as an “equali­
zation account.” The following paragraphs describe * 
this account and its origin and purpose.
When open-end investment companies were origi­
nated, it was found that many of them grew very 
rapidly and it was not unusual for the number of 
capital shares outstanding at the end of an account­
ing period to be double the number of shares out­
standing at the beginning of the period. If, as was 
often the case, a large part of the growth occurred 
during the latter part of the period, the money re­
ceived from the sale of the shares would be invested 
for only a fraction of the period and earn a relatively 
small amount of dividends and interest. As a result, 
it was found that although the character of the in­
vestment company’s portfolio might enable it, were 
it not constantly increasing the number of capital 
shares outstanding, to pay 40 cents per share in divi­
dends, it would have available at the end of the 
period only 20 cents per share because of the greater 
number of shares entitled to the dividend on the 
record date than the average number of shares out­
standing throughout the period.
To enable the investment companies to pay the 
same amount of dividend they would have been able 
to pay had the total number of shares outstanding 
at the end of each accounting period been out­
standing throughout the period, a plan was devised 
whereby a portion of the proceeds received from each 
sale of new shares would be credited to a so-called 
“equalization account” so that, in theory, the total 
income for the period plus the balance in the “equali­
zation account” would be the same as the amount 
that would have been in the income account had all 
of the shares sold during the period been sold on 
the first day of the period and had the proceeds been 
invested in securities identical to those held during 
the period. Under such a plan the per-share amount 
of accumulated funds available for distribution is 
computed daily and a portion of the proceeds of all 
new shares sold during each day, equivalent to such 
amount per share, is credited to the “equalization 
account.” When shares are repurchased, an appropri­
ate amount is charged to the “equalization account.”
It is good practice to combine the portion of divi­
dends paid by an investment company that is derived 
from the “equalization account” with the portion 
derived from income.
Security profit and loss accounts. Profits and 
losses realized on the sales of investments, particu­
larly securities, are troublesome from an accounting 
viewpoint in that they may logically be computed 
by any one of four different methods, with material 
differences in the results. The four methods are com­
monly known as the “average cost method,” the
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“first-in, first-out method,” the “last-in, first-out 
method,” and the “specific certificate method.”
The average cost method contemplates that all cer­
tificates representing an investment in the same class 
of stock or bonds of the same corporation are, in 
effect, fungible goods and that the cost of each certi­
ficate is the average cost of all of the certificates owned. 
The first-in, first-out method works on the theory that 
the first certificates purchased are always the first 
certificates sold. The last-in, first-out method con­
templates the last certificates purchased always being 
the first certificates sold. The specific certificate 
method is applied on the theory that the seller of 
a security may identify which of several blocks of 
certificates purchased at various times he wishes to 
deliver in completion of a sale.
Since an illustration will best show the application 
of each of the four methods described above and the 
different results obtained, let us assume that an 
investment company makes five different purchases 
of a given stock on five different dates and at the
prices set forth in the following table:
CostDate
Shares
Acquired Price
January 1 . ... ............ 1,000 $50 $ 50,000
February 1 . .. ............ 1,000 55 55,000
March 1 ........ ........ .... 1,000 60 60,000
April 1 .......... ............ 1,000 65 65,000
May 1 ............ ............ 1,000 70 70,000
Total . . . ............ 5,000 $300,000
It will be seen from the above table that the average 
cost of the 5,000 shares is $60 a share ($300,000 divided 
by 5,000 shares).
If, subsequent to the above purchases, the invest­
ment company should sell 1,000 shares of stock at a 
price of $58, it would, on the average cost method, 
sustain a loss of $2 a share ($60 minus $58), or $2,000. 
On the first-in, first-out method, it would assume that 
the certificates purchased on January 1 were the ones 
sold and since such certificates cost $50 a share, a 
profit of $8 a share, or $8,000 would result. On the 
last-in, first-out method, it would assume that the cer­
tificates purchased on May 1 were the ones sold and 
since such certificates cost $70 a share, a loss of $12 
a share, or $12,000 would result. On the specific cer­
tificate method, the investment company could elect 
which of the five lots it wished to deliver against the 
sale and could arbitrarily make the sale result in a 
gain of $8 a share, or $8,000; a gain of $3 a share, or 
$3,000; a loss of $2 a share, or $2,000; a loss of $7 
a share, or $7,000; or a loss of $12 a share, or $12,000, 
depending upon which of the five blocks of stock it 
decided to deliver.
Accountants regard the average cost method as the 
best method in principle for determining profits and 
losses from the sales of securities. Such method, how­
ever, is not recognized by the Treasury Department
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for purposes of determining profits and losses subject 
to federal income taxation. Section 29.22 (a) -8 of 
Regulations 111 states, in part, as follows:
“If shares of stock in a corporation are sold from 
lots purchased at different dates or at different prices 
and the identity of the lots cannot be determined, 
the stock sold should be charged against the earliest 
purchases of such stock. . .
In view of this regulation and the courts’ interpre­
tations thereof, it is clear that for federal tax 
purposes the specific certificate method or, if 
that cannot be determined, the first-in, first-out method 
must be used. For this reason, most investment com­
panies, as part of their accounting records, maintain 
investment ledgers wherein the cost of each lot of 
securities purchased is carefully segregated so that they 
can, when making partial sales of such securities, 
identify the lot or lots sold and thereby, within limi­
tations, arbitrarily set the amount of the taxable 
profit or loss. Such investment companies as do not 
maintain such records and are unable to identify 
otherwise the cost of certificates delivered are obliged, 
under the regulation set forth above, to report their 
taxable profits and losses on the first-in, first-out basis.
Many investment companies, believing that the 
average cost method gives the most accurate results 
from an accounting viewpoint, maintain their invest­
ment ledgers on two bases: one for purposes of de­
termining profits and losses on securities sold on the 
average cost method and one for determining such 
profits and losses on the identified cost method. Such 
investment companies, for all corporate accounting 
purposes including published reports, state profits 
and losses on the average cost basis, but in preparing 
federal income tax returns and for all other federal 
tax purposes, use the specific certificate method. The 
author favors this procedure but recognizes that if an 
investment company elects to compute profits and 
losses on the specific certificate basis for all purposes, 
such procedure is an acceptable one in view of the 
nonacceptance of the average cost method for federal 
tax purposes. The Securities and Exchange Commis­
sion requires a disclosure of the method used in com­
puting security profits in all financial statements filed 
with it.
Federal Income Taxation
Supplement Q—Regulated Investment 
Companies
Special tax treatment for investment companies was 
first introduced by the Revenue Act of 1936, which 
contained a definition of a “mutual investment com­
pany.” The intention of the law was to relieve com­
panies who could qualify as “mutual investment com­
panies” from tax if they distributed all of their taxable 
income to their shareholders in the form of taxable 
dividends. Thus, the shareholders were intended to
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be in approximately the same position as if they held 
directly the investments which were held for them by 
the investment company.
Because of many complicating factors, the law did 
' not accomplish its objectives under all circumstances. 
For instance, a company which had no accumulated 
earnings and had realized security losses in excess of 
its ordinary income was not in a position to pay 
taxable dividends and was, therefore, subject to tax 
on its ordinary income. The strange result was that 
a company which had realized profits could avoid 
payment of all taxes, while a company which had 
realized losses was subject to tax. This anomaly was 
cured by a retroactive amendment included in the 
Revenue Act of 1942. At the same time the provisions 
relating to investment companies were completely re­
written, and the term “regulated investment com­
pany” was substituted for “mutual investment com­
pany.” The law has remained unchanged since that 
time and is included in the Internal Revenue Code as 
sections 361 and 362, which together constitute Sup­
plement Q of the Code.
Any investment company, including unit-type in­
vestment trusts, registered during an entire taxable 
year with the Securities and Exchange Commission 
under the Investment Company Act of 1940 may 
secure the tax advantages offered by the sections of 
the Code referred to above, provided it meets certain 
requirements set forth in full in the Code. A brief 
summary of these requirements follows:
(1) At least 90 per cent of the gross income of the 
company is derived from dividends, interest, and gains 
from the sale or other disposition of stock or securi­
ties.
(2) Less than 30 per cent of the gross income of the 
company is derived from the sale or other disposition 
of stock or securities held for less than three months.
(3) At the close of each quarter of the taxable year 
(a) at least 50 per cent of the total assets of the com­
pany is represented by cash, receivables, government 
securities, securities of other regulated investment 
companies, and other securities limited in respect of 
any one issuer to an amount not greater than 5 per 
cent of the value of the total assets of the taxpayer and 
to not more than 10 per cent of the outstanding vot­
ing securities of the issuer and (b) not more than 25 
per cent of the value of the total assets of the com­
pany is invested in the -securities of any one issuer.
(4) It files with its return for the taxable year an 
election to be a regulated investment company or has 
made such an election for a previous taxable year.
(5) It distributes during the taxable year at least 
90 per cent of its investment income in the form of 
taxable dividends.
(6) It complies with all rules and regulations pre­
scribed by the Commissioner for the purpose of ascer­
taining the actual ownership of its outstanding stock.
If a company has once made an election to be a 
“regulated investment company,” it is bound by such 
election and it cannot thereafter elect to be taxed
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under the provisions relating to ordinary corporations 
in any future year. The election is made by comput­
ing income and tax as a regulated investment company 
in the return for the first taxable year to which the 
election is applicable.
In order to make it possible for an investment 
company to distribute its investment income in the 
form of taxable dividends, Supplement Q provides 
that the earnings and profits of regulated investment 
companies for any taxable year shall not be reduced 
by any amount which is not allowable as a deduction 
in computing its net income. Thus, a company which 
has realized security losses which are not deductible 
from its ordinary income is considered to have earn­
ings and profits in the amount of its ordinary income 
and dividends paid to the extent of the ordinary 
income are taxable to its shareholders.
A regulated investment company is not entitled to 
the dividends-received credit allowed to other corpo­
rations but instead is allowed a credit for the taxable 
dividends paid to its shareholders. The income of a 
regulated investment company is divided into two 
parts, (1) its ordinary investment income plus the 
excess of net short-term capital gains over net long­
term capital losses and (2) the excess of net long­
term capital gains over net short-term capital losses. 
Against the first category are credited the ordinary 
taxable dividends paid, and the remainder, if any, is 
taxed at 40 per cent. Against the second category are 
credited the so-called “capital gain dividends,” and 
the remainder, if any, is taxed at 25 per cent.
Capital gain dividends are any dividends or part 
thereof which are designated by the company as such 
in a written notice mailed to its shareholders at any 
time within thirty days after the close of its taxable 
year. Such dividends are not taxed to the share­
holders as ordinary dividends, but are treated in 
their returns as long-term capital gains.
During the first few years after the regulated in­
vestment company provisions became effective, some 
companies which had realized security losses found 
it advantageous not to elect to become regulated in­
vestment companies but, instead, to realize sufficient 
security losses to offset their ordinary income, thereby 
making the dividends paid from ordinary income 
non-taxable in the hands of their shareholders. These 
companies were then taxed as ordinary corporations,
at an effective rate of about 6 per cent where the in­
come consisted mostly of dividends, because of the 
operation of the dividends-received credit. However, 
as a result of rising security prices during recent 
years, many companies are now realizing security 
profits rather than security losses and, therefore, have 
found it advantageous to elect to be taxed as regu­
lated investment companies.
The regulations issued by the Commissioner re­
quire that a regulated investment company demand 
from its shareholders certain information relative to 
the actual ownership of its stock. This information, 
which formerly was required from all shareholders, 
is now required only from record holders of 5 per 
cent or more of the stock in the case of a corporation 
having two thousand or more shareholders; from 
record holders of one per cent or more of the stock 
in the case of a corporation having less than two 
thousand and more than two hundred shareholders; 
and from record holders of one-half of one per cent 
or more of the stock in the case of a corporation 
having two hundred or less shareholders. In most 
cases, very few, if any, shareholders fall within the 
group which has to supply this information, and this 
requirement, therefore, does not present any serious 
problem. However, it is important to comply with 
these regulations as otherwise the benefits of taxa­
tion under Supplement Q would be lost.
Auditing Procedures
This section will be limited to a discussion of 
those auditing procedures which are peculiar to in­
vestment companies.
The following outline of auditing* procedures is 
suggested for examinations of financial statements of 
management investment companies.
Perhaps the most important part of an audit pro­
gram prepared in connection with the examination of 
financial statements of management investment com­
panies relates to the company’s investments. A good 
procedure for the verification of purchases during 
the period, sales during the period and the resulting 
profits and losses, the quantities owned at the end 
of the period, and the income earned on the securi­
ties held during the period is illustrated by the 
schedule (with column headings, with respect to 
stocks) and description which follow.
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Balance at
Beginning of Period Purchases
Description 
of Security
Number 
of Shares
Average
Cost
Identified
Cost
 
Number of 
Shares
 
Cost
(1) (2) (3) (4) (5) (6)
Sales Profit or Loss
Number of
Shares
Average
Cost
Identified
Cost Proceeds
Average 
Cost Basis
Identified 
Cost Basis
(7) (8) (9) (10) (11) (12)
Balance at End of Period
Number 
of Shares
Average
Cost
Identified
Cost
Market Value 
Price Amount
(13) (14) (15) (16) (17)
Receivable at 
Beginning 
of Period
“Ex-dividend”
Date
------------ Dividends ----------------
—Declared During Period------------
Record Payable
Date Date Rate
Quantity Owned on 
“Ex-dividend” Date
(18) (19) (20) (21) (22) (23)
— Dividends
Allocation of Dividends
Return of Cash Receivable at
Income Capital Receipts End of Period
(24) (25) (26) (27)
In column 1 the auditor would list from the com­
pany’s investment ledger the names of the securities 
owned at the beginning of the period under review 
or purchased during the period.
The next operation, and it is important that it be 
done at this point, would be for the auditor, from 
published records of dividend declarations, to insert 
appropriate information in columns 19, 20, 21, and 
22 with respect to dividends declared and quoted 
“ex-dividend” during the period under review.
From the investment ledger, the auditor would 
next insert in columns 2, 3, and 4 the number of 
shares of each stock owned at the beginning of the 
period, and the average and identified cost thereof. 
The amounts shown in these columns would then be 
checked by the auditor to the working papers for the 
previous examination to see that the opening balances 
agreed with the closing balances which had previously 
been verified by outside confirmation or count with 
respect to quantities.
The auditor would next sort all purchase and sale 
confirmations received by the investment company 
from brokers during the period and check such con­
firmations to the details in the investment ledger 
with respect to dates, quantities, and amounts of
purchases and sales. Following this operation, the 
totals of the purchases and sales of each security 
would be entered in columns 5, 6, 7, and 10. As part 
of the same operation, the auditor would check the 
average and identified costs of the securities sold 
as shown by the ledger and delivery slips and record 
the totals in columns 8 and 9.
Immediately upon completion of the work outlined 
in the two preceding paragraphs with respect to each 
security and before releasing the investment ledger, 
the auditor would record, in column 23, the quantities 
of securities owned on the “ex-dividend” dates for the 
purpose of later computing dividends receivable. It 
is important that this operation be undertaken simul­
taneously with the verification of purchases and sales 
to prevent alterations in the dates of purchases and 
sales in the investment ledger between the time such 
dates are verified and the time the long position on 
the “ex-dividend” date is recorded in the schedule 
for purposes of determining the amounts of dividends 
receivable.
The auditor is now in a position to complete col­
umns 11 and 12 (which represent the difference be­
tween columns 8 and 9, respectively, and column 10). 
At the same time, columns 13, 14, and 15 can be
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completed. The quantities and amounts inserted in 
these columns are the totals of the opening balances 
(columns 2, 3, and 4) and the purchases (columns 
5 and 6) minus the sales (columns 7, 8, and 9). Also, 
the auditor can now for purposes of financial state­
ments, complete columns 16 and 17 by reference to 
published quotations with respect to marketable 
securities and other independent sources with respect 
to unmarketable securities.
Ordinarily, the auditor would next proceed with 
the insertion of the information required by column 
18, which is verified by reference to the amounts of 
dividends receivable at the end of the preceding 
period as shown by his working papers and the com­
putation of the dividends applicable to the period 
under review.
The dividends applicable to the period are en­
tered in columns 24 and 25, the amount included 
in each column being determined in accordance with 
the general principles set forth above under the cap­
tion “Generally Accepted Accounting Principles.” 
Thereafter, the auditor would complete the dividend
section of the schedule by posting the cash receipts 
from the cash records and computing the dividends 
receivable at the end of the period (columns 18, 24, 
and 25 minus column 26).
In the preparation of the schedule outlined above, 
it is preferable that the auditor complete all the in­
formation for columns 5 to 15 and column 23 with 
respect to each security at one time. This schedule 
is the basic one upon which much of the audit verifi­
cations revolve as many of the other schedules pre­
pared during the examination will tie into the invest­
ment schedule, as will be explained in subsequent 
paragraphs.
The security investment schedule referred to above 
is usually prepared in two parts: one for stocks, 
which has already been explained, and another for 
bonds. The first seventeen columns of the bond 
schedule would be identical with those in the stock 
schedule except that “Principal Amount of Bonds” 
is substituted for “Number of Shares.” In lieu of 
columns 18 to 27 of the stock section the following 
columns would appear in the bond section:
Interest
Accrued
During
Period
Receivable 
at
Beginning 
of Period
(18) (19) (20) (21)
As explained in the case of stocks, the auditor 
would insert the interest receivable at the beginning 
of the period in column 18 and verify the amounts 
by reference to the amounts of interest receivable at 
the end of the preceding period, as shown by his 
working papers. From the purchase and sales con­
firmations received by the investment company from 
brokers during the period, the interest purchased 
and interest sold would be recorded in columns 19 
and 22.
During the course of his verification of purchases 
and sales, the auditor would record in column 23 
the number of bonds owned on coupon dates, in the 
same manner as he recorded the number of shares of 
stock owned on “ex-dividend” dates in the stock 
schedule. The auditor would now proceed with the 
recording in column 24 of cash receivable on coupons 
matured during the period, and such amounts would 
be checked to the cash receipts record. Next, the 
interest receivable at the end of the period would be 
computed and inserted in column 25, and a compu­
tation made of the interest accrued during the period 
by adding together columns 22, 24, and 25 and sub-
Return
of
Purchased Income Capital Sold
Coupons 
Collected
Quantity 
Owned
on Receivable
Coupon Cash at End
Date Receipts of Period
(22) (23) (24) (25)
trading from the total the total of columns 18 and 19. 
The interest accrued during the period would be in­
serted either in column 20 or column 21, in accord­
ance with the principles set forth above under the 
caption “Generally Accepted Accounting Principles.”
Having completed the security investment schedules 
for both stocks and bonds, the auditor could proceed 
with the verification of many other accounts, some­
what in the manner suggested below:
(1) The profit and loss from sales of securities for 
the period under review should agree with either 
columns 11 or 12, depending upon whether the com­
pany recorded, for purposes of financial statements, 
profits and losses on the average cost or the identified 
cost basis. If the company, for either financial or tax 
purposes, used the “first-in, first-out” method or the 
“last-in, first-out” method for determining security 
profits and losses, column 12 would be changed ac­
cordingly.
(2) The dividend and interest income for the 
period should agree with columns 24 of the stock 
schedule and 20 of the bond schedule, respectively.
(3) The securities-sold-but-not-delivered account
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should represent the opening balance plus column 10 
and, with respect to bonds, column 22, less the cash 
received for securities sold.
(4) The securities-purchased-but-not-received ac­
count should represent the opening balance plus 
column 6 and, with respect to bonds, column 19, less 
cash payments for securities purchased.
(5) The general ledger balances of the dividends 
receivable and interest receivable accounts at the 
end of the period should agree with columns 27 and 
25 relating to the stock and bond sections of the 
investment schedule, respectively.
In addition to the above, the following suggestions 
are offered with respect to the examination of balance- 
sheet accounts.
The amounts receivable, and the securities repre­
sented thereby, in the securities-sold-but-not-delivered 
account, are usually verified on the balance-sheet date 
by independent confirmation with the brokers, as 
are the money and security balances in the securities- 
purchased-but-not-received account.
With respect to open-end investment companies, 
test verifications should be made of the asset values 
and offering prices at which capital shares have been 
repurchased and sold during the period. Such verifi­
cations comprehend a check of the market values of 
securities owned on the dates selected for test by 
references to public quotations, comparison of other 
asset and liability accounts with the general books 
and a verification of the arithmetical computations 
made in determining the net asset value and offering 
price per share of the capital shares outstanding. In 
addition, if the company credits a portion of the 
proceeds received from the sale of stock to an income 
“equalization account,” tests should be made of the 
accuracy of such allocations.
Financial Statements
Closed-End Management Companies
The financial statements of closed-end management 
companies do not differ materially from the state­
ments of financial companies generally.
As stated previously, investments are carried in 
the balance sheet either at cost with value shown 
parenthetically or at value with cost shown paren­
thetically. Marketable securities should be segregated 
from other securities and further segregation should 
be made as between investments in affiliated com­
panies and investments in. non-affiliated companies. 
The balance sheet is generally supported by a sched­
ule of investments showing the quantities owned and 
the current value.
The income statement should either be divided into 
two sections: one section for the reporting of divi­
dends, interest, and similar types of current income, 
less expenses and income taxes applicable to such 
income, and one section for reporting profits and
losses from sales of securities and income taxes ap­
plicable thereto; or the statement should be so ar­
ranged as to arrive first at a net income representing 
the excess of dividends and interest received over 
expenses and taxes and be followed by the profits and 
losses on sales of securities, less taxes applicable 
thereto.
Open-End Management Companies
The financial statements of open-end management 
companies are, in general, prepared in the same way 
as those for closed-end management companies ex­
cept that in periodic reports to stockholders many 
companies include simplified statements in lieu of 
the customary balance sheet and statements of income 
and surplus. These simplified statements are rather 
unusual in form and, therefore, a brief summary of 
their purpose and illustrative statements are given 
below.
During the years immediately preceding the pass­
age of the Investment Company Act of 1940, many 
managers of open-end management companies felt 
that the usual forms of balance sheets and income 
and surplus statements were not as informative as 
they might be to the shareholders of their companies 
because of the complications resulting from the con­
tinuous sale and repurchase of shares of capital stock. 
It was the opinion of the advocates of special-purpose 
financial statements for open-end companies that 
shareholders were not interested in the historic bal­
ances of the various surplus accounts but rather were 
primarily concerned with knowing five things at the 
end of each accounting period:
(1) The net asset value of the capital stock of the 
company, (a) in total and (b) per share out­
standing.
(2) The details of the investments held by the com­
pany at the end of the period.
(3) An accounting for the change in net assets dur­
ing the period.
(4) The net income of the company for the period.
(5) The sources of dividends paid by the company 
during the period.
In its rules and regulations issued under the pro­
visions of the Investment Company Act of 1940, the 
Securities and Exchange Commission recognized the 
validity of the arguments presented by many of the 
investment company managers and, while still requir­
ing financial statements included in registration state­
ments and in annual reports filed with the Commis­
sion to be prepared in traditional form with the 
usual analyses of surplus, etc., it provided that invest­
ment companies might include in periodic reports 
to stockholders as the equivalent of the balance sheet 
and the statement of surplus the following:
(1) A statement of its assets, showing its invest-
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ments at market value, its liabilities, its net assets, 
and the number and par or stated value of the shares 
representing such net assets.
(2) A statement of changes in net assets for the 
period for which the report is made, showing the 
net assets as at the beginning of the period, and the 
various credits and debits resulting in the net assets 
at the end of the period.
(3) A statement with respect to the period for 
which the report is made, and with respect to the 
three complete fiscal years next preceding the com­
mencement of such period, of the net asset value 
per share of the reporting company’s securities at
the beginning and at the end of each such period, 
and a statement of the dividends declared per share 
during each such period, together with the amount 
per share of such dividends declared out of sources 
other than net income for each such period, exclud­
ing from such net income profits or losses realized on 
the sale of securities or other property.
Since the issuance of the rule referred to above, 
many open-end investment companies have adopted 
the practice of including the statements referred to 
above in their periodic reports to stockholders, rather 
than the customary balance sheet and statements of 
surplus. A typical set of such statements follows:
Statement of Net Assets, December 31, 1944 
Assets
Securities, at market quotations (Cost $46,000,000).................................................................................. $50,000,000
Cash on demand deposit............................................................................................................................... 2,000,000
Dividends receivable ..................................................................................................................................... 150,000
Receivable for capital stock sold (In process of delivery)..................................................................... 100,000
Total .................... ................................................... ............................................................................. $52,250,000
• Liabilities
Accrued expenses and taxes ......................................................................................................................... $ 50,000
Payable for capital stock reacquired (Not yet received).......................................................................... 10,000
Total ....................................................................................................................................................... $ 60,000
Net assets (based on carrying securities at market quotations) equivalent to $10.44 per share for
5,000,000 shares of $1.00 par value capital stock outstanding at December 31, 1944 .................. $52,190,000
Securities Owned, December 31, 1944
Air Reduction Company, Incorporated..................................................................
Bethlehem Steel Corporation .................................................................................
Chrysler Corporation, etc...........................................................................................
......................(Detail omitted).....................................................................................
Shares Market Value
2,000 $ 80,000 
5,000 310,000
7,500 70,000
Total .................................................................................................................... . ................... $50,000,000
Statement of Income 
’(Exclusive of security profits or losses)
For the year ended December 31, 1944
Dividend income .................................................................................................................... .. . .... $ 2,500,000
Expenses:
Compensation of officers, directors and members of the advisory board (½ of 
1% of the average of the net asset values of the outstanding capital stock on 
each business day during the year) .......................................................................... $ 200,000
Fees paid trust company:
As custodian ................................................................................................................ 50,000
As transfer agent and for dividend disbursement.................................................... 25,000
Legal fees ...................................................................................................................... 7,500
Auditors’ fees ............................................................................................................. 7,500
Miscellaneous expenses .............................................................................................. 25,000 315,000
Net income for year (exclusive of security profits or losses)...................................................................... $ 2,185,000
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Statement of Changes in Net Assets 
For the year ended December 31, 1944
Net assets, December 31, 1943 (including undistributed income, $200,000) .................................... $40,000,000
Income (exclusive of security profits or losses):
Net income, per statement of income.................................... . ............. ..................... $ 2,185,000
Equalization credits—net .............................................................................................. 10,000
Total ........................................................................................................................... $ 2,195,000
Less—Dividends paid ....................................................... ............................. ............... 2,000,000
Increase in accumulated undistributed income ............................................................................
Security profits and losses:
Net profit from sales of securities (computed on the basis of average cost)........  $ 700,000
Less—Dividends paid . .................................................................................................. 500,000
Remainder ................................................................................................................... $ 200,000
Increase in unrealized appreciation of investments.................................................. 1,000,000
195,000
Total .....................................................................................................................................................
Capital shares issued and repurchased:
(Exclusive of equalization credits and debits):
Amounts received for subscriptions, after deducting selling commissions (see
1,200,000
supplementary information) ......................................'............................................. $11,795,000
Less—Payments for capital stock repurchased.............................................................. 1,000,000
Net increase .......................................................................................................................................
Net assets, December 31, 1944 (including undistributed income, $395,000) ..................................
10,795,000
$52,190,000
It will be noted that in the above statements no 
detail is given as to the composition of the net worth 
of the company. The details of capital stock account, 
paid-in surplus, earned surplus, etc., are all omitted. 
It will also be noted that no surplus statements are 
included. All the changes affecting the capital stock 
account and the various surplus accounts (realized 
and unrealized) are grouped together in the state­
ment of changes in net assets.
When the foregoing statements are used in place 
of the usual statements, they are followed by sup­
plementary information setting forth certain addi­
tional information as required by the rules and 
regulations of the Securities and Exchange Commis­
sion.
Unit Investment Trusts
Periodic reports to holders of certificates of bene­
ficial interest in unit investment trusts do not include 
any of the usual types of financial statements. The 
holders of the certificates are not interested in the 
size of the company since each unit is usually a trust 
in itself and since each certificate holder knows, at 
all times, exactly the securities in which he has a 
beneficial interest. The holders, therefore, are in­
terested only in the source and amount of distrib­
utable funds received by the trustee during the period 
being reported upon and this information is usually 
presented on a per-unit and per-share basis, somewhat 
in the following form:
Source of Distributable Funds Per Unit 
(Represented by 1,000 shares)
Number of For the period from July 1 to December 31, 1944
Shares
per unit Security Regular Extra Total
4 Air Reduction Company, Incorporated.................... .... $ 3.00 $ 3.00 $ 6.00
4 American Can Company ....................................................... 4.50 — 4.50
4 American Power & Light Company.................................. — — —
4 American Smelting and Refining Company......................... 5.00 — 5.00
4 American Telephone and Telegraph Company.............. 9.00 — 9.00
4 The American Tobacco Company, Class B.......................... 3.00 .50 3.50
4 The Atchison, Topeka and Santa Fe Railway Company. 6.00 — 6.00
4 The Borden Company ........................................................... 3.60 — 3.60
4 Columbia Gas & Electric Corporation ............................... .80 — .80
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Source of Distributable Funds Per Unit 
(Represented by 1,000 shares)
Number of 
Shares
For the period from July 1 to December 31, 1944
Per unit Security Regular Extra Total
4 Consolidated Edison Company of New York, Inc....... 3.20 — 3.20
4 Corn Products Refining Company................................... 2.60 — 2.60
4 E. I. du Pont de Nemours & Company............................ 8.25 — 8.25
4 General Electric Company ............................................... 7.00 — 7.00
4 General Motors Corporation ........................................... 9.00 — 9.00
4 International Harvester Company ................................. 5.20 2.20 7.40
4 National Biscuit Company ............................................... 2.40 — 2.40
4 The North American Company ..................................... *2.62 2.62
4 Otis Elevator Company . ................................................... 2.20 — 2.20
4 Pacific Gas and Electric Company................................... 6.00 — 6.00
4 The Pennsylvania Railroad Company ........................... 6.00 — 6.00
4 The Procter & Gamble Company..................................... 4.00 — 4.00
 4 Public Service Corporation of New Jersey....................... 2.00 — 2.00
4 R. J. Reynolds Tobacco Company, Class B..................... 3.50 .50 4.00
4 Sears, Roebuck and Co........................................................ . . . 6.00 5.00 11.00
4 Standard Oil Company (New Jersey)............................. 2.50 3.75 6.25
4 Union Carbide and Carbon Corporation......................... 6.00 — 6.00
4 Union Pacific Railroad Company ................................... 6.00 — 6.00
4 United States Steel Corporation....................................... 4.00 — 4.00
4 F. W. Woolworth Co............................................................
Total ...........................................................................
3.20
. . $123.95 $17.57
3.20
$141.52
Undistributed balance of funds for the period from January 1 to June 30, 1944, and fractional
differences .............................................................................................................................................. .09
Total distributable funds per unit of 1,000 shares.............................................................................. $141.61
Total distributable funds per share .................................................................................................... $.14161
*Proceeds from sale of Pacific Gas and Electric Company common stock received as dividends.
The Securities and Exchange Commission requires 
that in applications for registration under the Se­
curities Act of 1933 and in annual reports under the 
Investment Company Act of 1940, unit-type invest­
ment companies shall, in addition to the above, file 
statements of trust assets and liabilities and state­
ments of income and other amounts available for 
distribution under the provisions of the trust inden­
tures.
Periodic Payment Plan Trusts
The financial statements required for periodic pay­
ment plan trusts differ materially with respect to each 
company. While such statements take the general 
form of balance sheets and statements of income, they 
are meaningless unless they are prepared in consider­
able detail with special captions for almost every item. 
The wording of these captions is dependent upon the 
method of operation of the company, and these meth­
ods differ substantially as between companies.
Conclusion
Accepted accounting principles and practices ap­
plicable to investment companies, as well as the form 
and content of financial statements included as a 
part of periodic reports, registration statements, and
prospectuses of investment companies, have changed 
materially during the past twenty years. It is the 
author’s opinion that the end has by no means been 
reached and that many changes will occur in the 
future. Much thought has been given to the subject, 
particularly during the past few years, by members 
of appropriate committees of the American Institute 
of Accountants, the accounting staff of the Securities 
and Exchange Commission, the securities commis­
sioners of various states, the members of the National 
Association of Investment Companies and other in­
terested persons and groups.
The National Association of Investment Com­
panies has evidenced its desire to see that the account­
ing practices of its members are kept at a high stand­
ard and it has been particularly interested in having 
the financial statements of its members clear and 
understandable to the average reader.
The Securities and Exchange Commission, par­
tially as a result of its investigation of investment 
trusts conducted some few years ago and partially in 
the performance of its duties under the provisions 
of various Acts of Congress, has given much attention 
to the accounting for investment companies. Its stud­
ies are continuing and during the past year it has 
held meetings with representatives of the accounting
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profession and the investment companies in con­
nection with a possible restatement of Article 6 (re­
lating to management investment companies) of its 
Regulation S-X.
The members of various state security commis­
sions have also undertaken independent studies of 
accounting requirements for investment companies 
seeking qualification of shares of their capital stock, 
and the results of such studies evidence themselves 
from time to time in the requirements for qualifica­
tion in such' states and in requirements relating to 
financial statements included in periodic reports re­
quired to be filed during the periods that the quali­
fication is in effect.
It is the author’s hope and belief that the account­
ing for investment companies will be further im­
proved in the future and that financial statements 
of such companies will become more and more under­
standable by the layman as a result of the thought 
being given to the subject by the many interested 
groups which, with their different viewpoints and 
objectives, often help in clarifying the issue involved. 
Within limitations, uniformity in accounting prac­
tices and uniformity in the form and content of 
financial statements seems desirable. The author 
hopes, however, that in their desire to achieve uni­
formity, the various regulatory bodies will not lose 
sight of the fact that accounting is not an exact 
science, and that for this reason regulations requiring 
the determination of income by formula rather than 
by logic and the preparation of financial statements 
to fit predetermined forms rather than in the way 
that will most clearly present the financial position 
and operating results of each particular company will 
defeat the objectives that the regulations seek to 
reach.
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CHAPTER 22
BANKRUPTCY LAW
By Charles S. Banks
THE United States Bankruptcy Act was passed by the 75th Congress, approved by President Roose­velt on June 22, 1938, and became effective on Sep­
tember 22, 1938. It was introduced in the House 
by Representative Walter C. Chandler, and is com­
monly referred to as the “Chandler Act.” Technically, 
it was amendatory rather than new legislation, since 
it provided amendments to the original bankruptcy 
act of 1898.
Bankruptcy proceedings should be based on full 
and accurate information as to the affairs of the deb­
tor, and this information must be developed to a very 
important extent by the accountant. For this reason, 
the accountant should have some knowledge of the 
legislation and its administration in the district courts 
of the United States. His knowledge of the provisions 
of the Act should be helpful in serving a client as 
business adviser. He will be familiar with the finan­
cial condition of any client approaching bankruptcy 
and be in a position to warn the client not to do 
those things which will precipitate a bankruptcy pro­
ceeding.
The Bankruptcy Act includes the following chapters: 
Definitions
Courts of Bankruptcy 
Bankrupts
Courts and Procedure Therein 
Officers, Their Duties and Compensation 
Creditors
Estates
Provisions for the Relief of Debtors 
Provisions for the Relief of Taxing Agencies 
Corporate Reorganizations
Arrangements
Real Property Arrangements by Persons Other 
Than Corporations 
Wage Earners’ Plans 
Maritime Commission Liens
The list of chapters will give some idea of the scope 
of the legislation. It should be noted that the act in­
cludes sections on corporate reorganizations and the 
rearrangement of debtor and creditor interests with­
out bankruptcy proceedings and without the liquida­
tion or distribution of the estate.
History of Bankruptcy Legislation
The history of bankruptcy goes back to the old 
Roman law, but it was not until 1542 that a system 
of bankruptcy law became part of the Statutes of Eng­
land; this system treated a bankrupt as a criminal. 
England’s comprehensive statute on bankruptcy was 
passed on August 1, 1849.
The Constitution of the United States confers upon 
the Federal Congress direct authority “to establish 
uniform laws on the subject of bankruptcies through­
out the United States.” Under this power four bank­
ruptcy laws have been passed. The first act was passed 
in 1800 and repealed in 1803. It unduly favored cred­
itors, and the scarcity of the federal courts and the 
difficulty of travel contributed to its failure. The 
second was passed some forty years later, namely, in 
1841, and was repealed in 1843. This Act unduly 
favored the debtor and became the subject of political 
contention. The third act came in 1867, and lasted 
eleven years.
Then for twenty years there was no federal bank­
ruptcy act until July 1, 1898, when the present law 
came into existence.
The Bankruptcy Act has been amended many times, 
but it was not until 1934 and 1938 that major changes 
were made. The first of these major amendments made 
it possible for a debtor unable to meet his debts as 
they matured, to obtain the benefit of court control, 
whereas formerly it was necessary to be insolvent to 
obtain this benefit. Under the present law insolvency 
coupled with fraudulent or preferential transfers must 
be proved in order that a debtor may be adjudicated a 
bankrupt, upon a petition filed by creditors.
Ordinary bankruptcy consists of the adjudication 
or judicial determination that a debtor is a bankrupt, 
the marshaling or gathering together of whatever 
assets the bankrupt may possess, the distributing of 
these assets to the creditors after costs of administra­
tion have been paid and, finally, the discharge of the 
bankrupt from his debts.
Definition of Terms
An understanding of the Act requires a knowledge 
of the meaning of the following words and phrases:
Adjudication means a decree that a person is a bank­
rupt.
Bankrupt includes a person against whom an invol­
untary petition or an application to revoke a dis­
charge has been filed, or who has filed a voluntary 
petition, or who has been adjudged a bankrupt.
A custodian is a person appointed by the court to hold 
the assets in the absence of a receiver.
Insolvent—A person is insolvent when his liabilities 
exceed the value of his assets at a fair valuation. 
Judge means a judge of a court of bankruptcy, not
including the referee.
Petition means a document filed in a court of bank­
ruptcy by a debtor praying for the benefits of the 
Act (voluntary petition), or by creditors alleging 
the commission of an act of bankruptcy by a debtor
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therein named (involuntary petition), and praying 
for an adjudication.
Receiver means a temporary custodian of the assets, 
appointed by the judge pending the election of the 
trustee.  
Referee means the person appointed by a judge of 
a court of bankruptcy to have jurisdiction of the 
bankruptcy case, subject always to review by the 
judge.
Transfer includes the sale and every other and differ­
ent mode, direct or indirect, of disposing of or of 
parting with property or with an interest therein 
or with the possession thereof or of fixing a lien 
upon property or upon an interest therein, abso­
lutely or conditionally, voluntarily or involuntarily, 
by or without judicial proceedings, as a conveyance, 
sale, assignment, payment, pledge, mortgage, lien, 
encumbrance, gift, security or otherwise.
A trustee is the permanent liquidating officer elected 
by the creditors.
Wage Earner means an individual who works for 
wages, salary, or hire, at a rate of compensation not 
exceeding $1,500 per year.
Who May Become Bankrupts
Voluntary bankrupt—Any person, except a muni­
cipal, railroad, insurance, or banking corporation or 
a building and loan association, is entitled to the 
benefits of the Act as a voluntary bankrupt.
Involuntary bankrupt—Any natural person, except 
a wage earner or farmer, and any moneyed, business, 
or commercial corporation, except a building and 
loan association, a municipal, railroad, insurance, or 
banking corporation, owing debts to the amount of 
$1,000 or over, may be adjudged an involuntary bank­
rupt upon default or an impartial trial and be subject 
to the provisions and entitled to the benefits of the 
Act.
Acts of Bankruptcy
The acts of bankruptcy are stated in the Act to be 
as follows:1
(1) Conveyed, transferred, concealed, removed, or 
permitted to be concealed or removed any part of his 
property, with intent to hinder, delay, or defraud his 
creditors or any of them.
(2) Transferred, while insolvent, any portion of 
his property to one or more of his creditors with in­
tent to prefer such creditors over his other creditors.
(3) Suffered or permitted, while insolvent, any 
creditor to obtain a lien upon any of his property 
through legal proceedings and not having vacated or 
discharged such lien within thirty days from the date 
thereof or at least five days before the date set for any 
sale or other disposition of such property.
(4) Made a general assignment for the benefit of 
his creditors.
(5) While insolvent or unable to pay his debts as 
they mature, procured, permitted, or suffered volun­
tarily or involuntarily the appointment of a receiver 
or trustee to take charge of his property.
(6) Admitted in writing his inability to pay his 
debts and his willingness to be adjudged a bankrupt.
Solvency of a debtor is a complete defense to any 
proceeding under the first act of bankruptcy. A con­
dition of insolvency is a requisite of the second and 
third acts of bankruptcy. Solvency or inability to pay 
debts as they mature is specified as a requirement for 
proceedings under the fifth act. It is immaterial 
whether the debtor is solvent or insolvent in the fourth 
and sixth acts.
The legislation of 1938 establishing the fifth act as 
a condition of bankruptcy proceedings resulted from 
the difficulty and expense of proving insolvency of a 
large corporation and from the default on long-term 
obligation by many lay utility, railroad, and indus­
trial corporations who were solvent. In these de­
faults the entire debt became due, and refinancing 
was impossible under credit conditions which existed 
during the depression of the thirties.
A petition may be filed against a person within four 
months after the commission of an act of bankruptcy. 
The running period with respect to the first, second 
or fourth acts of bankruptcy expires four months 
after the date when the transfer has become so far 
perfected as to be valid against a bona fide purchaser 
or execution creditor.
Duties of Bankrupts
The law requires that the bankrupt shall:2
(1) Attend at the first meeting of his creditors, at 
the hearing upon objections, if any, to his applica­
tion for discharge and at such other times as the court 
shall order.
(2) Comply with all lawful orders of the court.
(3) Examine and report to the trustee concerning 
the correctness of all proofs of claim filed against his 
estate.
(4) Execute and deliver such papers as shall be 
ordered by the court.
(5) Execute and deliver to the trustee transfers of 
all his property in foreign countries.
(6) Immediately inform the trustee of any attempt 
by his creditors or other persons to evade the pro­
visions of the Act coming to his knowledge.
(7) In case of any person having to his knowledge 
proved a false claim against his estate, disclose that 
fact immediately to his trustee.
(8) Prepare, make oath to, and file in court within 
five days after adjudication, if an involuntary bank­
rupt, and with his petition if a voluntary bankrupt, 
a schedule of his property, showing the amount and 
kind of property, the location thereof and its money 
value, in detail; and a list of all his creditors, includ­
ing all persons asserting contingent, unliquidated, or 
disputed claims, showing their residence, if known, or 
if unknown that fact to be stated, the amount due to 
or claimed by each of them, the consideration thereof, 
the security held by them, if any, and what claims,
1Sec. 3.
2Sec. 7.
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if any, are contingent, unliquidated, or disputed; and 
a claim for such exemptions as he may be entitled to; 
all in triplicate, one copy for the clerk, one for the 
referee, and one for the trustee: Provided that the 
court may for cause shown grant further time for the 
filing of such schedules if, with his petition in a vol­
untary proceeding or with his application to have 
such time extended in an involuntary proceeding, the 
bankrupt files a list of all such creditors and their 
addresses.
(9) File in triplicate with the court at least five 
days prior to the first meeting of his creditors a state­
ment of his affairs in such form as may be prescribed 
by the Supreme Court.
(10) At the first meeting of his creditors, at the 
hearing upon objections, if any, to his discharge and 
at such other times as the court shall order, submit 
to an examination concerning the conducting of his 
business, the cause of his bankruptcy, his dealings 
with his creditors and other persons, the amount, 
kind, and whereabouts of his property, and, in addi­
tion, all matters which may affect the administration 
and settlement of his estate or the granting of his 
discharge; but no testimony given by him shall be 
offered in evidence against him in any criminal pro­
ceeding, except such testimony as may be given by 
him in the hearing upon objections to his discharge; 
Provided, however, that when the bankrupt is re­
quired to attend for examination, except at the first 
meeting and at the hearing upon objections, if any, 
to his discharge, he shall be paid actual and neces­
sary traveling expenses for any distance in excess of 
one hundred miles from his place of residence at the 
date of bankruptcy: And provided further, that the 
court may for cause shown, and upon such terms and 
conditions as the court may impose, permit the bank­
rupt to be examined at such place as the court may 
direct whether within or without the district in which 
the proceedings are pending.
(11) When required by the court, prepare, verify, 
and file with the court in duplicate a detailed inven­
tory, showing the cost to him of his merchandise or 
of such other property as may be designated, as of 
the date of his bankruptcy.
Assets of the Estate of a Bankrupt
After filing a petition of bankruptcy a receiver or 
custodian is appointed to take possession of the prop­
erty of the bankrupt for the purpose of protecting the 
interests of the creditors until the petition is dismissed 
or the trustee qualifies. If the bankrupt has a busi­
ness the receiver runs it until the trustee is appointed. 
The creditors, at their first meeting, may appoint a 
trustee or trustees. If the creditors do not appoint a 
trustee who can qualify, the court will make the ap­
pointment. The receiver may or may not be appointed 
to serve as a trustee. The creditors may also appoint 
a committee of not less than three creditors to con­
sult and advise with the trustee.
The trustee is vested with title to all property of 
the estate of a bankrupt other than that which is held
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to be exempt under state law. The estate includes, 
subject to limitations stated in the law:3
(1) Documents relating to property.
(2) Interest in and application for patents, patent 
rights, copyrights and trademarks.
(3) Powers exercisable by the bankrupt for his 
own benefit.
(4) Property transferred by the bankrupt in fraud 
of his creditors.
((5) Property, including rights of action, which 
were transferable by him or which might be levied 
upon by creditors.
(6) Rights of action arising upon contracts, or 
usury or the unlawful taking or detention of or injury 
to his property.
(7) Contingent remainders, executory devises and 
limitations, rights of entry for condition broken, 
rights or possibilities or reverter and the interests in 
real property which were nonassignable prior to 
bankruptcy and which within six months thereafter 
became assignable interests or estates or rights thereto.
(8) Property held by assignee for benefit of credi­
tors under an assignment which constitutes an act of 
bankruptcy.
In addition to the above, the law provides for the 
vesting of title in the trustee to certain “after acquired 
assets.” All property which vests in the bankrupt 
within six months after bankruptcy by bequest, de­
vise, or inheritance will vest in the trustee. Title to 
all property in which the bankrupt has at the date of 
the bankruptcy an estate or interest by the entirety 
and which within six months becomes transferable 
solely by the bankrupt will also vest in the trustee. ■ 
Preferences
As defined in the Act, a preference is a transfer of 
any property of a debtor to or for the benefit of a 
creditor for or on account of an antecedent debt 
made or suffered by the debtor while insolvent within 
four months before the filing by or against him of the 
petition in bankruptcy, . . . the effect of which trans­
fer will be to enable such creditor to obtain a greater 
percentage of his debt than some other creditor of the 
same class. Mortgaging is specifically included as a 
transfer. A transfer is deemed to have been made 
when no bona-fide purchaser from the debtor and no 
creditor could thereafter have acquired any rights in 
the property superior to the rights of the transferee. 
Any such preference may be voided by the trustee if 
the transferee had reasonable cause to believe that 
the debtor was insolvent.
Liens and Fraudulent Transfers
Every lien against the property of a person obtained 
within four months before the filing of a petition in 
bankruptcy is deemed null and void if at the time 
when such lien was obtained such person was insol-
3Sec. 70.
Ch. 22-p. 4 Contemporary Accounting
vent, or if such lien was sought and permitted in 
fraud of the provisions of the Act.
If any lien deemed insolvent under the above pro­
visions has been dissolved by the furnishing of a bond 
or other obligation, the surety on which has been 
indemnified by transfer or lien on nonexempt prop­
erty of a person before the filing of the petition of 
bankruptcy by or against him, such transfer or lien 
will also be deemed null and void. If title to such 
property is acquired by a bona-fide purchaser other­
wise than at a judicial sale held to enforce the lien, 
the title will be valid only to the extent of the con­
sideration paid for the property.
The Act makes provision as to fraudulent transfers, 
that is, transfers that are in contravention of the 
statute. Every transfer made and every obligation in­
curred within one year prior to the filing of a petition 
in bankruptcy is fraudulent,4 as to—
(1) Creditors existing at the time of such transfer 
Of obligation, if made or incurred without fair con­
sideration by a debtor who is or will be thereby ren­
dered insolvent, without regard to his actual intent; 
or
 (2) Then existing creditors and other persons who 
become creditors during the continuance of a business 
or transaction, if made or incurred without fair con­
sideration by a debtor who is engaged or is about to 
engage in such business or transaction, for which the 
property remaining in his hands is an unreasonably 
small capital, without regard to his actual intent; or
(3) Then existing and future creditors, if made or 
incurred without fair consideration by a debtor who 
intends to incur or believes that he will incur debts 
beyond his ability to pay as they mature; or
(4) Then existing and future creditors, if made or 
incurred with actual intent, as distinguished from in­
tent presumed in law, to hinder, delay, or defraud 
either existing or future creditors.
, Every transfer made and every obligation incurred 
by a debtor within four months prior to filing of the 
petition in bankruptcy is fraudulent as to the existing 
and future creditors if made or incurred with intent 
to use the consideration, obtained for the transfer or 
obligation, to effect a preference to a third person 
voidable under Sec. 60 of the Act. A transfer made 
or an obligation incurred by a debtor which is fraudu­
lent under this provision against creditors having 
claims provable shall be null and void against the 
trustee except as to a bona-fide purchaser, lienor, or 
obligee for a present fair equivalent value. 
Concealment of Assets
The Bankruptcy Act contains some special provi­
sions covering concealment of assets, and the man­
ner of accounting On a turnover order [Sec. 7a (11) 
and Sec. 21 (1)]. Sec. 21 (1) provides that in any 
proceeding against a bankrupt for an accounting by 
him for his property or the disposition thereof, or 
to compel a turnover of property by him, if his books,
records, and accounts shall fail to disclose the cost 
to him of such property sold by him during any period 
under consideration, it shall be presumed that such 
property was sold at a price not less than the cost 
thereof to him.
This provision of the law prevents the unscrupulous 
bankrupt, who has in fact concealed his assets, from 
saying, “The reason I have no assets is because during 
the past few months I have been selling my mer­
chandise below cost in order to meet my pressing 
debts.” If this is a fact, he must be able to prove 
his statement; otherwise he is presumed to have sold 
his merchandise at not less than cost, and he is charged 
automatically by law with the offense of concealment. 
If intention to defraud creditors is proved, such con­
cealment may be punishable by imprisonment for a 
period of not to exceed five years or by a fine of not 
more than $5,000, or both. The weakness of this pro­
vision of the law is that the actual procedure is for 
the referee to enter an order requiring the bankrupt 
to turn over the property or the cash value thereof 
which has been found to be concealed, and, if the 
bankrupt fails to comply with the order, to cite him 
for contempt to the judge. However, if the bankrupt, 
although found guilty of concealment, is in fact un­
able to comply with the order, and the court (the 
referee) is so convinced, it cannot cite for contempt, 
and the bankrupt cannot be forced to make restitu­
tion.5
The criminal prosecution of a concealment by a 
bankrupt is a different proceeding, and the United 
States District Attorneys require clear and convincing 
proof of a positive and not of a presumptive nature 
in order to initiate prosecution.6
Distribution of the Assets of the Estate
The bankruptcy law establishes the respective rights 
of different classes of creditors. Generally the secured 
creditors have first claim upon the property securing 
their claims. Claims classed as priorities must be paid 
before the claims of general creditors. There are defi­
nite classes of priorities and the first three classes rank 
ahead of taxes. The general creditors share in the 
remainder of the assets. If the trustee succeeds in 
recovering assets in excess of the claims of general 
creditors, the bankrupt is entitled to the remaining 
assets after the satisfaction of all claims.
Statutory Liens
Notwithstanding provision for preferred creditors, 
statutory liens in favor of employees, contractors, me­
chanics, landlords, or other classes of persons, statu­
tory liens for taxes and debts owing to federal and 
state governments may be held valid against the trus­
4Sec. 67 d (2).
5In re J. L. Marks and Co., 85 Fed 2nd, 392; Danish v. Sofianski
93 Fed 2nd, 424; In re Schoenbey, 70 Fed 2nd, 321.
6Sec. 29 (b) (1).
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tee even though arising or perfected while the debtor 
is insolvent and within four months prior to the filing 
of the petition in bankruptcy. Where state laws require 
the liens to be perfected but they are not perfected 
before bankruptcy, they may nevertheless be valid if 
perfected within the time permitted under state law. 
If state law requires the liens to be perfected by the 
seizure of the property, the Act provides that they 
shall instead be perfected by filing notice thereof with 
the court.
If not enforced by sale before filing of a petition in 
bankruptcy, statutory liens on personal property not 
accompanied by the possession of such property, and 
liens of distress for rent, are postponed under the 
Act in payment to costs and expenses of administra­
tion and wage claims. In the case of wage claims the 
postponement applies only to an amount of $600 
earned within three months of the commencement of 
the proceedings.
Debts Which Have Priority
The Act lists the following debts as having priority 
in advance of the payment of dividends to creditors:7
(1) The actual necessary costs and expenses of pre­
serving the estate; filing fees paid by creditors in 
involuntary cases; reasonable cost and expenses of 
recovery of property transferred or concealed; costs 
and expenses of administration, including the trus­
tee’s expenses in opposing the bankrupt’s discharge; 
the fees and mileage payable to witnesses; one reason­
able attorney’s fee for services to the petitioning 
creditors in an involuntary case and to the bankrupt 
in voluntary and involuntary cases.
(2) Wages not to exceed $600 for each claimant, 
which have been earned within three months before 
the petition.
(3) Cost and expense of creditors incurred in op­
posing the bankrupt’s discharge or in obtaining the 
conviction of any person of an offense under the Act.
(4) Taxes legally due and owing the United States 
or any state not in excess of the value of the interest 
of the bankrupt estate in the property against which 
the assessment is made.
(5) Debts owing to any person, including the 
United States, who by the laws of the United States 
is entitled to priority, and rent entitled to priority 
under state law, the priority for rent being limited to 
that which has accrued within three months immedi­
ately preceding bankruptcy.
Taxes
In bankruptcy, local taxes are a serious problem. 
Real estate taxes, sales taxes, and state income or 
other taxes are all claims which have to be paid be­
fore the general creditors get anything. In many 
cases these obligations have been allowed to accumu­
late, often because the taxing bodies have been slow 
in checking up on the amounts due. In addition, 
federal income taxes are found to be due. These 
classes of claims are often statutory liens, such as real
Ch. 22-p. 5
estate taxes, which have to be taken care of before the 
estate of the bankrupt realizes on the real estate. Con­
siderable agitation has arisen tending to limit local 
taxes, which by reason of laxity on the part of the 
taxing bodies have been allowed to accumulate, but 
with no result; taxes are still a class of claims which 
take precedence.
Provable Debts
Debts of the bankrupt may be proved and allowed 
against a bankrupt’s estate provided they are founded 
upon:8
(1) A fixed liability, as evidenced by a judgment 
or an instrument in writing, absolutely owing at the 
time of the filing of the petition by or against him, 
whether then payable or not, with any interest thereon 
which would have been recoverable at that date or 
with a rebate of interest upon such as were not then 
payable and did not bear interest.
(2) Costs taxable against a bankrupt who was, at
the time of the filing of the petition by or against 
him, plaintiff in a cause of action which would pass 
to the trustee and which the trustee declines to prose­
cute after notice.  
(3) A claim for taxable costs incurred in good 
faith by a creditor before the filing of the petition in 
an action to recover a provable debt.
(4) An open account, or a contract express or
implied.
(5) Provable debts reduced to judgments after the 
filing of the petition and before the consideration of 
the bankrupt’s application for a discharge, less costs 
incurred and interest accrued after the filing of the 
petition and up to the time of the entry of such 
judgments.
(6) An award of an industrial-accident commis­
sion, body, or officer of any state having jurisdiction 
to make awards workmen’s compensation in case of 
injury or death from injury, if such injury occurred 
prior to adjudication.
(7) The right to recover damages in any action 
for negligence instituted prior to and pending at the 
time of the filing of the petition in bankruptcy.
(8) Contingent debts and contingent contractual 
liabilities.
Discharge of the Bankrupt
Adjudication of any person except a corporation 
operates as an application for a discharge. A corpora­
tion may file an application for a discharge within 
six months after its adjudication.
The court issues an order fixing a time for creditors 
to file objections to the discharge and notice is given 
to all parties at interest. If no objection is filed the 
court will discharge the bankrupt upon expiration of 
the time fixed.
The court will grant the discharge unless satisfied 
that the bankrupt has—9
7Sec. 64.  
8Sec. 63.
9Sec. 14 (c). .
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(1) Committed an offense punishable by imprison­
ment as provided under this Act.
(2) Destroyed mutilated, falsified, concealed, or 
failed to keep or preserve books of account or records, 
from which his financial condition and business trans­
actions might be ascertained, unless the court deems 
such acts or failure to have been justified under all 
the circumstances of the case.
(3) Obtained money or property on credit, or ob­
tained an extension or renewal of credit, by making 
or publishing or causing to be made or published in 
any manner whatsoever, a materially false statement 
in writing respecting his financial condition.
(4) At any time subsequent to the first day of the 
twelve months immediately preceding the filing of the 
petition in bankruptcy, transferred, removed, de­
stroyed, or concealed, or permitted to be removed, 
destroyed, or concealed, any of his property with in­
tent to hinder, delay, or defraud his creditors.
(5) Has within six years prior to bankruptcy been 
granted a discharge, or had a composition or an ar­
rangement by way of composition or a wage earner’s 
plan by way of composition confirmed under this Act.
(6) In the course of a proceeding under this Act 
refused to obey any lawful order of, or to answer any 
material question approved by, the court.
(7) Has failed to explain satisfactorily any losses 
of assets or deficiency of assets to meet his liabilities. 
Provided, that if, upon the hearing of an objection 
to a discharge, the objector shall show to the satis­
faction of the court that there are reasonable grounds 
for believing that the bankrupt has committed any of 
the acts which, under this subdivision c, would pre­
vent his discharge in bankruptcy, then the burden of 
proving that he has not committed any of such acts 
shall be upon the bankrupt.
Failure of the bankrupt to appear at a hearing or 
to submit to examination will serve as a waiver of the 
right to a discharge. The law also provides for revo­
cation of a discharge which was obtained through 
fraud of the bankrupt.
A discharge in bankruptcy releases the bankrupt 
from all of his provable debts except such as—10
(1) Are due as a tax levied by the United States, 
or any state, county, district, or municipality.
(2) Are liabilities for obtaining money or property 
by false pretenses or false representations, or for wil­
ful and malicious injuries to the person or property 
of another, or for alimony due or to become due, or 
for maintenance or support of wife or child, or for 
seduction of an unmarried female, or for breach of 
promise of marriage accompanied by seduction, or 
for criminal conversation.
(3) Have not been duly scheduled in time for 
proof and allowance, with the name of the creditor, 
if known to the bankrupt, unless such creditor had 
notice or actual knowledge of the proceedings in 
bankruptcy.
(4) Were created by his fraud, embezzlement, mis­
appropriation or defalcation while acting as an officer 
or in any fiduciary capacity.
(5) Are for wages which have been earned within
three months before the date of commencement of the 
proceedings in bankruptcy due to workmen, servants, 
clerks, or traveling or city salesmen, on salary or com­
mission basis, whole or part time, whether or not sell­
ing exclusively for the bankrupt.
(6) Are due for moneys of an employee received or 
retained by his employer to secure the faithful per­
formance by such employee of the terms of a contract 
of employment.
Reorganizations
The law on corporate reorganizations is largely a 
law on procedure relating to the development and 
consummation of a plan for dealing fairly with the 
property, debts, and stockholder interests of a cor­
poration which is insolvent or unable to pay its debts 
as they mature. The proceedings are largely carried 
on in the district court. The judge may at any stage 
of the proceedings refer the case to a referee in bank­
ruptcy or to a special master to hear and report on 
specified matters. He may leave the administration 
of the estate to a debtor in possession, to a receiver, 
or to a trustee.
Petitions
A petition for reorganization may be filed by a cor­
poration, by three or more creditors with claims 
aggregating $5,000 or more, liquidated as to amount 
and not contingent as to liability, or by an inden­
ture trustee acting for outstanding securities which 
are liquidated in amount and not contingent. The 
petition may be filed in a pending bankruptcy pro­
ceeding either before or after the adjudication of a 
corporation.
Every petition shall state—11
(1) That the corporation is insolvent or unable to 
pay its debts as they mature.
(2) The applicable jurisdictional facts requisite 
under this chapter.
(3) The nature of the business of the corporation.
(4) The assets, liabilities, capital stock, and finan­
cial condition of the corporation.
(5) The nature of all pending proceedings affecting 
the property of the corporation known to the peti­
tioner or petitioners and the courts in which they are 
pending.
(6) The status of any plan of reorganization, re­
adjustment, or liquidation affecting the property of 
the corporation, pending either in connection with 
or without any judicial proceeding.
(7) The specific facts showing the need for relief 
under this chapter and why adequate relief cannot 
be obtained under Chapter XI of this Act.
(8) The desire of the petitioner or petitioners that 
a plan be effected.
A creditors’ or indenture trustee’s position in addi­
tion to the above must state—12
10Sec. 17.
11Sec. 130.
12Sec. 131.
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(1) That the corporation was adjudged a bank­
rupt in a pending proceeding in bankruptcy, or
(2) That a receiver or trustee has been appointed 
for or has taken charge of all or the greater portion 
of the property of the corporation in a pending equity 
proceeding, or
(3) That an indenture trustee or a mortgagee un­
der a mortgage is, by reason of a default, in possession 
of all or the greater portion of the property of the 
corporation, or
(4) That a proceeding to foreclose a mortgage or 
to enforce a lien against all or the greater portion of 
the property of the corporation is pending, or
(5) That the corporation has committed an act of 
bankruptcy within four months prior to the filing of 
the petition.
The purpose of filing either a voluntary or an in­
voluntary petition under the Corporate Reorganiza­
tions chapter is to evolve a plan settling all the diverse 
claims of creditors and stockholders, or those to be 
affected by the plan, to weigh or evaluate the respective 
issue of securities and, finally, to obtain the requisite 
consents in number and amount.
Answer, Approval, or Dismissal of Petition
An answer to a petition may be filed by the debtor, 
any creditor or indenture trustee, or, if the debtor 
is not insolvent, by any stockholder of the debtor.
The judge dismisses or enters orders of approval of 
petitions. For approval of a petition of a debtor he 
must be satisfied that it complies with the require­
ments of the law, and is filed in good faith. In the 
case of a petition against a debtor there is a further 
requirement that the material allegations shall be 
sustained against an answer controverting the allega­
tions.
Upon the approval of the petition the judge must, 
if the indebtedness is $250,00013 or over, appoint one 
or more trustees. If the indebtedness is less than this 
amount, he may appoint one or more trustees or leave 
the debtor in possession. The appointed trustees must 
be disinterested persons. It is not necessary that they 
shall have office or reside within the district.
An attorney appointed to represent a trustee must 
also be a disinterested person, but, with the approval 
of the judge, the trustee may employ an attorney who 
is not disinterested, provided the employment is for 
specified purposes other than to represent a trustee 
in conducting the proceeding under the law.
The law specifies that the following persons shall 
not be deemed disinterested:14
(1) A creditor or stockholder of the debtor.
(2) An underwriter of any of the outstanding se­
curities of the debtor or any securities of the debtor 
within five years prior to the filing of the petition.
(3) A director, officer, or employee of the debtor 
or any such underwriter, or an attorney for the debtor 
or underwriter, within two years prior to the filing 
of the petition.
(4) Any person who has an interest materially 
adverse to the interest of any class of creditors or 
stockholders.
Where the debtor is continued in possession, he 
must prepare schedules of the property, creditors of 
each class, and the stockholders of each class. Where 
a debtor is not continued in possession the trustee 
must prepare these schedules. If persons other than 
the debtor or trustee have a list of creditors, such list 
or information may be required to be filed under 
court order. All these lists upon cause shown may 
under court order be impounded to prevent misuse 
by persons not entitled thereto.15
The trustee upon his appointment and qualifica­
tion—16
(1) Shall, if the judge shall so direct, forthwith 
investigate the acts, conduct, property, liabilities, and 
financial condition of the debtor, the operation of 
its business and the desirability of the continuance 
thereof, and any other matter relevant to the pro­
ceeding or to the formulation of a plan, and report 
thereon to the judge.
(2) May, if the judge shall so direct, examine the 
directors and officers of the debtor and any other wit­
nesses concerning the foregoing matters or any of 
them.
(3) Shall report to the judge any facts ascertained 
by him pertaining to fraud, misconduct, mismanage­
ment and irregularities, and to any causes of action 
available to the estate.
(4) May, subject to the approval of the judge, em­
ploy such person or persons as the judge may deem 
necessary for the purpose of assisting the trustee in 
performing the duties imposed upon him under this 
chapter.
(5) Shall, at the earliest date practicable, prepare 
and submit a brief statement of his investigation of 
the property, liabilities, and financial condition of 
the debtor, the operation of its business and the de­
sirability of the continuance thereof, in such form and 
manner as the judge may direct, to the creditors, stock­
holders, indenture trustees, the Securities and Ex­
change Commission, and such other persons as the 
judge may designate.
(6) Shall give notice to the creditors and stock­
holders that they may submit to him suggestions for 
the formulation of a plan, or proposals in the form 
of plans, within a time therein named.
Where a debtor is continued in possession, plan or 
plans may be filed for the debtor, by any creditor or 
indenture trustee, by any stockholder in the case of 
a solvent corporation, and by the examiner if so di­
rected by the judge.
The judge may, and, if the scheduled indebtedness 
of the debtor exceeds $3,000,000, is required to sub­
mit to the Securities and Exchange Commission the
13Sec. 156.
14Secs. 157, 158.
15Secs. 163, 164, 165, 166.
16Sec. 167.
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plan or plans which he regards as worthy of consid­
eration. The judge issues his order approving a plan 
after the SEC has filed its report or given notice that 
it will not file one. A copy of the plan, the opinion 
of the judge, and the report of the SEC or summaries 
of them, must be sent by the trustee or the debtor in 
possession to all creditors and stockholders who are 
affected by the plan.
The law prohibits any person who does not have 
the consent of the court from soliciting any accep­
tance or any authority to accept a plan until after the 
plan has been approved, entry made of the approval, 
and copies sent to creditors and stockholders.
In case a debtor is a public-utility corporation, the 
law provides for submission of the plan to any com­
mission having jurisdiction over the corporation and 
requires the judge to consider amendments or objec­
tions offered by the Commission.
Creditors and Stockholders
After approval of the petition, the judge must pre­
scribe the manner in which and affix the time within 
which the creditors and stockholders may submit 
proofs of the claim and statements of interest. The 
judge is given authority to fix the division of credi­
tors and stockholders into classes according to the 
nature of their claims and stock.
An indenture trustee may file claim for all holders 
of securities issued pursuant to the instrument under 
which he is trustee.
If the United States is a creditor or stockholder of 
a debtor, the Secretary of the Treasury is authorized 
to accept or reject any plan in respect of the claims 
or stock of the United States.
Provisions of the Plan
A plan of reorganization under Chapter X—17
(1) Shall include in respect to creditors generally 
or some class of them, secured or unsecured, and may 
include in respect to stockholders generally or some 
class of them, provisions altering or modifying their 
rights, either through the issuance of new securities 
of any character or otherwise.
(2) May deal with all, or any part of, the property 
of the debtor.
(3) Shall provide for the payment of all costs and 
expenses of administration and such allowances as 
the judge approves.
(4) May provide for the rejection of any execu­
tory contract except contracts in the public authority.
(5) Shall specify what claims, if any, are to be paid 
in cash in full.
(6) Shall specify what classes of creditors or stock­
holders are not to be affected by the plan.
(7) Shall provide for any class of creditors not 
accepting the plan by the requisite two-thirds of those 
allowed to accept or reject the plan, adequate protec­
tion for the realization by them of the value of their 
claims.
(a) By the transfer or sale, or by the reten­
tion by the debtor, of such property, subject to 
such claims; or
(b) By the sale of the property and by the pay­
ment of such creditors from the proceeds; or
(c) By appraisal and payment in cash of the 
value of such claims; or
(d) By such method as will fairly provide such 
protection.
(8) Shall provide similar protection for any class 
of stockholders affected which does not accept the 
plan:
(a) By sale of the property at not less than a 
fair upset price; or
(b) By appraisal and payment in cash of the 
value of their stock; or
(c) By such method as will fairly provide such 
protection, provided, however, that such protec­
tion shall not be required if the judge finds the 
debtor to be insolvent.
(9) May include, where any indebtedness is created 
or extended under the plan for a period of more than 
five years, provisions for the retirement of such in­
debtedness by stated or determinable payments out of 
a sinking fund or otherwise:
(a) If secured within the expected useful life 
of the security therefor; or
(b) If unsecured, or if the expected useful 
life of the security is not fairly ascertainable, then 
within a specified reasonable time, not to exceed 
forty years.
(10) Shall provide adequate means for the execu­
tion of the plan.
(11) Shall include equitable provisions for the 
selection of the directors, officers or voting trustees, 
and their successors.
(12) Shall provide for the inclusion in the char­
ter of the debtor, or of the new company of:
(a) Provisions prohibiting the issuance of 
non-voting stock, and providing for the fair and 
equitable distribution of such voting power as 
between the several classes of securities to be is­
sued having voting power and further providing
 for the election of directors representing pre­
ferred stockholders in the event of default in the 
payment of dividends; and
(b) (1) Provisions which are fair and equita­
ble and in accordance with sound business and 
accounting practice, with respect to the terms, 
position, rights, and privileges of the securities 
to be issued, and with respect to their issuance, 
acquisition, purchase, retirement or redemption, 
and the declaration and payment of dividends 
thereon; and (2) Where the indebtedness is 
$250,000, or over, provisions covering the submis­
sion of annual financial statements to the security 
holders.
(13) Shall make provision for the collection or 
settlement of claims belonging to the debtor.
17Sec. 216.
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(14) May include any other provisions not incon­
sistent with the provisions of Chapter X.
In the determination of the financial condition of 
the debtor, especially in regard to unrecorded liabili­
ties and reserves for taxes and contingent liabilities, 
the accountant must be familiar with the rationale of 
his work. In order to work effectively with counsel in 
the preparation of the plan, he should be able to 
give sound suggestions as to relative rights and equi­
ties. He may be called in by the judge to give expert 
testimony. Many times accountants have been ap­
pointed trustees under Sec. 77B or Chapter X because 
of their integrity, experience, and professional stand­
ing; and this public service should not be refused.
Basis of Debtor’s Property
If the accountant is assigned to an audit of a cor­
poration that has been reorganized under Sec. 77B 
or Chapter X of the National Bankruptcy Act, he 
should be on the lookout for a problem connected 
with the “basis” of its assets.
When the reorganization provisions were being 
drafted by the National Bankruptcy Conference, the 
author brought up the tax problems which might 
arise when there was a cancellation or reduction of 
the outstanding indebtedness of a company under­
going reorganization. After consideration of these 
problems, the Conference drafted a provision of the 
law exempting such companies from any possible tax­
ation which might result from such cancellation or 
reduction. This provision became known as Sec. 268 
and is as follows:
Sec. 268—“Except as provided in Sec. 270 of this 
Act, no income or profit, taxable under any law of 
the United States or of any state now in force or 
which may hereafter be enacted, shall in respect to 
the adjustment of the indebtedness of a debtor in a 
proceeding under this chapter, be deemed to have 
accrued to or to have been realized by a debtor, by a 
trustee provided for in a plan under this chapter, or by 
a corporation organized or made use of for effectuat­
ing a plan under this chapter by reason of a modifi­
cation in or cancellation in whole or in part of any 
of the indebtedness of the debtor in a proceeding 
under this chapter.”
At the time this proposed section was under dis­
cussion before the House Judiciary Committee, the 
General Counsel of the Treasury Department agreed 
to it provided that a compensating provision affecting 
the “basis” of the property of the debtor was written 
into the law.
This compensating provision contemplated that a 
reduction of the “basis” of the property (other than 
money) of the debtor or of such property (other 
than money) as is transferred to any person required 
to use the debtor’s basis in whole or in part, should 
be made by an amount equal to the amount of in­
come which had been freed from taxation by the 
provisions of Sec. 268. And it was contemplated that 
if a loss occurred in the year of the confirmation of 
the plan, then such loss should reduce the amount by 
which the adjustment to “basis” should be made.
Such a compensating provision was drafted, but 
when it emerged from the hands of the legislative sec­
tion of the Bureau of Internal Revenue, its meaning 
was ambiguous in that it stated that the “basis” should 
be reduced by the amount of the cancellation or re­
duction of the indebtedness.
Sec. 270 as it appeared in the National Bankruptcy 
Act, as amended on June 22, 1938, was as follows:
Sec. 270—“In determining the basis of property for 
any purposes of any law of the United States or of a 
state imposing a tax upon income, the basis of the 
debtor’s property (other than money) or of such prop­
erty (other than money) as is transferred to any per­
son required to use the debtor’s basis in whole or in 
part shall be decreased by an amount equal to the 
amount by which the indebtedness of the debtor, not 
including accrued interest unpaid and not resulting 
in a tax benefit on any income tax return, has 
been canceled or reduced in a proceeding under this 
chapter. The Commissioner of Internal Revenue, 
with the approval of the Secretary of the Treasury, 
shall prescribe such regulations as he may deem 
necessary in order to reflect such decrease in basis for 
federal income tax purposes and otherwise carry 
into effect the purposes of this section.”
The Treasury Department then released TD 4871, 
which interpreted this section in such manner that 
the field agents took the position that when stock 
was issued for bonds a cancellation of the indebted­
ness evidenced by the full par value of the bonds had 
taken place, and that therefore the “basis” of the 
property should be reduced by an amount equal to 
the par value of the bonds, with the consequence 
that the entire “basis” of the property was reduced 
to zero.
The Treasury Department so held in the Claridge 
Apartments Company case. The taxpayer in this case 
appealed to the Tax Court which held no cancella­
tion took place when stock was issued for bonds, 
IT. C. No. 21, December 4, 1942, and in a similar case 
the Tax Court amplified this decision as follows:
In re Alcazar Hotel, Inc., IT. C. No. 120 (Doc. 
109580), April 6, 1943.
(3) “Depreciation: transferee’s basis in reorganiza­
tion.—Acceptance of capital stock of transferee cor­
poration by holders of note of predecessor in satisfac­
tion of their claims for principal and interest, held, 
not to result in a cancellation or reduction of prede­
cessor’s indebtedness, within the meaning of Sec. 270 
of National Bankruptcy Act, and, held further, basis 
for depreciation of property in hands of transferee 
is therefore the same as that of predecessor.”
The Claridge case was decided in December, 1942,
Ch. 22-p. 10 Contemporary Accounting
and the Alcazar case in April, 1943. However, as 
early as June 3, 1940, the day on which a hearing 
was held before a subcommittee of the House Judiciary 
Committee, the absurdity of TD 4871 had become 
apparent, and the Securities and Exchange Com­
mission, members of the National Bankruptcy Con­
ference, and the Treasury experts appeared and 
discussed the whole matter with Congressman Mc­
Laughlin, Member of Congress from Nebraska, as 
a result of which Sec. 270 was amended by adding 
the following provision:
Section 270—“. . . has been cancelled or reduced 
in a proceeding under this chapter, but the basis of 
any particular property shall not be decreased to an 
amount less than the fair market value of such prop­
erty as of the date of entry of the order confirming 
the plan. Any determination of value in a proceed­
ing under this chapter shall not be deemed a deter­
mination of fair market value for the purposes of 
this section”
This amendment to Sec. 270 only partly corrected 
the infirmities of the section, as expressed in the 
words of Mr. Justice Rutledge in his dicta on the 
Claridge case SA Nos. 28 and 29, December 4, 1944, 
this case finally having arrived in the Supreme Court 
of the United States, as follows:
“Legislative relief obviously was in order and was 
forthcoming in the amendment of Sec. 270 giving 
it its present form. The amendment removed some, 
but not all of the uncertainty confronting Chapter X 
reorganizers. It placed a floor to the amount of 
reduction required. In no case would basis be reduced 
below fair value. But this was only partial cure of the 
original infirmities. Above the floor, debt cancella­
tion remained the measure of reduction, thus keeping 
Chapter X reorganizations generally at a disadvantage 
with those taking place under the code. But, what 
was more important, the chief hazard remained, 
namely, whether Sec. 270 was intended to operate 
only where Sec. 268 was effective to afford actual tax 
benefit or, as the government contends, regardless of 
whether such relief was afforded. And in this case the 
hazard has been realized in assessment.”
The above comments of Mr. Justice Rutledge’s 
decision express in the clearest manner the meaning 
of the amendment to Sec. 270 following the hearing 
on June 3, 1940, and also sets forth that it did not 
correct the original infirmities.
The Claridge case was appealed from by the Com­
missioner, and the Circuit Court of Appeals in 
Chicago reversed the Tax Court in 138 Fed. (2) 962.
Upon appeal to the Supreme Court of the United 
States the Court granted certiorari and reversed 
Judge Evan Evans of the Seventh Circuit remanding 
the cause for further proceedings in conformity with 
the opinion.
While the Claridge case was taking its orderly way 
through the Courts, and while the Judiciary Com­
mittee has accomplished the amendment to Sec. 270 
setting a floor below which the reduction might not 
go, the Ways and Means Committee had been doing 
a great deal of work on this whole subject of re­
organizations and the taxable status of transactions 
connected therewith.
Sufficient for our purpose, however, is a considera­
tion of the amendments to the Internal Revenue 
Code found in Sec. 113(b) (4) and the amendment 
covering the applicability of Sec. 113(b) (4) to be 
found in Sec. 122 (b) of the Revenue Act of 1943. 
These amendments covered cases where the old cor­
poration was continued and no transfer of assets to 
another corporation occurred. These amendments 
are as follows:
“ (4) Adjustment of capital structure prior to Sep­
tember 22, 1938.—Where a plan of reorganization of 
a corporation, approved by the Court in a proceeding 
under Sec. 77B of the National Bankruptcy Act, as 
amended, is consummated by adjustment of the capital 
or debt structure of such corporation without the 
transfer of its assets to another corporation, and a 
final judgment or decree in such proceeding has been 
entered prior to September 22, 1938, then the pro­
visions of Sec. 270 of the National Bankruptcy Act, 
as amended, shall not apply in respect of the prop­
erty of such corporation. For the purposes of this 
paragraph the term ‘reorganization’ shall not be lim­
ited by the definition of such term in Sec. 112(g).” 
[Italics added.]
Sec. 122 (b) of the Revenue Act of 1943 provides:
“ (b) Taxable years to which applicable.—A pro­
vision having the effect of the amendment made by 
subsection (a) shall be deemed to be included in the 
revenue laws respectively applicable to taxable years 
beginning after December 31, 1935.”
Sec. 113 (b) (4) simply relieves corporations which 
have not transferred their assets to another corpora­
tion and which were reorganized prior to September 
22, 1938, from the provisions of Sec. 270 of the 
National Bankruptcy Act. This section still left such 
types of corporations, if their plan was confirmed 
after September 22, 1938, subject to the implications 
of Sec. 270.
Far-reaching and significant changes, however, were 
made by Sec. 121 (a) and (c) of the Revenue Act of 
1943 which amended Sec. 112(b) of the Code by 
adding paragraph (10) and which amended Sec. 
113 (a) of the Code by adding paragraph (22) and 
making certain other conforming changes. Sec. 121 (e) 
of the Revenue Act of 1943 sets forth the effective 
dates of these amendments.
Sec. 112(b) (10) of the Code changes the Code in 
respect of “taxable” and “non-taxable” reorganiza­
tions and imposes no time limit other than that the 
transfer must have occurred after December 31, 1933, 
as follows:
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“ (10) Gain or loss not recognized on reorganiza­
tion of corporations in certain receivership and bank­
ruptcy proceedings.—No gain or loss shall be recog­
nized if property of a corporation (other than a 
railroad corporation, as defined in Sec. 77M of the Na­
tonal Bankruptcy Act, as amended) is transferred, 
in a taxable year of such corporation beginning after 
December 31, 1933, in pursuance of an order of the 
court having jurisdiction of such corporation—
(A) in a receivership, foreclosure, or similar pro­
ceeding, or
(B) in a proceeding under Sec. 77B or Chapter X 
of the National Bankruptcy Act, as amended
to another corporation organized or made use of to 
effectuate a plan of reorganization approved by the 
Court in such proceeding, in exchange solely for 
stock or securities in such other corporation.” [Italics 
added.]
Here it is to be noted that out of court, capital 
adjustments while not subject to Sec. 270 of the 
National Bankruptcy Act, as amended, are still sub­
ject to the Revenue laws theretofore existing govern­
ing gain or loss.
Sec. 113(a) (22) of the Code clears all creditor 
reorganizations of the incidence of Sec. 270 of the 
National Bankruptcy Act as follows:
“ (22) Property acquired on reorganization of cer­
tain corporations.—If the property was acquired by a 
corporation upon a transfer to which Sec. 112 (b) (10), 
or so much of Sec. 112(d) or (e) as relates to Sec. 
112(b) (10), is applicable, then notwithstanding the 
provisions of Sec. 270 of the National Bankruptcy Act, 
as amended, the basis in the hands of the acquiring 
corporation shall be the same as it would be in the 
hands of the corporation whose property was so 
acquired, increased in the amount of gain recognized 
to the corporation whose property was so acquired 
under the law applicable to the year in which the 
acquisition occurred, and such basis shall not be 
adjusted under subsection (b) (3) by reason of a 
discharge of indebtedness pursuant to the plan of 
reorganization under which such transfer was made.”
Relative Concepts of Debtor and 
Creditor Reorganization
In the preceding discussion the author has on his 
own initiative classified reorganizations as either 
debtor or creditor reorganizations, depending upon 
whether or not a transfer to another corporation has 
taken place. This is not an entirely accurate classi­
fication because the debtor’s interests, that is, the 
stockholders, may still remain in control although 
they have organized a new corporation to effectuate 
the plan. In like manner the creditors may have 
become stockholders without the formation of any 
new corporation to which the property might be 
transferred. In fact, in a preponderant number of 
cases this is what has actually happened; no new 
company has been formed, but the creditors have
taken over control of the original corporation by 
receiving over 80 per cent of the new stock which the 
original corporation has received authority to issue.
This viewpoint appears to have been overlooked 
by Congress when it enacted the reorganization pro­
visions of the Revenue Act of 1943.
We have indicated above that the legislative solu­
tion is to amend Sec. 113 (b) (4) of the Code by adding 
after the words “Sec. 77B” the words “or Chapter X” 
and by deleting the words “and a final judgment or 
decree in such proceedings has been entered prior to 
September 22, 1938.”
Illustration of Application of Sec. 270
For the purpose of illustrating the application of 
Sec. 270, the following is presented as a representative 
case under assumed circumstances:
1. Corporation “A” was organized January 1, 1928, 
and on that date acquired a brand new hotel, fully 
equipped, for $1,500,000, subject to a first mortgage 
bond issue of $1,000,000. Corporation “A” issued 
5,000 shares of common stock of $100 par value for the 
equity.
2. The hotel was set up on the books at $250,000 
for the land and $1,250,000 for the building; and the 
building was estimated to have a 50-year life.
3. In 1932 Corporation “A” defaulted on its mort­
gage which had been paid down to $900,000. In 1934 
foreclosure proceedings were started in the State 
Courts, and in 1936 an involuntary petition was filed 
under Sec. 77B by the Bondholders Committee.
4. Accrued interest on the mortgage, which was in 
default, had not been deducted on any federal cor­
poration income tax return.
5. The plan of reorganization called for the issu­
ance of 10,000 shares of no-par value stock, of which 
9,000 shares were to go to the first mortgage bond­
holders and 1,000 shares were to go to the stockholders. 
The plan was confirmed on January 1, 1938.
6. Depreciation had accrued on the building and 
equipment for 10 years on the date the plan was con­
firmed and had been set up at $250,000 (disregarding 
for the purpose of this example the actual shorter life 
of the equipment). Accordingly, the “basis” at Janu­
ary 1, 1938, of the building was $1,000,000 and the 
land $250,000.
7. Upon the basis of expert testimony the value of 
the property, both land and building, for the purpose 
of fixing the stockholders’ equity was established at 
$1,000,000. The Trustee in 77B had testified that he 
could obtain no substantial offer to buy the property 
which the bondholders would be willing to accept, 
but that certain parties had made inquiries to see if 
the bondholders would be interested in $500,000, 
which the committee considered a top price at the 
time, but which it eventually turned down.
8. The hotel was sold on January 1, 1943, for 
$800,000.
9. The Treasury in auditing the 1943 return 
sought to assess an additional tax based upon an 
alleged fair market value for the property on January
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1, 1938, of $500,000 of which it assigned $100,000 to 
the land and $400,000 to the building and equipment, 
and it computed depreciation on a 40-year remainder 
life from January 1, 1938, for 5 years to January 1, 
1943, or $50,000. The long-term capital gain was 
accordingly claimed to be $350,000 upon which the 
tax was $87,500. In addition, the department assessed 
additional taxes for 1940, 1941, and 1942 by reason 
of a corresponding reduction in the depreciation 
deductions for these years.
10. The stockholders were dumbfounded at this 
deficiency and, not being familiar with Sec. 270 of 
the Federal Bankruptcy Act, wondered how on earth 
the government could figure the company had made 
a $350,000 profit when the bondholders had actually 
suffered a $280,000 loss. They had put in a million 
dollars and had taken out only 90 per cent of the 
$800,000 selling price.
The company contested the deficiency and it won 
in the Tax Court on the grounds that a cancellation 
of the debt had not taken place, and the Court quoted 
Capento Securities Corporation, 47 BTA 691 (as was 
done in Claridge Apartments Company, an Illinois 
Corporation v. Commissioner, December 4, 1942,
1 T.C. No. 21).
Arrangements
In Chapter XI, Arrangements, the law provides 
a procedure for consummation of a plan for the 
settlement, satisfaction, or extension of time of pay­
ment of unsecured debts of a debtor who could be­
come a bankrupt.
If there is a pending bankruptcy proceeding the 
filing of a proposal is permitted before or after ad­
judication. The petition of the debtor must set forth 
the provisions of an arrangement and must state that 
the debtor is insolvent or unable to pay his debts as 
they mature. It must be accompanied by—18
(1) A statement of the executory contracts of the 
debtor.
(2) The schedules and statement of affairs, if not 
previously filed.
(3) Payment to the clerk of the fees, if not already 
paid, required by this Act.
A petition will not act as a stay of adjudication or 
of administration of the estate but a stay may be 
granted upon application of the debtor and notice to 
the parties at interest, upon such terms as may be 
proper for the protection of the estate and indemnity 
against loss thereto. If no bankruptcy proceeding is 
pending, the court may order the debtor to furnish 
bond with approved securities and, upon failure to 
comply, may adjudge the debtor a bankrupt or dismiss 
the proceedings, whichever he may decide is in the 
interest of the creditors.
Procedure Subsequent to Filing a Petition
The judge may refer the proceedings to a referee. 
The court may appoint a receiver of the debtor’s
property or if a trustee has previously been appointed 
it may continue the trustee in possession. The court, 
upon application, will appoint appraisers for the 
property. It must promptly call a meeting of creditors 
upon ten days notice by mail. The notice must be 
accompanied by a copy of the proposed arrangement, 
a summary of liabilities and of the appraisal if one 
has been made, and a summary of the assets. The 
notice may name the time for filing of the application 
to confirm the arrangement and a time for hearing 
of the confirmation and the objections thereto.
At the meeting of the creditors the judge or 
referee—19
(1) Shall preside.
(2) May receive proofs of claim and allow or 
disallow them.
(3) Shall examine the debtor or cause him to be 
examined and hear witnesses on any matter relevant to 
the proceeding.
(4) Shall receive and determine the written accep­
tances of creditors on the proposed arrangement, 
which acceptances may be obtained by the debtor be­
fore or after the filing of a petition under this chapter.
After acceptance of the arrangement the judge 
shall—20
(1) Appoint the receiver or trustee, if any, or 
otherwise appoint some other person, to receive and 
distribute, subject to the control of the court, the 
moneys and consideration, if any, to be deposited by 
the debtor; require such person to give bond with 
surety to be approved by the court in such amount 
as the court shall fix; and fix the amount or rate of 
such person’s compensation, not in excess of the com­
pensation allowable to a receiver under this Act.
(2) Fix a time within which the debtor shall 
deposit, in such place as shall be designated by and 
subject to the order of the court, the consideration, 
if any, to be distributed to the creditors, the money 
necessary to pay all debts which have priority, unless 
such priority creditors shall have waived their claims 
or such deposit, or consented in writing to any pro­
vision of the arrangement for otherwise dealing with 
such claims, and the money necessary to pay the costs 
and expenses of the proceedings and the actual and 
necessary expenses incurred in connection with the 
proceedings and the arrangement by the committee 
of creditors and the attorneys or agents of such com­
mittee, in such amount as the court may allow.
(3) Fix a time for the filing of the application to 
confirm the arrangement and for a hearing on the 
confirmation thereof or any objections to the con­
firmation, unless such times have already been named 
in the notice of the meeting or unless all creditors 
affected by the arrangement have accepted it.
Provisions of Arrangement under Chapter XI
An arrangement shall include provisions modify­
ing or altering the rights of unsecured creditors gen­
18Sec. 324.
19Sec. 336.
20Sec. 337.
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erally, or some class of them upon any terms or for 
any consideration.
An arrangement may include provisions—21
(1) For treatment of unsecured debts on a parity 
one with the other, or for the division of such debts 
into classes and the treatment thereof in different 
ways or upon different terms.
(2) For the rejection of any executory contracts.
(3) For specific undertakings of the debtor during 
any period of extension provided for by the arrange­
ment, including provisions for payments on account.
(4) For the termination, under specified conditions, 
of any period of extension provided by the arrange­
ment.
(5) For continuation of the debtor’s business with 
or without supervision or control by a receiver or by 
a committee of creditors or otherwise.
(6) For payment of debts incurred after the filing 
of the petition and during the pendency of the ar­
rangement, in priority over the debts affected by such 
arrangement.
(7) For retention of jurisdiction by the court until 
provisions of the arrangement, after its confirmation, 
have been performed; and
(8) Any other appropriate provisions not incon­
sistent with this chapter.
Confirmation
An arrangement which has been accepted in writ­
ing by all creditors will be confirmed by the court 
after it is satisfied that the arrangement and its accep­
tance are in good faith and in conformity with the Act.
If an arrangement has not been accepted in writing 
by all creditors, an application for confirmation may 
be filed with the court, but before filing the applica­
tion it must be shown (1) that the arrangement has 
been accepted by a majority in number of all creditors 
or, if the creditors are divided into classes, by a ma­
jority in number of all creditors of each class, which 
number shall represent a majority in amount of 
such claims generally or each class of claims, and (2) 
that the debtor has made the required deposit pro­
vided in the chapter. Alteration or modification of 
an arrangement may be proposed in writing by a 
debtor with court permission.
Upon confirmation, the arrangement will be bind­
ing on the debtor and all other persons affected by 
it, and the moneys deposited for priority debts and 
for costs of administration will be disbursed to the 
persons entitled thereto, and the consideration de­
posited, if any, will be distributed. If the arrange­
ment is withdrawn, abandoned, or not accepted, the 
court must enter an order dismissing the proceedings 
or adjudge the debtor a bankrupt if not previously 
so adjudged. In the latter event, it will direct that 
the bankruptcy be proceeded with, pursuant to pro­
visions of the Act. If the debtor defaults in consum­
mation of the terms of his arrangement similar dis­
missal or bankruptcy will be ordered by the court. 
Arrangements confirmed may upon application of
parties in interest within six months after confirma­
tion be set aside or modified if the court finds that 
fraud has been practiced in procuring the arrange­
ment. In this event, bankruptcy proceedings may be 
reinstated or the arrangement may be modified for 
the purpose of correcting the fraud.
Real Property Arrangements by Persons 
Other Than Corporations
Property arrangements affecting debts secured by 
real properties or chattels real, of which the debtor 
is the legal and equitable owner, are subject to a 
special procedure under Chapter XII. Proceedings 
under the chapter are voluntary only. For purposes 
of this proceeding, “debtor” means a person other 
than a corporation who could become a bankrupt 
under the Act and who files a petition under the 
chapter, and who is legal and equitable owner of 
real property or a chattel real, which is security for 
any debt. It does not include a person whose only 
interest in the property proposed to be dealt by an 
arrangement is a right to redeem such property 
from a sale had before the filing of the petition.
Unless and until otherwise ordered by the court, 
upon hearing and after notice to the debtor and all 
other parties in interest, the filing of a petition under 
this chapter shall operate as a stay of any act or pro­
ceeding to enforce any lien upon the real property or 
chattel real of a debtor.
Provisions of Arrangement under Chapter XII
Under the law an arrangement—22
(1) Shall include provisions modifying or altering 
the rights of creditors who hold debts secured by real 
property or a chattel real of a debtor, generally or of 
a class of them, either through the issuance of new 
securities of any character or otherwise.
(2) Shall provide for the rights of all other creditors 
of a debtor who may be affected by the arrangement.
(3) May provide for treatment of unsecured debts 
on a parity one with the other, or for the division of 
such debts into classes and the treatment thereof in 
different ways or upon different terms.
(4) May provide for the rejection of any executory 
contract.
(5) May provide for the continuation of debtor’s 
business and the management of his property with or 
without supervision or control by a trustee or by a 
committee of creditors or otherwise.
(6) May provide for payment of debts incurred 
after the filing of the petition and during the pen­
dency of the arrangement, in priority over the debts 
affected by such arrangement.
(7) May deal with all or any part of his property.
(8) Shall provide for the payment of all costs and 
expenses of administration and other allowances which 
may be approved or made by the judge.
“Sec. 357.
22Sec. 461.
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(9) Shall specify what debts, if any, are to be 
paid in cash in full.
(10) Shall specify the creditors or any class of them 
not to be affected by the arrangement and the pro­
visions, if any, with respect to them.
(11) Shall provide for any class of creditors which 
is affected by and does not accept the arrangement 
by the two-thirds majority in amount required under 
this chapter, adequate protection for the realization 
by them of the value of their debts against the prop­
erty dealt with by the arrangement and affected by 
such debts, either, as provided in the arrangement 
or in the order confirming the arrangement, (a) by 
the transfer or sale, or by the retention by the debtor, 
of such property subject to such debts; or (b) by a 
sale of such property free of such debts, at not less 
than a fair upset price, and the transfer of such debts 
to the proceeds of such sale; or (c) by appraisal and 
payment in cash of the value of such debts; or (d) 
by such method as will, under and consistent with 
the circumstances of the particular case, equitably 
and fairly provide such protection.
(12) Shall provide adequate means for the execu­
tion of the arrangement which may include: the re­
tention by the debtor of all or any part of his prop­
erty; the sale or transfer of all or any part of his 
property in trust or to one or more corporations 
theretofore organized or thereafter to be organized; 
the sale of all or any part of his property, either sub­
ject to or free from any lien, at not less than a fair 
upset price and the distribution of all or any assets, 
or the proceeds derived from the sale thereof, among 
those having an interest therein; the satisfaction or 
modification of liens; the cancellation or modifica­
tion of indentures or of other similar instruments; 
the curing or waiver of defaults; the extension of 
maturity dates and changes in interest rates and other 
terms of outstanding securities; the issuance of trust 
securities or securities of the debtor or of such cor­
poration or corporations for cash, for property, in 
exchange for existing securities, in satisfaction of 
debts, or for other appropriate purposes.
(13) May include any other appropriate provisions 
not inconsistent with the provisions of this chapter.
Proposal, Confirmation, and Consummation 
of Arrangement
An arrangement which has been approved by credi­
tors affected thereby, who hold debts against the 
property dealt with therein, amounting to 25 per 
cent or more of the debts of some class of such creditors 
and 10 per cent or more of the debts of all such 
creditors, may be proposed by any such creditor.
An arrangement accepted in writing by all the 
creditors will be confirmed by the court when the 
required deposit is made and if the court is satisfied 
of good faith and conformity with provisions of the 
Act. If an arrangement is not accepted by all the 
creditors of each class, application for confirmation 
may be filed provided creditors holding two-thirds
in amount of the claims to be affected by the arrange­
ment accept it in writing and provided the required 
deposit is made.
The court will confirm an arrangement if satisfied 
that—23
(1) The provisions of this chapter have been com­
plied with.
(2) It is for the best interests of creditors.
(3) It is fair and equitable, and feasible.
(4) The debtor has not been guilty of any of the 
acts or failed to perform any of the duties which 
would be a bar to the discharge of a bankrupt.
(5) The proposal and its acceptance are in good 
faith and have not been made or procured by any 
means, promises, or acts forbidden by this Act.
(6) All payments made or promised by the debtor, 
by any person issuing securities or acquiring property 
under the arrangement or by any other person, for 
services and for costs and expenses in, or in connection 
with, the proceeding or in connection with and inci­
dent to the arrangement, have been fully disclosed to 
the court and are reasonable, or, if to be fixed after 
confirmation of the arrangement, will be subject to 
the approval of the court.
Alteration or modification of an arrangement may 
be proposed in writing with leave of the court, either 
before or after its confirmation, by. a debtor or by 
any creditor. Modification proposed by a creditor 
must be approved by creditors holding debts amount­
ing to 25 per cent or more of the debts of some class 
of such creditors and 10 per cent or more of the debts 
of all creditors. Alteration will not be made without 
giving creditors an opportunity to withdraw their 
acceptances.
Upon confirmation of an arrangement, its provisions 
will be binding upon the debtor, upon any person 
issuing securities or acquiring property thereunder, 
and upon all creditors. The debtor, and any cor­
poration or trust organized for the purpose of carry­
ing out the arrangement, must comply with its pro­
visions and with all court orders relative thereto. 
Distribution to creditors will also be made in accord­
ance with the provisions of the confirmed arrange­
ment. The confirmation of an arrangement will dis­
charge a debtor from his debts and liabilities pro­
vided for by the arrangement.
If no arrangement is accepted or if the debtor de­
faults in the terms of an accepted arrangement, the 
court has power to dismiss the proceedings or ad­
judge the debtor a bankrupt, but if bankruptcy pro­
ceedings were pending the court will order that the 
proceedings be continued.
The court may allow reasonable compensation for 
services rendered and reimbursement for proper costs 
and expenses. An appeal may be taken on any order 
making or refusing to make such allowances.
23Sec. 472.
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CHAPTER 23
PROFESSIONAL ETHICS
By John L. Garey
THE ethics of the several professions are expressed in the form of rules or canons, or other written admonitions. In the public accounting profession, 
rules of professional conduct adopted by the Ameri­
can Institute of Accountants and substantially simi­
lar rules adopted by state societies of certified public 
accountants, and in some states by boards of ac­
countancy, constitute the ethical “code.”
Rules of ethics have two basic purposes. First, they 
are intended to induce a type of behavior on the part 
of individual members of the profession which will 
contribute to the prestige of the group as a whole. 
To put it in reverse, they are intended to protect the 
reputation of the group as a whole against selfish or 
antisocial impulses of the individual. While the rules 
may on occasions appear to prevent a member of the 
group from doing something which it would appar­
ently be to his immediate interest to do, in the long 
run they benefit the individual, since as a member of 
the group he ultimately participates in the advan­
tages the group as a whole derives from increased 
prestige. The second basic purpose of the rules is to 
serve as a vehicle for assurance of the public that the 
profession is conscious of the public interest in its 
work, and is determined to discharge its responsi­
bility to the public. There is no better way of secur­
ing public confidence than by publishing the stand­
ards of conduct and performance to which members 
of the profession are required to adhere.
The rules of professional conduct of the American 
Institute of Accountants originated in 1907 with the 
adoption of five rules. From time to time in the inter­
vening years additional rules have been adopted and 
earlier rules have been revised. In 1940 the existing 
rules were thoroughly overhauled, and the Institute 
in 1941 adopted a revised version which in some re­
spects differed materially from the earlier form. At 
present there are sixteen rules. Some of them have 
not been changed recently, but for purposes of those 
who will use this refresher course it seems that the 
most satisfactory treatment will be to restate all the 
rules in numerical sequence and to add whatever 
comment seems necessary after each one.
Rule No. 1—Professional Designation
“A firm or partnership, all the individual members 
of which are members of the Institute (or in part 
members and in part associates, provided all the mem­
bers of the firm are either members of associates), may 
describe itself as ‘Members of the American Institute 
of Accountants,’ but a firm or partnership, not all the 
individual members of which are members of the In­
stitute (or in part members and in part associates), or
an individual practicing under a style denoting a 
partnership when in fact there be no partner or part­
ners, or a corporation, or an individual or individuals 
practicing under a style denoting a corporate organi­
zation shall not use the designation ‘Members (or 
Associates) of the American Institute of Ac­
countants.’ ”
It should be noted that the reference to corpora­
tions is obsolete in view of Rule No. 11, which for­
bids members to practice public accounting as officials 
or stockholders or agents of a corporation. In con­
sidering the use of professional designations in con­
junction with firm names, reference should be made 
to the accountancy law of the state concerned with 
respect to use of the designation “Certified Public Ac­
countant.” Reference should also be made to the rules 
of practice before the Treasury Department (Section 
2 (e) of TD Circular 230), which prohibits the use by 
an individual practitioner of a firm name or profes­
sional designation indicating a partnership. In con­
sidering the subject of firm names and partnerships, 
the following interpretations of the rules by Institute 
committees on professional ethics may be of interest:
A surviving partner may continue practice as an 
individual under the existing firm name without 
violating the Institute’s rules, although the Treasury 
Department rule cited above prohibits such practice. 
However, the designation “Members, American Insti­
tute of Accountants” could not be used in conjunc­
tion with the firm name under Rule No. 1.
There is no intent underlying the Institute’s rules 
to prevent a partnership between a member of the 
Institute and one who is not a member or between a 
certified public accountant and one who is not a cer­
tified public accountant.
Rule No. 2—Use of Accountant’s Name by Another
“A member or an associate shall not allow any per­
son to practice in his name who is not in partnership 
with him or in his employ.”
This rule is intended to prevent a practice which 
seems so obviously undesirable that it should hardly 
require mention. However, there have been occasional 
reports of arrangements in contravention of this rule. 
Sometimes certified public accountants have shared 
office space or made working arrangements with ac­
countants not in possession of CPA certificates, or 
even with other certified public accountants, under 
which, while no partnership or employment agree­
ment exists, there is an appearance of such an agree­
ment. Sometimes stationery has been used listing the 
names of both individuals. Sometimes the arrange­
Copyright 1945 by American Institute of Accountants
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ment has permitted the non-certified public account­
ant, who is not subject to the rules of the professional 
societies, to seek engagements by promising the assist­
ance of the certified public accountant, whom the 
rules would not permit to solicit engagements himself.
There can be no objection to the association of two 
accountants for proper purposes, toward the accom­
plishment of which they can be helpful to one an­
other, but care should be exercised not to mislead the 
public into the impression that one is acting for the 
other or assumes responsibility for the acts of the 
other, unless this is the truth and the related respon­
sibilities are actually assumed.
Rule No. 3—Commissions, Brokerage, and
Fee Splitting
“Commissions, brokerage or other participation in 
the fees or profits of professional work shall not be 
allowed directly or indirectly to the laity by a mem­
ber or an associate.
“Commissions, brokerage or other participation in 
the fees, charges or profits of work recommended or 
turned over to the laity as incident to services for 
clients shall not be accepted directly or indirectly by 
a member or an associate.”
This rule is intended to prevent several undesirable 
situations. A public accountant should not pay com­
missions, which must ultimately come out of the 
client’s pocket, to outsiders who helped him obtain 
the engagement. Such a practice would appear to put 
professional accounting services on the same level 
with commercial services, which would lower the 
prestige of the profession.
A public accountant should not have a pecuniary 
interest (which might impair or cast doubt on his ob­
jectivity as independent auditor) in any transactions 
between his client and outside vendors of goods or 
services. Nor should he enrich himself, indirectly at 
the client’s expense, by accepting commissions from 
vendors of goods or services whose purchase the ac­
countant recommended.
The client has a right to assume that the accountant 
who accepts a fee desires to serve the client well and 
has his interests at heart. If the accountant can make 
a useful recommendation for the purchase of equip­
ment or machinery that will be helpful to the client, 
that should be a part of his professional service, for 
which a fee may properly be charged. The acceptance 
of a commission from the vendor, however, may well 
raise a question in the client’s mind as to the disinter­
estedness of the accountant in recommending that 
particular product.
Rule No. 4—Occupations Incompatible with 
Public Accounting
“A member or an associate shall not engage in any 
business or occupation conjointly with that of a public 
accountant, which is incompatible or inconsistent 
therewith.”
This rule is of less importance at present than it 
appears to have been in the early days of the profes­
sion when, the records indicate, many persons were 
in practice as public accountants who followed other 
callings as remotely related as those of auctioneer and 
stock broker. Some occupations would be considered 
incompatible with public accounting because they 
might jeopardize public acceptance of the account­
ant’s independence; for example, stock brokerage, in­
vestment banking, sales of securities. Other occupa­
tions would be held to be incompatible on the ground 
that they impaired the dignity of the profession. In a 
recent interpretation of the rule, the Institute’s com­
mittee stated that the business of devising and selling 
through the mails specialized accounting forms for 
small businesses might be held incompatible with the 
practice of public accounting within the meaning of 
Rule No. 4.
Rule No. 5—False or Misleading Statements
“In expressing an opinion on representations in 
financial statements which he has examined, a mem­
ber or an associate shall be held guilty of an act dis­
creditable to the profession if:
“(a) He fails to disclose a material fact known to him 
which is not disclosed in the financial statements 
but disclosure of which is necessary to make the 
financial statements not misleading; or
“(b) He fails to report any material misstatement 
known to him to appear in the financial state­
ment; or
“(c) He is grossly negligent in the conduct of his ex­
amination or in making his report thereon; or
“(d) He fails to acquire sufficient information to war­
rant expression of an opinion, or his excep­
tions are sufficiently material to negative the 
expression of an opinion; or
“(e) He fails to direct attention to any material de­
parture from generally accepted accounting prin­
ciples or to disclose any material omission of 
generally accepted auditing procedure applicable 
in the circumstances.”
This rule in its present form was introduced in
1941. An earlier rule which it replaced simply pro­
vided for expulsion or suspension of a member who 
certified, either wilfully or as a result of inexcusable 
gross negligence, statements containing essential mis­
statements or omissions. The present Rule No. 5, it 
will be seen, is much more specific. It introduces an 
objective standard to which the member must con­
form. In other words, he is not merely subject to 
penalties for wilful misconduct or gross negligence, 
but he must observe generally accepted accounting 
principles and generally accepted auditing standards.1
In Chapter 11 of this course Samuel J. Broad deals
1See Chapter 1 for a discussion of “generally accepted account­
ing principles” and Chapter 11 for a discussion of “generally 
accepted auditing standards.”
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at some length with the concept of objective standards, 
and also with the independence of accountants—a 
basic concept which, as he suggests, some of the rules 
of conduct are primarily intended to fortify. Rule 
No. 5 is an excellent defense against challenge of the 
independence of accountants. It demonstrates that a 
member of the Institute risks his professional reputa­
tion if he permits outside pressure to influence his 
opinion improperly.
Some analysis of the language of the rule may be 
appropriate in view of its importance. In the intro­
ductory clause, the phrase “expressing an opinion” is 
equivalent to the older and more common expression 
“certifying.” There has been a tendency among ac­
countants to get away from the use of forms of the 
verb “certify” in recent years, because it may convey a 
misleading implication that the accountant guarantees 
the accuracy of the financial statements, whereas actu­
ally he expresses a professional opinion on the basis of 
what he considers adequate information, in a field 
where estimate and judgment are important factors.
The phrase “representations in financial statements” 
means in effect the items in the statements themselves, 
but is intended to emphasize that the statements are 
not the representations of the auditor, but of the client. 
It is well established that the balance-sheet and in­
come statement are the client’s own representations, 
for which the client has primary responsibility. The 
auditor examines them and expresses his independent 
opinion as to whether or not they fairly show what 
they purport to show.
The phrase “guilty of an act discreditable to the 
profession” ties the rule in with the language of the 
By-laws of the Institute (Article V, Section 4), thereby 
making the violator of the rule subject to expulsion 
or suspension.
Subsections (a) and (b) of Rule No. 5 clearly penal­
ize deliberate omission or distortion of material infor­
mation. Subsection (c) is in effect a warning that care­
less auditing will not be tolerated, regardless of 
whether or not it happens to have injurious conse­
quences.
Subsection (d) introduces a relatively new concept. 
It says in effect that a member may not hide behind 
the assertion that he knew of nothing that was wrong, 
if he had not acquired sufficient information to jus­
tify an unqualified opinion. Also, this subsection says 
in effect that an auditor may not properly lend his 
name to a report on financial statements when his 
qualifications and exceptions are so extensive that his 
opinion on the financial statements as a whole has 
little value.
Subsection (e) requires adherence to generally ac­
cepted accounting principles and generally accepted 
auditing procedure. The auditor cannot be content 
with “full disclosure” of all material transactions, but 
is charged with the responsibility of directing atten­
tion to deviations from the objective standards incor­
porated by reference in the rule. Similarly, the audi­
tor cannot excuse a failure to discover a material error 
by asserting that he had satisfied himself. He must 
demonstrate that his examination included the steps 
that other competent and conscientious auditors 
would have taken in the circumstances.
Rule No. 6—Certification of Accounts Audited by 
Others
“A member or an associate shall not sign a report 
purporting to express his opinion as the result of ex­
amination of financial statements unless they have 
been examined by him, a member or an employee of 
his firm, a member or an associate of the Institute, a 
member of a similar association in a foreign country, 
or a certified public accountant of a state or territory 
of the United States or the District of Columbia.”
The first part of this rule is intended to prevent the 
possible though unlikely situation in which a certi­
fied public accountant for a fee might sign a report 
prepared by an accountant not in possession of a CPA 
certificate, or even by another certified public account­
ant who does not enjoy as wide a reputation as the 
first.
The rule also serves to put the public on notice that 
when the name of a member of the Institute appears 
it may be safely assumed that he has supervised and 
takes responsibility for the related work.
In the second part of the rule, however, there is an 
important exception—“unless they have been exam­
ined by ... a member or an associate of the Institute, a 
member of a similar association in a foreign country, 
or a certified public accountant of a state or territory 
of the United States or the District of Columbia.” This 
exception is designed to permit proper cooperation 
among qualified and accredited professional account­
ants or accounting firms in conducting parts of the 
same engagement.
For example, an accounting firm auditing the ac­
counts of a corporation whose main offices are in New 
York may request other “recognized” accountants in 
other cities of the United States or abroad to audit the 
accounts of branches or subsidiaries of the corpora­
tion, and may, if their reports are satisfactory, certify 
the financial statements of the entire enterprise in 
which have been incorporated the accounts of the 
branches or subsidiaries.
In this type of arrangement, which is wholly proper 
and desirable, one qualified accountant simply acts 
as the agent of another. The agent’s name does not 
appear in the report. The first accountant assumes 
full responsibility. Rule No. 6 merely says that he is 
entitled to rely on reputable members of his profes­
sion for assistance in particular engagements.
Rule No. 7—Solicitation
“A member or an associate shall not directly or in­
directly solicit the clients or encroach upon the prac­
tice of another public accountant, but it is the right
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of any member or associate to give proper service and 
advice to those asking such service or advice.”
Solicitation of professional engagements has been 
regarded with disfavor because, like advertising, it is 
a practice commonly associated with commercial en­
terprises and traditionally frowned upon in the rec­
ognized professions. The solicitation of an engage­
ment is particularly unfortunate in the case of a 
professional certified public accountant, who may 
never forget his responsibility for the exercise of inde­
pendent judgment to those who may rely on his opin­
ions. It is sometimes necessary for a certified public 
accountant to differ from his client. If he has solicited 
the engagement in the first place, it is that much more 
difficult for him to assert his independence.
Rule No. 7 in its present form does not forbid solici­
tation per se, but only solicitation of the clients of 
other public accountants. This is no doubt a conces­
sion to those who argue that there should be no bar­
rier to the enlightenment of potential clients who do 
not presently enjoy the benefits of professional ac­
counting assistance. Unfortunately, however, it ob­
scures the philosophical base on which the rule rests, 
and rather suggests that its main object is to protect 
professional accountants from the competition of their 
fellows.
The rule has been held, as it clearly should be, to 
prohibit solicitation of clients of a former employer 
by a staff accountant who has gone into practice on his 
own account.
Rule No. 8—Employees of Other Accountants
“Direct or indirect offer of employment shall not be 
made by a member or an associate to an employee of 
another public accountant without first informing 
such accountant. This rule shall not be construed so 
as to inhibit negotiations with anyone who of his own 
initiative or in response to public advertisement shall 
apply to a member or an associate for employment.”
The strength of an accounting firm lies in its per­
sonnel. All it has to sell is brains and experience. A 
well-trained staff assistant is highly valued and is diffi­
cult to replace. If he is tempted to leave his present 
employer by an offer of a higher salary by another 
accountant, it will be deeply resented by the firm who 
suffers the loss. In all fairness the present employer is 
entitled to sufficient advance notice to discuss the sit­
uation with the employee concerned, and to attempt 
to persuade him to remain, if that is desired. Rule 
No. 8 expresses a principle of common courtesy and 
fair dealing.
Some staff assistants have complained that the rule 
favors employers and impedes those on the staff who 
wish to improve their positions. This does not seem 
a fair criticism, since the rule does not prevent a pro­
spective employer from negotiating with a staff em­
ployee presently employed by another firm who of his 
own initiative or in response to public advertisement
applies for a position. Generally, frankness is a sound 
rule in human relations. A staff accountant who is dis­
satisfied with his present position will do well to speak 
to his present employer before attempting to make a 
change. He can lose nothing by it, and he may gain 
lasting respect and goodwill of one who, though his 
employer at the time, is also a fellow member of his 
profession.
Rule No. 9—Contingent Fees
“Professional service shall not be rendered or offered 
for a fee which shall be contingent upon the findings 
or results of such service. This rule does not apply to 
cases involving federal, state or other taxes, in which 
the findings are those of the tax authorities and not 
those of the accountant. Fees to be fixed by courts or 
other public authorities, which are therefore of an in­
determinate amount at the time when an engagement 
is undertaken, are not regarded as contingent fees 
within the meaning of this rule.”
This rule clearly is intended to avoid situations in 
which an auditor might be tempted to color his report 
because his fee might be greater if the report accom­
plished the results which his client desired. The ex­
ception of tax cases or fees fixed by courts or public 
authorities is a strong indication that the rule is 
aimed principally against the evils of contingent fees 
in conjunction with independent audits.
Many practicing certified public accountants object 
to contingent fees under any circumstances. They hold 
that a professional fee should be based on the amount 
of work done, the value of the service rendered to the 
client, the relative size and importance of the engage­
ment, and similar circumstances, but that a fee can­
not properly be based on a percentage of an amount 
recovered or received by the client in a matter in 
which a professional accountant assists him.
Contingent fees are permitted in the legal profes­
sion and by the Treasury Department (so long as they 
are reasonable in amount and contingent fee arrange­
ments are fully disclosed). The justification for con­
tingent fees is the need for professional services by 
citizens who cannot afford to pay a fee unless their 
cause succeeds. This reason is perhaps more clearly 
applicable to the practice of attorneys than to that of 
accountants.
It is generally agreed that no contingent fee is 
proper which results in exploitation of the client.
Indeterminate fees, as the rule indicates, are not 
necessarily contingent fees. Every fee is contingent in 
a sense upon the client’s willingness and ability to pay, 
and its amount may vary according to the work which 
it is found necessary to do as an engagement pro­
gresses. The prohibition against contingent fees is by 
no means intended to require that all fees be stipu­
lated in advance of performance. The purpose of the 
rule is to avoid fee arrangements which give the ac­
countant a financial interest in the success of a client’s 
cause, which may influence his judgment or may make
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him subject to the suspicion that his independence 
has been impaired.
In the only recent interpretation of Rule No. 9, the 
Institute’s committee on professional ethics stated that 
fees for consulting service not involving an expression 
of opinion as to the fairness of financial statements 
might be based on a percentage of net profits of the 
client without violating Rule No. 9, but the question 
of violation would depend on the circumstances, in­
cluding the nature of the services rendered, the extent 
to which third parties might be informed or influ­
enced as a result of the service, the precise nature of 
the fee arrangement, and the reasonableness of the 
amount of the fee.
Rule No. 10—Advertising
“A member or an associate shall not advertise his 
professional attainments or services. The publication 
of what is technically known as a card is restricted to 
an announcement of the name, title (member of 
American Institute of Accountants, CPA, or other pro­
fessional affiliation or designation), class of service, 
and address of the person or firm, issued in connection 
with the announcement of change of address or per­
sonnel of firm, and shall not exceed two columns in 
width and three inches in depth if appearing in a 
newspaper, and not exceed one-quarter of a page if 
appearing in a magazine, directory, or similar publi­
cation.”
In the early days of the profession, advertising by 
accounting firms was fairly common. It was soon rec­
ognized, however, that the efforts of professional pub­
lic accountants to secure recognition as a profession 
would be impeded if advertising continued to be per­
mitted. The older, universally recognized professions 
of law and medicine prohibit advertising by their 
members, and this is a standard of conduct which the 
public has come to associate with the conception of a 
profession. There are sound reasons underlying the 
rules of all professions against advertising. First, it 
doesn’t pay, because prospective clients are far more 
likely to seek professional assistance through personal 
acquaintances than by responding to public advertise­
ments; second, advertising is not appropriate, because 
professional accounting service is not a commodity but 
a personal service whose value depends on the attri­
butes of the accountant, which he cannot himself ad­
vertise very effectively; third, advertising smacks of 
commercialism; fourth, if advertising were permitted 
the older, larger, well-established firms could advertise 
so extensively as to overshadow the younger or smaller 
firms.
Rule No. 10 has recently been modified so as to per­
mit no advertising except publication of an announce­
ment of change of address or personnel of firm, limited 
in size by the terms of the rule. The Institute’s com­
mittee on professional ethics has interpreted the rule 
to permit similar announcement of the opening of a 
new office.
Announcements in the public prints related to 
change of address or personnel should be inserted only 
a few times, enough to accomplish the purpose.
Similarly, announcements sent through the mail 
should be sent only once, and should be addressed 
only to clients and friends, but not acquaintances who 
are served by other public accountants.
Rule No. 11—Practice by Corporations
“A member or an associate shall not be an officer, 
director, stockholder, representative or agent of any 
corporation engaged in the practice of public account­
ing in any state or territory of the United States or 
the District of Columbia.”
Having imposed upon its members numerous im­
portant responsibilities to clients and to the public, 
the profession has found it necessary to prohibit eva­
sion of responsibility by practice of the profession in a 
corporate form of organization. Accountants who 
form a corporation for the practice of their profession 
limit their personal financial liability for possible mis­
takes, while individual practitioners or members of 
partnerships assume full liability.
Perhaps a more important reason why the corpo­
rate form is regarded as inconsistent with fundamental 
concepts of professional behavior is the fact that a cor­
poration is impersonal. The public does not know 
who the principal stockholders are. The officers and 
employees might be qualified professional account­
ants, but the controlling stockholder might be a lay­
man whose major interest was financial gain. Free 
from professional control, he might dictate the poli­
cies of the corporate accounting firm.
Accountancy laws of twenty-one states and the rules 
of the Treasury Department contain prohibitions 
against practice in the corporate form.
Rule No. 12—Forecasts
“A member or an associate shall not permit his 
name to be used in conjunction with an estimate of 
earnings contingent upon future transactions in a 
manner which may lead to the belief that the member 
or associate vouches for the accuracy of the forecast.”
This rule arose from a practice, in conjunction with 
the issuance of securities, of publishing statements of 
expected earnings, which accountants were sometimes 
requested to certify, or to sign as prepared by them.
It was recognized that this was an undesirable prac­
tice which might injure the standing of the profession 
as a whole. The certified public accountant’s princi­
pal job is the audit and certification of statements 
showing completed transactions, and it is greatly to be 
desired that the public recognize the accountant’s 
opinion in such cases as something which should be 
given weight. It was feared that the value of the inde­
pendent auditor’s opinion would be diluted if he ven­
tured to assume the role of prophet and appeared to 
take responsibility for statements indicating future
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earnings. Such estimates may prove to be erroneous 
in some cases, because unforeseen conditions invali­
date them, and in such cases investors who may have 
relied on the forecast particularly because an account­
ant’s name appeared in conjunction with it could not 
be expected to increase their affection or admiration 
for the accounting profession.
There is no reason why a certified public accountant 
should not assist in the preparation of budgets, or for 
that matter of estimates of future earnings in conjunc­
tion with financing, so long as he does not permit his 
name to be used in conjunction therewith.
Rule No. 13—Financial Interest in Client’s Affairs
“A member or an associate shall not express his 
opinion on financial statements of any enterprise 
financed in whole or in part by public distribution of 
securities, if he owns or is committed to acquire a 
financial interest in the enterprise which is substantial 
either in relation to its capital or to his own personal 
fortune, or if a member of his immediate family owns 
or is committed to acquire a substantial interest in the 
enterprise. A member or an associate shall not express 
his opinion on financial statements which are used as 
a basis of credit if he owns or is committed to acquire 
a financial interest in the enterprise which is substan­
tial either in relation to its capital or to his own per­
sonal fortune, or if a member of his immediate family 
owns or is committed to acquire a substantial interest 
in the enterprise, unless in his report he discloses such 
interest.”
In the early days of the profession, certified public 
accountants were free to invest their money where 
they chose, but it was soon recognized that there was 
something incongruous in their holding substantial 
shares of corporations of which they had been ap­
pointed independent auditors. The objectivity of the 
auditor’s opinion might be questioned if it were 
known that he might benefit materially by changes in 
the market price of securities which could be influ­
enced by the financial statements he certified. Prior to 
the adoption of Rule No. 13, the partners of many 
accounting firms had agreed among themselves that 
none would own stock of any client corporation.
The meaning of the phrase “immediate family” has 
been questioned. Obviously, this phrase is intended 
to avoid any appearance of evasion of the rule by 
transfer of stock ownership to some one so close to the 
accountant that he might reasonably be suspected of 
enjoying a continuation of the benefits of ownership 
of which he had formally divested himself.
The clause “or is committed to acquire” also plainly 
warns against an attempt to evade the rule by a tech­
nicality.
The question of what is “substantial” within the 
meaning of the rule will require interpretation in the 
light of the circumstances of each individual situation. 
In relation to the capital of the enterprise, an interest 
large enough, even in combination with other inter­
ests to influence the policy or management of the
company would be substantial. In relation to his own 
personal fortune, an interest so large that in the opin­
ion of his peers its loss would cause him distress 
would probably be considered “substantial.”
It will be noted that the rule distinguishes between 
a financial interest in enterprises “financed in whole 
or in part by public distribution of securities,” which 
are dealt with in the first sentence, and enterprises 
(not financed by public distribution of securities) 
whose statements are to be “used as a basis of credit,” 
which are dealt with in the second sentence. In cases 
of the first type no substantial financial interest is per­
missible, but in cases of the second type a substantial 
financial interest is permissible if it is disclosed in the 
accountant’s report. In the latter case, it is presumed 
that the stockholders of a “close corporation,” who 
usually themselves constitute the management and the 
board of directors, effectively control the operations 
of the enterprise and know all about its affairs. The 
only outsiders who have a legitimate interest in the 
financial statements are credit grantors, and they may 
properly appraise the significance of a financial inter­
est held by the auditor if it is disclosed to them.
On the other hand, the financial statements of a 
company whose securities are widely held take on the 
nature of an accounting of stewardship by manage­
ment to stockholders, and the value of the independ­
ent auditor’s opinion on those statements is largely 
predicated on the stockholders’ acceptance of his com­
plete disinterestedness and objectivity.
Auditor as Director
The Institute’s rules of professional conduct do not 
refer to simultaneous service as auditor and director 
of a corporation, but the committee on professional 
ethics, in response to inquiries, has indicated that this 
is a relationship which is generally to be avoided. 
The literature of the profession in recent years has 
indicated a general acceptance of the same conclusion. 
The rules of the Securities and Exchange Commission 
expressly provide that an accountant will not be con­
sidered independent as auditor of a registered cor­
poration if he is a director of the corporation.
The only permissible exceptions may be in the cases 
of non-profit organizations or in closely held compa­
nies where the accountant is representing a specific 
interest, such as a bank which is a creditor of the cor­
poration, in both the capacities of director and audi­
tor. In the latter instance, he is hardly an independent 
auditor, but is serving rather as an agent or special 
investigator, and it may be questioned whether he 
should certify financial statements which are to be 
submitted to others than those he represents, at least 
without clearly disclosing his own position.
Anyone who serves in the dual capacity of auditor 
and director should be conscious of the fact that he 
assumes a double responsibility. If anything goes 
wrong he is peculiarly vulnerable, since in each ca­
pacity he might have been expected to prevent it.
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Rule No. 14—Competitive Bidding
“A member or an associate shall not make a com­
petitive bid for professional engagements in any state, 
territory or the District of Columbia, if such a bid 
would constitute a violation of any rule of the recog­
nized society of certified public accountants or the 
official board of accountancy in that state, territory, or 
district.”
Competitive bidding for professional accounting 
engagements is generally regarded as undesirable, on 
the ground that it is harmful both to those who re­
ceive the service and those who render it. An audit is 
professional service the value of which depends di­
rectly upon the personal judgment of the auditor. 
The client is in no position to judge its value unless 
later events throw light on it. A comparison of fees 
quoted by two or more accountants is inconclusive, 
since there is no means of measuring the relative value 
of the services offered. Price competition is a tempta­
tion to the less scrupulous accountant to submit a 
lower bid than is justified by the requirements of ade­
quate performance. If the low bidder is chosen, he 
may find it necessary, in order to avoid financial loss, 
to curtail the scope of his examination or to employ 
assistants at lower salaries than fully competent ac­
countants would demand. For these reasons, competi­
tive bidding is regarded as detrimental to the inter­
ests of both the public and the accounting profession 
itself.
It is difficult, however, to formulate a rule against 
bidding. An accountant is entitled to work for as 
little as he pleases, or for nothing if he wishes. A 
client is entitled to have some estimate, however tenta­
tive, of the probable cost of an engagement. Such an 
estimate is not competitive bidding unless another 
accountant has made a similar estimate on the same 
work. The existence of an earlier estimate, however, 
cannot always be known. Again, it is not easy to de­
fine and prohibit competitive bidding without put­
ting the members of the society at a disadvantage in 
relation to other accountants who are not members 
and who may bid freely. Several state societies of certi­
fied public accountants, however, have adopted rules 
intended to discourage competitive bidding, and the 
Institute’s Rule No. 14 has been adopted to support 
those societies by requiring that members of the Insti­
tute when practicing in the states concerned must ob­
serve the state society’s rule. It is hoped that enlight­
ened self-interest eventually will cause all public 
accountants to refuse to quote flat fees for professional 
engagements whenever they suspect that other ac­
countants are being asked to do likewise.
Rule No. 15—Observance of Rules
“A member or an associate of the American Insti­
tute of Accountants engaged simultaneously in the 
practice of public accounting and in another occupa­
tion must in both capacities observe the by-laws and 
rules of professional conduct of the Institute.”
Rule No. 15 is related indirectly to Rule No. 4, 
which prohibits occupations incompatible with that 
of a public accountant. Rule No. 15 says that if a 
member follows another occupation not incompatible 
with that of a public accountant while simultaneously 
practicing public accounting, he must observe the by­
laws and rules of professional conduct in both ca­
pacities.
A number of members of the accounting profession 
have practiced as management engineers conjointly 
with their practice of public accounting. Manage­
ment engineers are permitted to advertise, while mem­
bers of the Institute in practice as public accountants 
are not. Under this rule, which is of fairly recent 
origin, such a member is required to observe all the 
rules while he is acting as a management engineer, 
and while he is acting as a public accountant.
Rule No. 16—Confidential Relationship
“A member or an associate shall not violate the con­
fidential relationship between himself and his client.”
This rule is basic. The accountant, by the very 
nature of his work, is admitted to a knowledge of the 
client’s private business and financial affairs. Like the 
physician, he is often the repository of information of 
a most delicate nature. It would be fatal to his own 
professional career and deeply injurious to the whole 
profession if the information entrusted to him were 
improperly divulged. It is the accountant’s sacred 
duty to respect the confidential relationship of his 
clients.
The only questions which arise under this rule re­
late to testimony by accountants in litigation or dis­
covery by the accountant that a client is engaged in 
improper activities.
An accountant should never testify voluntarily in 
litigation in which his client is sued by third parties, 
unless the client requests it. If subpoenaed he has no 
choice but to yield to the compulsion of the law.
If the accountant in the course of his professional 
work discovers wrongdoing on the part of a client, 
of a nature which cannot be disclosed in the finan­
cial statements or the accountant’s report, he has 
no choice but to withdraw from the engagement. He 
should not voluntarily inform even those who may 
be injured by the client’s acts. He is engaged only be­
cause the accountant’s professional status marks him 
as one who can be trusted, and he should not violate 
that trust, even though it be reposed in him by one 
who, he discovers later, is not a worthy client. 
Conclusion
Every practitioner of accounting, whether principal 
or staff assistant, should bear in mind that the rules 
of conduct of the professional societies have not been 
adopted for the purpose of harassing the members of
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the profession. The rules have evolved out of actual 
experience over a long period of years. They are in­
tended to safeguard the individual practitioner 
against pitfalls of which he might otherwise be un­
aware; to reassure the public that it may repose its 
confidence in the profession and that its interests will 
be protected; to preserve friendly relations among 
practitioners and minimize internal friction so that 
the profession may be united.
When a layman seeks professional assistance he puts 
himself in the hands of the practitioner. He is most 
likely to entrust his affairs to a professional man in 
whose integrity and ability he has confidence. A rep­
utation for integrity is more likely to be attained by 
accountants who observe the rules of professional con­
duct than by those who do not. This is the simple and 
logical reason why ethical practitioners are usually 
successful.
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CHAPTER 24
MAJOR LEGISLATIVE CHANGES AND JUDICIAL DECISIONS
SINCE 1939
By Maurice Austin
•
THIS and the next five chapters summarize the principal changes in the field of federal income, estate, and gift taxation that have occurred during 
the war period. For the most part, the starting point 
taken is the Internal Revenue Code, which codified 
and consolidated all existing internal revenue laws at 
January 2, 1939 (theretofore scattered through a num­
ber of separate statutes). By their very nature, there­
fore, these chapters are not and do not purport to be 
a complete course on the subject, but, rather, are 
intended to constitute a connecting link, to bridge the 
gap which the war period has created for those pre­
viously experienced in taxes who have lost contact 
therewith by reason of their part in the war effort. It 
is perhaps unnecessary to add that these chapters are 
not intended to replace, but rather to supplement, 
statutes, regulations, complete courses, texts, services, 
tax periodicals, and other similar materials.
This chapter outlines briefly the major legislative 
changes and outstanding court decisions during the
past five years. More detailed discussion of the various 
topics appears in the later tax chapters.
General Survey of War Period Changes
The ever mounting tide of judicial decisions in the 
field of taxes has yielded first place in prominence to 
the kaleidoscopic changes brought about by wartime 
tax legislation, which, among other things, have not 
only caused an unprecedented increase in rates of tax 
and number of . taxpayers, but have wrought such 
changes as tax withholding on employees’ compensa­
tion, current payment of taxes on current year’s in­
come of individual through estimated tax payments 
coupled with withholding, collector’s assessment, in­
stead of self-assessment, of income taxes of millions of 
small wage earners, and the excess profits tax with all 
its attendant complications and special problems.
Some conception of the cataclysmic nature of the 
war period changes may be gained from the following 
comparison:
1939 1944
Individual and fiduciary income tax collections ............................................................... 
Corporation income and excess profits tax collections ...................................................
Individual exemptions:
Single .................................................................................................................................
Married .............................................................................................................................
Dependents (for each) ....................................................................................................
Individual combined normal tax and surtax rate in lowest surtax bracket.................
Individual tax rate above $100,000 of surtax net income................................................
Income tax on married individual’s net income of:
$ 5,000 .............................................................................................................................
20,000 .....................................................................................................................
100,000 .............................................................................................................................
Lowest corporation income tax rate............................ . ............. . ....................................
Highest corporation income tax rate ................................................................................
Corporation excess profits tax rate......................................................................................
.$1,028,834,000* 
. 1,122,540,000*
$18,261,006,000*
14,766,796,000*
1,000 500
2,500 1,000
400 500
4% 23%
62% 92%
80 975
1,589 7,315
32,469 69,435
12½% 25%
16½% 40%
none 95%
(subject to 
postwar 
refund of 10% 
of tax)
*Treasury Department’s fiscal year ended June 30.
The changes during this period have been brought 
about by the following legislative enactments, among 
others:
Title of Act
Revenue Act of 1939 
Revenue Act of 1940 
Second Revenue Act of 1940 
Excess Profits Tax Amend­
ments of 1941 
Public Debt Act of 1941
Date of Passage
June 29, 1939
June 25, 1940
October 8, 1940
March 7, 1941
February 19, 1941 (amended 
March 28, 1942)
Revenue Act of 1941 
Revenue Act of 1942 
Current Tax Payment Act
of 1943
Revenue Act of 1943 
Individual Income Tax Act
of 1944
Tax Adjustment Act of 1945
September 20, 1941 
October 21, 1942
June 9, 1943 
February 25, 1944
May 29, 1944 
July 31, 1945
There were also certain joint resolutions and enact­
ments of limited scope. In addition to these direct 
revenue enactments, other wartime legislation has 
had an important impact on income taxation, notably,
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wage and salary controls, renegotiation and termina­
tion of war contracts and price controls.
Revenue Act of 1939
This Act was concerned primarily with changes in 
corporation tax rates, capital gain and loss provisions, 
net operating loss deductions and various technical 
amendments. The last vestige of the undistributed 
profits tax was removed, effective in 1940. The two- 
year net operating loss carry-over deduction, which had 
been dropped in 1933 for reasons of fiscal expediency, 
was restored so as to permit 1939 and later losses to 
be carried forward two years. The capital gain and 
loss provisions were amended, in the case of corpora­
tions, to allow long-term capital losses as deductions 
against ordinary income without limit, but to confine 
the deduction of short-term capital losses to short-term 
capital gains. The one-year net short-term capital loss 
carry-over, allowed to individuals since 1938, was ex­
tended to corporations. Technical amendments were 
enacted with respect to the following, among others:
(1) Provisions were made for not treating assumption 
of indebtedness as a taxable factor (i.e., equiva­
lent to cash) in connection with reorganization 
exchanges, in order to overcome the effect of the 
U. S. Supreme Court decision in U. S. v. Hendler, 
which held that upon an otherwise tax-free mer­
ger, assumption of debts, of the absorbed cor­
poration was equivalent to the receipt by it of 
cash and therefore taxable to it.
(2) Clarification of the status of stock dividends and 
stock rights received and/or exercised prior to 
1936, in order to eliminate the confusion created 
by the U. S. Supreme Court decisions in Helver­
ing v. Gowran and Helvering v. Pfeiffer.
(3) Provision for optional exclusion from income of 
discount upon the discharge of indebtedness by 
corporations in “unsound financial condition.”
(4) Provision for elective use of the so-called “last-in, 
first-out” method of inventorying (LIFO).
(5) Provision for tax relief in the case of lump sum 
compensation received for services rendered over 
a period of more than five years, the relief taking 
the form of limiting the tax to what it would have 
been if the compensation had been received 
ratably over the period during which the services 
were rendered.
Revenue Act of 1940
This was the first of the wartime revenue acts and 
many of its provisions were adopted with a view to 
the defense production program deemed necessary as 
the result of the German invasion of France and the 
Low Countries. The principal changes enacted by 
this law are as follows:
(1) Increase by one per cent in the corporation in­
come tax rate.
(2) Decrease of the personal exemption to $2,000 for 
married persons and heads of families and $800 
for others (from $2,500 and $1,000, respectively).
(3) Enactment of a five-year defense tax represent­
ing, in effect, a 10 per cent addition to the in­
come tax, personal holding company tax, excess 
profits tax based upon declared value, capital 
stock tax, estate tax, gift tax and various excise 
taxes.
Second Revenue Act of 1940 (and Excess Profits Tax 
Amendments of March, 1941)
This statute, which was enacted ‘October 8, 1940, 
accomplished three principal purposes:
(1) Introduction of the wartime excess profits tax on 
corporations.
(2) Increase of the corporation income tax rate by 
approximately 3 per cent.
(3) Enactment of provision for five-year amortization 
of war emergency facilities for which a certificate 
of necessity is issued by the Secretary of War or 
the Secretary of the Navy.
The wartime excess profits tax on corporations thus 
introduced applied at rates ranging from 25 per cent 
to 50 per cent upon net income (specially recomputed 
for the purpose) in excess of the corporation’s excess 
profits credit (statutory standard of pre-war normal 
annual earning power), and a specific exemption of 
$5,000, with provision for a two-year carry forward of 
any unused excess profits credit. (The previous ex­
cess profits tax, based on declared value of capital stock, 
was renamed “declared value excess profits tax.”) The 
excess profits credit, or standard of normal pre-war 
annual earnings, could be computed, at the taxpay­
er’s election, either by reference to actual earnings 
experience in the four years preceding 1940, or at 
8 per cent of the corporation’s “invested capital.” The 
normal income tax was allowed as a deduction in com­
puting income subject to excess profits tax.
The inherent complexities of the excess profits tax 
were multiplied manifold by attempts to avoid inequi­
ties and loopholes alike. Thus, income was specially 
recomputed for the purpose of eliminating such items 
as long-term capital gains and losses, intercorporate 
dividends, and recoveries of pre-1940 bad debts; special 
rules were adopted for short taxable years (necessary 
because the excess profits credit is computed on an 
annual basis); and provision was made for elimination 
of abnormal deductions in computing earnings for 
the 1936-39 pre-war base period. In using the average 
of the base period earnings to compute the excess 
profits credit, a special formula was provided to make 
allowance for a growth trend in earnings where it ex­
isted, and to eliminate partially base period losses in 
other cases; also, provision was made for adjustment 
of the excess profits credit on account of post base 
period capital changes. In computing invested capi­
tal, where that method was used, complexities were 
introduced by the statutory policy not to diminish 
invested capital by operating deficits, thus requiring 
an accurate separate determination of “accumulated 
earnings and profits.” It was necessary to exclude, as
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inadmissible, from “invested capital,” upon which 
an 8 per cent return was allowed as normal, invest­
ments in stocks and tax-exempt government obliga­
tions, the income from which was not subject to excess 
profits tax. Relief was provided in cases where, in an 
excess profits tax year there was received income of 
abnormal size or nature actually attributable in whole 
or in part to other years; and also in cases where for 
certain reasons actual earnings in the base period were 
not representative of “normal.” Provision was made 
for optional filing of consolidated returns of affiliated 
groups of corporations for excess profits tax purposes, 
but not for income tax purposes. Special precautions 
were taken to prevent undue tax advantage to tax­
payer or government by claiming, in computing the 
excess profits credit, that an error had been made in 
a prior tax determination, which it was now too late 
to correct. Special rules were also adopted with respect 
to a successor corporation’s right to use the base period 
earnings experience of a merged or predecessor com­
pany and to prevent undue advantage of the graduated 
excess profits tax rate brackets through corporate split- 
ups. The last mentioned rules proved so complex 
and unworkable that in 1942 they were repealed re­
troactively.
Revenue Act of 1941
The principal purposes of this Act were to increase 
tax rates and make certain technical amendments. The 
following lists some of the more important provisions:
(1) Elimination of the 10 per cent defense tax and 
incorporation thereof as part of the increases in 
the basic rate schedules.
(2) Increase in individual surtax rates.
(3) Decrease in personal exemption from $2,000 to 
$1,500 for married persons and heads of families, 
and from $800 to $750 for others.
(4) Optional method of tax computation for indi­
viduals with certain types of gross income under 
$3,000, whereby the tax is determined by refer­
ence to tables showing, for married and single 
persons separately, the tax for each $25 bracket 
of gross income (with 6 per cent allowance for 
deductions automatically included in the com­
putation) .
(5) Slight change in the graduated corporation nor­
mal income tax rates.
(6) Addition of an entirely new corporation surtax 
(from which interest on normal tax-free obliga­
tions of the United States and its instrumentalities 
would not be exempt) at rates of 6 per cent on the 
first $25,000, and 7 per cent on the balance, of 
“corporate surtax net income.”
(7) Change of the relation of income tax and excess 
profits tax, so as to make the latter a deduction in 
computing income subject to income tax, instead 
of the other way around, as in 1940.
(8) Change in the capital stock tax rate to $1.25 per 
$1,000 (previously $1.10).
(9) Change in declared value excess profits tax rates 
to 6.6 per cent and 13.2 per cent (thus incorporat­
ing the 10 per cent defense tax with the previous 
basic rates of 6 per cent and 12 per cent).
(10) Changes in excess profits tax:
(a) Reduction to 7 per cent of rate allowed as 
“normal” on “invested capital” in excess of 
$5,000,000.
(b) Increase in excess profits tax rates by 10 per 
cent, so as to range from 35 per cent to 60 per 
cent.
(c) Allowance of a 25 per cent higher rate of re­
turn on “new capital” invested in taxable 
years beginning after 1940.
Public Debt Act of 1941
The principal purpose of this enactment was to re­
move all tax exemption from obligations of the United 
States or its instrumentalities issued after the effective 
date of the enactment, so that, as a practical matter, 
federal obligations dated on or after March 1, 1941, 
are not exempt from federal income tax to any extent, 
regardless of the status of similar obligations which 
may have been issued prior to that date.
Revenue Act of 1942
This Act, which was the first tax legislation after 
Pearl Harbor, embodied drastic tax increases and, at 
the same time, was the most voluminous and exten­
sive compilation of technical corrections and relief 
amendments ever to be enacted at one time. The 
technical aspects of this Act, which represented the 
greater part of its more than 200 pages, were the result 
of more than two years of study and consultation with 
professional, business, labor and agricultural organiza­
tions interested in the subject. Considering the com­
plexity of many of the matters covered, remarkably 
little subsequent amendment has been required. While 
it is difficult to select some provisions of this Act as 
being more important than others, the following is a 
list of the more outstanding features:
I—Changes in Income and Excess Profits Tax
Rates, etc.
(1) Increase in the individual normal tax to 6 per 
cent.
(2) Drastic increases in individual surtaxes ranging 
from an initial rate of 13 per cent to a maximum 
rate of 82 per cent (the rate immediately above 
$100,000 being 77 per cent).
(3) Reduction in the personal exemption of individ­
uals to $1,200 in the case of married persons and 
heads of families and $500 in other cases.
(4) Change in the maximum effective rate on net 
long-term capital gains to 25 per cent, and exten­
sion of this principle to corporations.
(5) Enactment of a so-called “Victory Tax,” to be 
effective in 1943. This tax, which was at the rate 
of 5 per cent on so-called “Victory Tax net in­
come,” subject to certain credits for post-war re­
fund, introduced several new principles, namely:
(a) For this purpose, generally speaking, only
business and investment expenses were to be
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allowed as deductions, excluding, for exam­
ple, interest on personal indebtedness, per­
sonal bad debts, taxes on personal residence, 
etc.
(b) The tax was to be withheld at the source on 
compensation payments to employees.
(c) The exemption was to be the same for all 
individuals regardless of marital or depen­
dency status, namely $12 a week or $624 
a year. By reason of this, married persons or 
persons with dependents who otherwise might 
not be subject to tax by reason of their ex­
emptions and credits, would be subject to the 
Victory Tax to the extent that their net in­
come exceeded $624.
(d) The tax was to be subject to a post-war re­
fund amounting to varying percentages of the 
tax, according to the taxpayer’s marital or de­
pendency status, and this post-war refund 
could be applied as a current credit against 
the tax if and to the extent that the taxpayer 
decreased his indebtedness, paid premiums on 
already existing life insurance, or purchased 
United States obligations. This was a form 
of tax incentive toward anti-inflationary sav­
ing and debt reduction.
Before the due date for the Victory Tax actually ar­
rived provision was made for applying the  entire 
amount of the so-called post-war refund entirely as a 
credit against the tax.
(6) The corporation surtax rates were increased and 
the degrees of graduation in the normal tax were 
changed so as to produce the following rate 
schedules which are still in force:
Brackets of Normal-Tax Net Normal Tax Surtax
Income or Corporation Surtax    
 
Net Income % Amount % Amount
On the first $5,000................. 15% $ 750.  
On the next $15,000............... 17% 2,550.  10% $2,500.
On the next $5,000................. 19% 950. J
Total for the first $25,000.. $4,250. $2,500.
On the next $25,000............. 31% 7,750 22% 5,500
Total for the first $50,000 24%$ 12,000. 16% $8,000.
On the balance over $50,000. 24% 16%
Where both normal-tax net income and corporation surtax 
net income are the same and exceed $50,000, the combined 
rate is a flat 40%. Note that an increase in income in the 
$25,000-$50,000 bracket is subject to a combined income tax 
rate of 53%.
(7) The corporation excess profits tax rate was in­
creased to 90 per cent, subject to the proviso that 
the aggregate of the income tax and excess profits 
tax should not exceed 80 per cent of the corpora­
tion’s surtax net income. The excess profits tax 
was to be subject to a post-war refund of 10 per 
cent of the tax except that the post-war refund 
could be applied as a current credit against the 
tax to the extent of 40 per cent of the amount by 
which the corporation effected retirements dur­
ing the taxable year of certain types of indebted­
ness outstanding on September 1, 1942.
(8) Change in the relation toward each other of the 
income tax and excess profits tax. In 1940 the 
income tax was a deduction in arriving at income 
subject to excess profits tax; in 1941, vice versa. 
Under the 1942 Act neither tax was to be a deduc­
tion in computing income subject to the other 
tax. Instead, the income was to be divided into 
two, not necessarily equal, parts, one of which 
was to be subject to excess profits tax, determined 
more or less in the same manner as theretofore, 
and the other of which was to be subject to in­
come tax, i.e., normal tax and surtax.
(9) Corporations were to be permitted an annual re­
declaration of capital stock tax valuation.
II— Capital Gain and Loss Provisions
(1) Change in the demarcation between long-term 
and short-term transactions to a holding period of 
six months instead of eighteen months.
(2) In the case of non-corporate taxpayers—inclusion 
in income of only 50 per cent of long-term gains 
and losses, and limitation of the tax on net long­
term capital gains (less any net short-term capital 
loss) to 50 per cent of the already reduced amount, 
thus making a maximum effective rate of 25 
per cent.
(3) In the case of corporations—limitation of the tax 
on net long-term capital gains (less any net short­
term capital loss) to 25 per cent, to be in lieu of 
normal tax, surtax and personal holding company 
tax. (Long-term gains are not subject to excess 
profits tax.)
(4) Disallowance as a deduction against other income 
of net capital losses (whether short-term or long­
term), except to the extent of $1,000 in the case 
of non-corporate taxpayers; and provision for a 
five-year carry-forward of the net capital losses 
thus disallowed, with much the same effect as 
if such carried-forward losses constituted short­
term capital losses sustained in the years to which 
carried forward.
(5) Provision for treatment of gains and losses arising 
from sale or exchange of long-term holdings of 
real or depreciable property used in trade or busi­
ness, or involuntary conversion of long-term capi­
tal assets, so that these transactions would be 
treated as long-term capital gains and losses if the 
net result of all transactions in this category were 
a gain, and as ordinary gains and losses if the net 
result were a loss. In practical effect, if a tax­
payer sold real property used in his business, held 
for more than six months, and that were the only 
transaction in this category, a gain, if any, would 
be treated as a long-term capital gain, but a loss 
on the sale would be treated as an ordinary and 
fully deductible loss.
III— Other Income Tax Changes
(1) Provision for two-year carry-back, as well as two- 
year carry-forward, of net operating losses, in­
tended, together with similar treatment of unused 
excess profits credits, to serve in lieu of current 
allowance of deductions for reserves for post-war 
expenditures and losses attributable to wartime 
operations.
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(2) Re-introduction, for the first time since 1933, of 
prorated tax computations for fiscal years falling 
partly in 1941 and partly in 1942. (In order to 
avoid retroactive tax increases on tax returns al­
ready filed, application of the 1942 rates on a 
prorata basis was limited to the portion of the 
fiscal year falling after June 30, 1942.)
(3) Extension of the consolidated return privilege, 
for both income and excess profits tax purposes, to 
all affiliated groups of corporations (previously 
allowed for income tax purposes only to railroad 
corporations).
(4) Enactment of detailed provisions for dealing with 
deductions for property losses in war or enemy 
occupied areas, and recoveries of such losses, in 
order to avoid the uncertainties of time of deduc­
tion of loss and the amount thereof which formed 
the basis for much litigation after the last war.
(5) Provision for allowance of non-business expenses 
incurred in the collection or production of income 
or the management, conservation or maintenance 
of property held for production of income. (This 
provision was made completely retroactive, to 
overcome the effect of the Supreme Court’s deci­
sion in Higgins v. Commissioner, which disal­
lowed, as not incurred in the trade or business, 
expenses in connection with the management 
of investments.
(6) Change in the rule for deduction of bad debts, 
so as to provide for deduction in the year the 
debt becomes worthless, rather than in the year 
in which it is ascertained to be worthless, and, at 
the same time, eliminating the requirement of 
charge-off of the debt.
(7) Provision for exclusion from income of recoveries 
of bad debts, taxes and related items, to the 
extent that no tax benefit was derived from the 
deduction of such items in the first instance.
(8) Provision for deduction by the payor and tax­
ability to the payee of alimony paid pursuant to 
a judicial decree of divorce or separation, or an 
agreement incidental thereto.
(9) Drastic revisions in the tax treatment of distribu­
tions to beneficiaries by trusts and estates.
(10) Provision for deduction, within certain limits, of 
medical and similar expenses to the extent the 
same exceeds 5 per cent of the net income com­
puted before deduction of these items.
(11) Provision for carry-over from transferor to trans­
feree in a tax-free transfer (such as reorganiza­
tion, merger, etc.), of the tax status of life insur­
ance, where the transferee would otherwise be 
treated as a purchaser with proceeds on death of 
the insured consequently taxable to the extent 
that they represented gain, even though no tax­
able income would have been derived by the 
transferor under similar circumstances.
(12) Extension, for a limited period, to all corpora­
tions, even though not in unsound financial con­
dition, of optional exclusion from income of 
discount on debt retirement.
(13) Exclusion from a landlord’s income of value of 
tenants’ improvements at time of repossession of 
the property—enacted to overcome the effect of
the Supreme Court’s decision in Helvering v. 
Bruun.
(14) Enactment of provision for uniform allowance 
to the purchaser of all state and local retail sales 
taxes where the amount of the tax is separately 
stated to the purchaser, regardless of whether, 
under the terms of the local taxing statute, the 
tax is technically imposed upon the purchaser or 
on the seller. This provision was enacted to re­
move differences in deductibility from state to 
state, created by technical differences in the local 
taxing statute.
(15) Provision for optional, and in some cases, man­
datory, deduction for amortization of premium 
above redemption price paid by the purchaser of 
corporate and government bonds.
(16) Alternative method of computation of tax in the 
case of short taxable years where previously an­
nualization of income was required. (In all cases 
—for excess profits tax purposes; in the case of 
change in accounting period—for the purpose of 
other taxes.) The need for this provision arose 
from the fact that the annualization procedure 
frequently produced an unfairly large tax be­
cause the income of the short period was larger 
than the proportionate part of a full year’s in­
come, by reason of seasonal variations or non­
recurring conditions. The optional alternative 
was to compute the tax for the short period on 
the basis of the proportionate part of a tax com­
puted on the income for a twelve-month test 
period, usually commencing with the beginning 
of the short period.
(17) Provision for taxability to or deductibility by 
personal representatives or survivors of a cash 
basis decedent, of income or deductions accruable 
at or by reason of his death, as distinguished from 
the pre-existing rule under which such items 
had to be included in the last return of the de­
cedent.
(18) Elimination of the need for verification before 
a notary public in the case of individual returns.
(19) Liberalization of the provisions dealing with tax 
relief in the case of compensation received for 
long-term services.
(20) Treatment as long-term capital gain of gains on 
all complete and partial corporate liquidations 
where the stock is held over six months, as dis­
tinguished from the old rule that only distribu­
tions in complete liquidation, or made pursuant 
to certain types of plans of complete liquidation, 
would be so treated; gains on partial liquidations 
under the old rule being always treated as short­
term, regardless of length of ownership of the 
stock.
(21) Extension of the deduction for amortization of 
emergency facilities to non-corporate taxpayers.
(22) Enactment of detailed provisions dealing with 
deductions for contributions to employees’ pen­
sion and profit-sharing trusts, in order to prevent 
abuse of these deductions.
(23) Elimination of requirement for binding election 
in the return as to treatment of foreign income 
taxes, the taxpayer now being free to treat such
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items either as deductions or as credits against the 
tax, according to his best advantage, at any time 
within the statute of limitations for claiming re­
fund.
IV— Changes in Excess Profits Tax
(1) Provision for two-year carry-back, as well as two- 
year carry-forward, of unused excess profits 
credits.
(2) Provision for exclusion from income subject to 
excess profits tax of varying proportions of in­
come derived from output of mineral resources 
in excess of average output during pre-war base 
period, where such excess output represents more 
than 5 per cent of the estimated quantity of min­
erals contained in the property.
(3) Enactment of relief provision in computing base 
period earnings under which income for the worst 
base period year is taken at 75 per cent of the 
average of the other years.
(4) Provision, in the case of a corporation computing 
its excess profits credit on the basis of pre-war 
earnings, for treatment of investments in the 
stock of corporations which are members of the 
same controlled group, as if such investment con­
stituted a capital reduction, requiring reduction 
of the excess profits credit. This provision was 
enacted to prevent duplication of excess profits 
credit by having a corporation with a good base 
period earnings record invest its funds in the 
stock of another corporation which would then 
add to its excess profits credit by reason thereof.
(5) Extensive revision of the relief provisions (a) in 
the case of income of abnormal size or character 
received in an excess profits tax year, but attribut­
able to other years [generally—Sec. 721; install­
ment basis taxpayers—Sec 736(a); long-term 
contractors—Sec. 736(b)]; (b) in the case of abnor­
malities in the base period or in invested capital 
which prevented either, in appropriate cases, from 
being indicative of normal pre-war earning power 
(Sec. 722).
(6) Necessary revisions in Sec. 734 dealing with in­
consistency, in excess profits credit computations, 
with prior, outlawed, tax determinations.
(7) Extensive amendment of the provisions dealing 
with the computation of the credit for base period 
earnings or invested capital in the case of mer­
gers, reorganizations and intercorporate liquida­
tions (Supplements A and C).
V— Changes in Estate and Gift Tax Provisions
(1) Elimination of the separate $40,000 exemption 
for life insurance payable to named beneficiaries, 
and provision of a single consolidated estate tax 
exemption of $60,000.
(2) Reduction of the annual gift tax exclusion for 
gifts of present interests to any single donee from 
$4,000 to $3,000, and decrease in the cumulative 
life-time gift tax exemption from $40,000 to 
$30,000.
(3) Allowance of estate tax deduction for enforce­
able charitable pledges of the decedent to the 
same extent as similar charitable bequests.
(4) Extensive revision of the treatment of property 
subject to power of appointment.
(5) Change in the treatment for estate tax purposes 
of life insurance, so as to make taxability depend 
upon either payment of premiums by the decedent 
or retention by him of economic incidents of own­
ership in the policies.
VI—Miscellaneous
(1) Change in the name of the Board of Tax Appeals 
to The Tax Court of the United States.
(2) Clarification of income tax treatment of repay­
ments of excessive profits as the result of renegotia­
tion of war contracts.
Current Tax Payment Act of 1943
This act was designed to provide for payment of 
income taxes by individuals currently during the year 
in which the income being taxed is being earned, in­
stead of having the tax payments made in the year 
following the receipt of the income, as had been the 
case since 1913. This was not only deemed desirable 
generally so as to avoid the existence of tax debts after 
employment or income-producing power had ceased, 
or death had occurred, but was deemed vital in order 
that taxes might be collected on unprecedentedly 
high wartime incomes without leaving tax liabilities 
unpaid after wartime employment ceased, with the 
income, which should have been reserved for tax pay­
ments, dissipated in one way or another. Provision 
for current payment of taxes was also an important 
anti-inflationary control.
Current tax payment was accomplished under the 
Act by two means, namely: (1) withholding of tax 
at the lowest applicable income tax rates from com­
pensation payments to employees; and (2) current 
payment of the balance of the tax, not covered by 
withholding, through the filing during the year of a 
declaration of estimated tax and payment thereof in 
quarterly installments during the year with full settle­
ment upon the filing of the final return two and a half 
months after the close of the year. The details of this 
procedure are discussed in Chapter 28. The year of 
transition from the old system to the new was 1943. 
In order to avoid the burden of payment of two taxes 
within the single year 1943, namely, the 1942 taxes 
under the old system of payment, and the 1943 taxes 
under the new system, provision was made for can­
celling all or the greater part of the tax for one of 
these two years. In general, 75 per cent of the smaller 
of the two years’ taxes was cancelled (the first $50 of 
the smaller tax was cancelled in all cases) and the 
unforgiven portion was payable in two equal install­
ments—one with the 1943 return and the other a year 
later. Special provision was made in the case of mem­
bers of the armed forces whose 1943 income was less 
than the 1942 income.
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Revenue Act of 1943
This Act effected primarily technical amendments. 
The changes included:
(1) Changes intended to simplify the individual in­
come tax:
(a) Elimination of the earned income credit.
(b) Change in the Victory tax to a flat 3 per 
cent, instead of 5 per cent less a variable 
credit depending on marital and dependency 
status.
(c) Elimination of prorated computations in case 
of change in marital or dependency status 
during the taxable year.
(2) Increase in excess profits tax rate to 95 per cent 
and increase in specific exemption from excess 
profits tax to $10,000, both effective in 1944.
(3) Exclusion of net long-term capital gains (less* any 
net short-term capital loss) from income subject 
to declared value excess profits tax.
(4) Denial of deductions for federal import duties 
and excise and stamp taxes unless the same con­
stitute business or investment expenses.
(5) Requirement of information returns by many 
tax-exempt organizations.
(6) Extension of tax-free reorganization (and related 
basis) provisions to certain types of insolvency 
reorganizations.
(7) Extension of capital gain provisions to certain 
transactions involving cutting of standing timber.
(8) Disallowance of individual business losses in ex­
cess of $50,000, where losses of that magnitude 
are sustained in each of five consecutive years.
(9) Provisions intended to prevent tax avoidance or 
evasion through the acquisition of control of cor­
porations or of corporate property (under certain 
conditions) with the principal purpose of evad­
ing or avoiding federal income or excess profits 
tax by securing the benefit of a deduction, credit 
or other allowance, which the acquiring person 
would not otherwise enjoy. E.g., purchase for 
tax avoidance purposes of stock of a defunct cor­
poration with a large excess profits credit and 
backlog of prior year losses and unused excess 
profits credits which could be carried forward.
Individual Income Tax Act of 1944
Public reaction to the cumulative impact of Victory 
tax, estimated declarations, withholding, and “tax 
forgiveness” combined with official recognition of the 
excessive complexities of the tax laws to produce the 
first real move toward simplification—the Individual 
Income Tax Bill of 1944. The bill had strictly lim­
ited objectives—simplification of individual tax com­
putations and returns within the existing rate struc­
ture. Similar relief for corporations and other taxable 
entities was not sought to be dealt with in the bill, 
nor were such comparatively long-range projects as 
simplification of the basic tax structure, of statutory 
language, or of tax administration. The major objec­
tives were (1) maximum simplification of tax compu­
tations and returns with minimum disturbance of tax
liability as provided by existing law, and (2) elimina­
tion, if possible, of return filing by low-income wage 
earners.
Simplification of tax computations and returns in­
volved:
(1) Revision of the basic tax computation formula to 
reduce the number of income and tax computa­
tions, including (a) elimination of the Victory tax 
by absorption, (b) making income determina­
tion uniform for the purpose of all tax compu­
tations, and (c) elimination of differences in basic 
exemptions, etc.
(2) Extension and simplification of the use of the 
optional income-bracket tax tables so as to apply 
to types and amounts of income not heretofore 
eligible, and so as to be of more general utility.
The Victory tax had been directly responsible for 
most of the complications of the existing tax-com­
putation provisions, e.g., the additional computation 
itself, the differences between Victory-tax net income 
and net income for normal-tax and surtax purposes, 
and the differences in exemption—$624 per taxpayer 
for Victory-tax purposes, and entirely different ex­
emptions, varying according to marital and de­
pendency status, for normal-tax and surtax purposes. 
Some simplifying steps had been taken in the Revenue 
Act of 1943 through the elimination of the earned in­
come credit and the change of the Victory-tax rate to a 
flat 3 per cent, instead of 5 per cent less varying 
credits, depending on marital and dependency status. 
The real solution, however, obviously lay in the elimi­
nation of the Victory tax as such, and incorporation 
of the 3 per cent rate in the normal-tax and/or sur­
tax tables. At the same time Congress had made it 
very clear in the Revenue Act of 1943 that it had no 
intention of dropping from the tax rolls the at least 
11,000,000 individuals who are subject to the 3 per 
cent Victory tax because earning over $12 per week 
but who, by reason of marital or dependency status, 
are not subject to either normal tax or surtax. An­
other factor was the contractual necessity of exempt­
ing from normal tax the interest on partially exempt 
obligations of the United States and its instrumen­
talities. (This factor alone makes necessary the sepa­
ration of the tax into normal tax and surtax.) These 
requirements made impractical the integration of all 
the taxes into a single rate table.
The result was to convert the Victory tax into a 
new 3 per cent normal tax and to merge the existing 
6 per cent normal tax into the surtax. The principal 
features of the Victory tax and the new normal tax 
are compared in the tabulation at the top of page 8.
This, at one stroke, eliminated one of the three 
separate tax computations, the separate determination 
of Victory-tax net income, and the variance in exemp­
tion (since the new normal-tax exemption is the 
same as a single person’s surtax exemption). It in­
creased by 3 per cent the tax burden on the first $124
Ch. 24-p. 8 Contemporary Accounting
Rate
Victory Tax
3%
New Normal Tax
3%
Income base Gross income, exclusive of capital gains, and 
partially exempt U. S. bond interest, etc., less 
only deductions connected with business and 
profit-seeking transactions
Same net income as for surtax purposes, less 
partially exempt U. S. bond interest, etc.
Exemption $624 per taxpayer (in a joint return, the ex­
emption for each spouse is $624, but not to 
exceed the Victory-tax net income of such 
spouse)
$500 per taxpayer (in a joint return, the 
exemption for each spouse is $500, but not 
to exceed the net income of such spouse)
of net income in excess of $500; it also increased the 
tax burden on the holders of partly taxable U. S. 
bonds, etc., by reducing the exemption to a flat 3 per 
cent from 9 per cent (and sometimes partly 9 per cent 
and partly 3 per cent), as at present and, also (except 
where the alternative tax on long-term gains applies), 
increases by 3 per cent the tax on capital gains, which 
are not subject to the existing Victory tax. These in­
creases in tax burden were offset, at least in part, by
(a) the fact that, in computing net income subject to 
the new normal tax, allowance was made for non­
business deductions, which were not allowed for Vic­
tory-tax purposes, and (b) the increase of the standard 
deduction allowance in the 1040A tax table, herein­
after referred to.
Further simplification was achieved by complete 
revision of the system of personal exemptions and 
credits for dependents. In essence, the new system pro­
vided for an exemption of $500 per person, i.e., the 
taxpayer himself, his spouse, and each of his “de­
pendents.” In separate returns of married persons 
living together the exemption was fixed at $500 (apart 
from dependents) instead of the previously existing 
right of such persons to apportion a joint marital 
exemption of $1,200 between them in any manner 
they may choose. If a joint return is filed, the exemp­
tion is $1,000 instead of $1,200 as theretofore; and 
the same result follows if the spouse has no gross 
income or deductions and is not a “dependent” of an­
other taxpayer.
The definition of the term “dependent” was com­
pletely revised. A “dependent” is now any person, 
regardless of age, whose gross income for the year is 
less than $500, has received more than half of his sup­
port during the taxable year from the taxpayer, is 
not included as a spouse in a joint return, and who 
is within prescribed degrees of blood or marital rela­
tionship to the taxpayer.
Among the results of this definition are (a) answer 
to the repeated plea for dependency status for chil­
dren over eighteen years attending college; (b) elimi­
nation of the troublesome “head-of-family” concept, 
since the credit given for the dependent who, under 
the old system, would establish the head-of-family 
status, increases the taxpayer’s exemption to the 
aggregate available to a married couple; (c) statutory 
expression of the administrative formula that fur­
nishing more than half the support is required in 
order to establish dependency status; (d) elimination 
of the right to a dependency exemption for minor 
children having substantial income from trust funds 
or other sources; and (e) elimination of duplicate 
exemption in the case of children claiming status as 
“head of family” by reason of support of a parent 
who might himself be earning income and claiming 
full marital exemption in his own return.
No apportionment is to be made as a result of 
change in status during the year. Marital status is to 
be determined as of the last day of the year unless 
the spouse died earlier during the year, in which case 
the status is determined as of the date of such death. 
Dependency status is based entirely upon whether, 
taking the year as a whole, the taxpayer furnished 
more than half of the “dependent’s” support.
A further step in the direction of standardization 
is the new provision that income from personal ser­
vice derived by a minor is taxable to the minor in a. 
separate return, and is not to be included in the re­
turn of the parent, regardless of provisions of local 
law governing the parent’s right to such income. If 
the minor had less than $500 gross income, the parent 
may be entitled to dependency exemption on his 
account without including the child’s income in his 
return; if, on the other hand, the minor’s income is 
more than $500, a separate return therefor is required 
by the minor or by the parent as fiduciary on his 
behalf.
The optional “1040A” tax tables originally intro­
duced in the Revenue Act of 1941, provided a simple 
method of tax computation in one operation by mere 
reference to a table which furnishes the tax for each 
income bracket and marital or dependency status. 
The principal defects of this option as previously in 
effect, were:
(1) Its limitation to gross incomes of less than $3,000;
(2) Its limitation to certain types of gross income;
(3) Use of three cumbersome tables (for single per­
sons, married persons filing separate returns, and 
heads of families and married persons filing joint 
returns, respectively) which could not possibly be 
put on the back of a return form except in print 
too small for easy reading;
(4) Absence of provision for earners of salaries, 
wages, and commissions who have substantial
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deductible expenses in connection therewith; and
(5) The fact that in so many cases it is more advan­
tageous to use the standard method of tax com­
putation rather than the 1040A tables.
In the 1944 Act this option was no longer limited by 
the type of gross income received. The 1040A method 
of taxation, in its previous form, could not be applied 
to incomes from businesses and did not work when 
applied to employees who incurred substantial ex­
penses in connection with their employment, because 
the taxes in the tables were based upon the amount 
of gross income. The 1944 Act applied the 1040A tax 
in these cases to the net profit from the business or 
occupation, by basing the tax on the amount of “ad­
justed gross income,” which, in substance, consists of 
gross income less business deductions and deductions 
for an employee’s expenses for food and lodging 
while away from home on business, and for such 
other expenses in connection with his employment as 
are covered by a reimbursement or expense allow­
ance arrangement. The same principle was extended 
to net income derived from the operation of real 
estate.
Eligibility for use of the 1040A tax tables was ex­
tended to adjusted gross incomes up to $5,000.
Since, under the new system of exemptions and 
credits, the credit for every possible type of marital 
and/or dependency status is an even multiple of a 
single basic exemption, it became possible to provide 
for all types of personal status in a single tax-rate 
table, by merely providing a sufficient number of 
columns to cover the maximum number of exemptions 
which would affect the tax computation on adjusted 
gross incomes of up to $5,000. Greater assurance that 
the 1040A table would be used in the vast majority 
of cases was afforded by constructing the tables on 
the basis of a standard allowance for deductions of 
10 per cent of adjusted gross income (instead of 6 per 
cent as previously). (Taxpayers having adjusted gross 
incomes of $5,000 or more, and, therefore, not able to 
use the 1040A tables, might elect to take a standard 
deduction of $500 in lieu of all deductions except 
those allowable in computing “adjusted gross in­
come,” and in lieu of credits for U. S. bond interest, 
etc., tax paid at source on tax-free covenant bonds, and 
foreign income taxes.)
On the theory that the entire tax of wage earners 
in these cases could be collected by withholding, it was 
sought to limit the return-filing requirement to the 
filing of a copy of form W-2 (annual statement re­
ceived from employer setting forth amount of com­
pensation and tax withheld), together with a certi­
fication on the reverse side thereof as to the em­
ployee’s exemption status, his total compensation in­
come from, and tax withheld by, all employers, if he 
had more than one during the year, and the amount 
of income, if any, on which tax had not been with­
held. This abbreviated form of filing would, of course,
have to be limited to cases where income not sub­
ject to withholding did not exceed a specified maxi­
mum, such as $100.
There were two alternative possibilities: (1) that 
no other return would be required, the amount with­
held being deemed to be the tax for the year; or (2) 
that the Bureau would make the tax computation 
and send a bill or a check for the unsettled differ­
ence. It was obvious that, in any event, provision 
would have to be made for optional return filing 
since, in certain cases, there was bound to be over­
withholding as, for example, where employment was 
not continuous, or the compensation fluctuated.
The feasibility of either alternative depended upon:
(1) Provision for graduated withholding, at higher 
rates, on salaries and wages in excess of the first 
surtax brackets;
(2) Closer correlation of the withholding tables with 
the 1040A tax tables;
(3) Providing for computation of the tax on low- 
bracket incomes in all, or virtually all, cases on 
the basis of the 1040A income-bracket tables.
Changes were made in the withholding procedure 
to bring about the closer correlation above referred 
to and became effective January 1, 1945. Three prin­
cipal features of these changes may be noted here:
(1) Withholding was provided at graduated rates so 
as to cover the entire tax on salaries and wages 
up to $5,000.
(2) Withholding was almost exactly at the rate of tax 
provided in the 1040A tax table, so that, with 
continuous employment at level compensation, 
and with no other income, the amount withheld 
would differ only negligibly from the actual tax 
as per such table.
(3) The wage brackets in the withholding tables 
were narrowed considerably. (In the weekly 
withholding tables the brackets are $1 apart until 
$60 is reached and are then $2 apart until $100 
is reached.) This removes the relatively great 
disparity which frequently occurred, under pre­
vious tables, between percentage withholding 
and withholding according to the tables, and also 
virtually eliminated the condition existing under 
previous withholding tables whereby an employee 
might find that, by receiving 50 cents of overtime 
compensation, the tax withheld was increased by 
$2 by reason of his being moved into a higher 
bracket. Under the new weekly tables a shift in 
bracket under $60 involves, at most, a difference 
of 20 cents in tax withheld.
The closeness of the correspondence between tax 
withholding and the tax per the 1040A tables is shown 
in the illustrations at the top of page 10.
The closeness of withholding to the actual tax, as 
indicated in the above illustrations, depended on the 
assumption that the tax will be computed on the 
basis of the 1040A table. There were at least two pos­
sible methods of validating this assumption. One was
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Status
Single—no dependents.............................................................
Single—no dependents.............................................................
Single—no dependents............ .................................................
Married—2 dependents.............................................................
Married—2 dependents.............................................................
Married—2 dependents................................................... .........
Amount Withheld Tax for the
Weekly for the Year per Year per
Salary Withholding Table 1040A Table
$25.00 $161.20 $157.00
45.00 374.40 369.00
85.00 832.00 831.00
32.50 31.20 31.00
50.75 130.00 131.00
91.00 572.00 568.00
to make all taxpayers subject to a minimum tax on 
the first $5,000 of “adjusted gross income” based on 
the 1040A table. This was subject to the objection that 
it involved an additional computation, as well as a 
complication in the treatment of partially exempt 
U. S. bond interest, etc. The other alternative, the 
one actually used, was to make the use of the 1040A 
table sufficiently advantageous that in the vast ma­
jority of cases it would be used in preference to the 
standard tax-computation formula. This was done by 
constructing the 1040A table on the basis of an allow­
ance for deductions of 10 per cent of “adjusted gross 
income,”—an amount larger, in most cases, than the 
taxpayer’s actual deductions.
The Act did not eliminate return filing by low- 
income wage earners. It provided for elective filing 
of an extremely simple form of return (Form W-2) by 
individuals whose gross income is less than $5,000, is 
derived entirely from employee compensation, divi­
dends, and interest, and whose gross income not sub­
ject to withholding does not exceed $100. This form 
provides for reporting simply sources and amounts of 
gross income, exemption status, deductions allowable 
in computing “adjusted gross income,” and tax with­
held. Filing of this simplified return constitutes an 
election to have the tax computed on the basis of the 
1040A tables. The taxpayer does not compute the 
tax; that is done by the collector, and bill or check 
for any unsettled difference sent to the taxpayer. If 
there is additional tax due, it is payable within thirty 
days after mailing of notice and demand.
This procedure simplified the tax-return problem 
for employees earning up to $5,000, except where 
their deductions exceed 10 per cent of their income, 
as in the case of those owning their own homes.
Tax Adjustment Act of 1945*
This Act was designed primarily to liberate funds 
for productive investment in the reconversion period. 
Certain needed technical corrections were also made. 
Among the principal provisions are:
(1) Increase in the specific excess profits tax exemp­
tion from $10,000 to $25,000, effective in 1946, 
with prorated allowance of the increase for tax­
able years falling partly in 1945 and partly in 
1946.
(2) Application of the 10 per cent postwar excess 
profits tax refund as a direct, current credit
against the tax for 1944 and later years, and for all 
tax payments for earlier years made after July 1, 
1945, and acceleration to January 1, 1946, of the 
date of availability of the “postwar refund” for 
earlier years.
(3) Adoption of a procedure by which a corporation 
expecting a net operating loss or unused excess 
profits credit and a consequent carry-back refund, 
may secure extension of time for payment of in­
stallments on the preceding year’s taxes, to the 
extent of the expected refund, pending tentative 
determination of the amount of such refund after 
filing of the return for the year of loss or unused 
credit. Interest and penalty provisions seek to 
prevent abuse of this procedure.
(4) Adoption of a procedure by which a corporation 
which has had a net operating loss or unused 
excess profits credit may file application for a 
tentative carry-back adjustment, which the com­
missioner, in the ordinary case, is required to 
examine and honor within 90 days, either by 
payment or credit against outstanding unpaid 
taxes, or application in satisfaction of the portion 
of the preceding year’s tax extended as in (3), 
above.
(5) Adoption of a procedure similar to that in (4), 
above, applicable to expected refunds resulting 
from shortening of the period of amortization of 
emergency facilities through proclamation of ter­
mination of the emergency or issuance of a cer­
tificate of non-necessity with respect to the 
facilities.
(6) Correction and liberalization of interest and 
statute of limitation provisions with respect to 
carry-back refunds.
Major Judicial Decisions
Decisions and rulings have continued to pour out 
in an ever-swelling stream. Many of these are dis­
cussed in the ensuing chapters. At this point, how­
ever, it seems appropriate to refer to a few of the out­
standing decisions of the United States Supreme Court 
in the past five years affecting income taxes.
(1) Cases dealing with tax avoidance and sepa­
rateness of corporate entity
(a) Higgins v. Smith 308 U. S. 473.
This case, in its immediate facts, involved the de­
*Note.—Chapters 25-30 were written before the enactment of 
the Tax Adjustment Act of 1945. However, Chapter 27 was re­
vised to include brief statements of the provisions of this Act.
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ductibility of a loss on the sale by a shareholder to 
his wholly-owned corporation, but also enunciated 
principles much more far-reaching. Thus:
“If, on the other hand, the Gregory case is viewed 
as a precedent for the disregard of a transfer of assets 
without a business purpose but solely to reduce tax 
liability, it gives support to the natural conclusion 
that transactions which do not vary control or change 
the flow of economic benefits are to be dismissed from 
consideration. . . .
“A taxpayer is free to adopt such organization for 
his affairs as he may choose and having elected to do 
some business as a corporation, he must accept the tax 
disadvantages.
“On the other hand, the government may not be 
required to acquiesce in the taxpayer’s election of that 
form of doing business which is most advantageous to 
him. The government may look at actualities and 
upon determination that the form employed for doing 
business or carrying out the challenged tax event is 
unreal or a sham may sustain or disregard the effect 
of the fiction as best serves the purposes of the tax 
statute. To hold otherwise would permit the schemes 
of taxpayers to supersede legislation in the determi­
nation of the time and manner of taxation.”
Especially worthy of note is the principle laid down 
that a taxpayer may not repudiate the forms and ar­
rangements which he has adopted, but that the gov­
ernment, upon a finding of unreality or sham, has the 
choice of accepting or disregarding the forms, trans­
actions, transfers, or arrangements employed.
(b) Moline Properties, Inc. v. Commissioner 63 S. 
Ct. 1132.
This case, which also dealt with a wholly-owned cor­
poration, held that while the corporate entity may be 
disregarded by the taxing authorities and the courts 
to prevent escape of tax liability, the taxpayer may 
not himself disregard as fictitious a corporate entity 
which he has created for his own advantage and 
through which he has carried on business. The cor­
porate taxpayer was unsuccessful in avoiding tax 
liability on its operations on the theory that it was a 
mere nominee for its owner. In this connection, see 
also Interstate Transit Lines v. Commissioner 63 S. Ct. 
1279.
(c) Helvering v. Horst 311 U. S. 112.
The taxpayer detached interest coupons from bonds 
owned by him shortly before the interest due dates 
and gave them to his son. The court held that he was 
nevertheless taxable on the interest, saying:
“The power to dispose of income is the equivalent 
of ownership of it. The exercise of that power to pro­
cure the payment of income to another is the enjoy­
ment and hence the realization of the income by him 
who exercises it. . . .
“The dominant purpose of the revenue laws is the 
taxation of income to those who earn or otherwise 
create the right to receive it and enjoy the benefit of it 
when paid.”
(2) Family trusts
(a) Helvering v. Clifford 309 U. S. 331 (1940).
In this ease the taxpayer created a trust for a period 
of five years, with his wife as beneficiary and reversion 
to himself at the trust termination, making himself 
trustee with very broad powers of management and 
control. Despite the fact that under the language of 
the sections of the statute dealing specifically with 
trusts the income was not taxable to the creator of the 
trust, the Court nevertheless held him taxable under 
Sec. 22(a), which subjects to tax “income derived from 
any source whatever.”
The Court relied primarily upon the grantor’s con­
tinued domination and control over the trust property 
and the retention of the income within the intimate 
family circle, characterizing the whole arrangement, 
significantly, as “at best a temporary reallocation of 
income within an intimate family group.”
A long series of cases dealing with the “Clifford 
doctrine” have been handed down. No one of the three 
factors of shortness of trust term, close relationship of 
beneficiaries, and retention of control is determinative 
in a given case. The test is always whether, under all 
the circumstances, the taxpayer (creator of the trust) 
remains in a practical, if not a legal, sense, the owner 
in substance of the trust property and its income.
(b) Helvering v. Stuart 317 U. S. 154.
This case held that in a trust for the benefit of 
minor children where, under the terms of the instru­
ment, all the income could be used for the support of 
the children, such income was held taxable to the 
parent (creator of the trust) whether used for that 
purpose or not, on the theory that such income was 
available to discharge the parent’s legal obligation of 
support and hence was available for “distribution to 
him,” which, under Sec. 167, made the income taxable 
to him. The effect of this case was nullified by the 
Revenue Act of 1943 which provided that in such 
cases only the portion of the income actually used to 
support the minor children was taxable to the parent- 
creator. The principle involved does not apply after 
the beneficiaries are no longer minors.
(3) Capital gains and losses
(a) Helvering v. Hammel 311 U. S. 504.
Owner’s loss on foreclosure sale of real estate held
to be a capital loss from a sale or exchange (where 
the property is a capital asset) even though the sale 
is “involuntary.”
(b) Helvering v. Janney 311 U. S. 189.
Held, that in a joint return of husband and wife, 
capital losses of one spouse may be offset against capi­
tal gains of the other.
(4) Stock dividend cases
Helvering v. Griffiths 318 U. S. 371.
Helvering v. Sprouse 318 U. S. 604.
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Helvering v. Strassburger 318 U. S. 604.
The area of nontaxable stock dividends had been 
continuously and progressively restricted by Supreme 
Court decisions in the Koshland and Gowran cases 
and by subsequent lower court decisions, so that by 
1943 the only type of stock dividend as to which there 
seemed reasonable assurance of nontaxability under 
the old decision in Eisner v. Macomber was a stock 
dividend paid by a corporation having only one class 
of stock—common—outstanding, payable in identically 
the same kind of stock. The Bureau of Internal 
Revenue was apparently bent upon obtaining a 
Supreme Court repudation of the Eisner v. Macomber 
decision, which would result in taxing all stock divi­
dends under the language of Sec. 115(f)(1), which, 
as amended in 1936, excluded stock dividends from 
taxable income only to the extent that they did “not 
constitute income to the shareholder within the mean­
ing of the Sixteenth Amendment to the Constitution.” 
The Griffiths case involved a dividend of common 
stock on common stock—the only class of stock out­
standing—an exact parallel to Eisner v. Macomber. 
The Court held, as a matter of statutory construction, 
that, in the 1936 amendment, Congress did not intend 
to tax stock dividends of common on common such 
as were involved in Eisner v. Macomber, so that it was 
not necessary to review the latter case as a matter of 
constitutional construction.
In the Koshland and Gowran cases, above referred 
to, the Court had held that, despite Eisner v. Macom­
ber, stock dividends which altered the proportionate 
interests of the shareholders were taxable, e.g., divi­
dend in common or preferred stock to preferred share­
holders; dividend to common shareholders in pre­
ferred stock of a class already outstanding. The Court 
now held, in the Strassburger case, involving a cor­
poration all of the stock of which was owned by one 
individual, that a dividend in new preferred stock paid 
on common stock (the only class outstanding) was not 
taxable as it did not change the shareholder’s propor­
tionate interests; and, in the Sprouse case, that a divi­
dend in non-voting common stock paid to holders of 
both voting and non-voting common stock was not 
taxable.
(5) Debt cancellation
Helvering v. American Dental Co. 318 U. S. 322.
Held, that gratuitous cancellation by creditors of 
accrued interest and rentals was not taxable income, 
but a non-taxable gift, despite the fact that tax benefit 
had been derived from deduction of the interest and 
rentals; and that, in such cases, solvency or insolvency 
of the debtor was immaterial. The exact scope and 
application of this important decision remains un­
determined,
(6) Corporate reorganisations
An important series of cases involving reorganiza­
tions in insolvency proceedings was handed down in 
1942:
Helvering v. Alabama Asphaltic Limestone Co. 
62 S. Ct. 540.
Palm Springs Holding Corp. v. Commissioner 62 S. 
Ct. 544.
Marlborough Investment Co. v. Commissioner 62 S. 
Ct. 537.
Helvering v. Southwest Consolidated Corp. 62 S. Ct. 
546.
Helvering v. Cement Investors, Inc. 62 S. Ct. 1125.
The common factor in the first four cases was that 
the reorganization was incidental to bankruptcy or 
other insolvency proceedings in which the equity of 
the original stockholders was wiped out so that they 
received no stock or securities in the reorganized com­
pany in exchange for their holdings. The primary 
question in each case was whether, because of the wip­
ing out of the stockholders’ equity, there was such a 
continuity of interest as to bring the transactions with­
in the scope of the statutory reorganization provisions. 
An incidental question was whether the conclusion 
was affected by the fact that the transactions were con­
summated through the medium of bankruptcy sale of 
the original corporation’s property, purchase of said 
properties by the bondholders’ committee and transfer 
thereof to the new corporation, rather than by direct 
exchange of the bankrupt’s properties for the new 
securities.
With respect to the second question, the court 
treated the individual steps as mere mechanics in ef­
fecting the major objective, namely, the transfer of 
the original corporation’s properties to the new com­
pany. With respect to the first question, the court 
held that in any case where a corporation is in fact in­
solvent and bankruptcy or other insolvency proceed­
ings are commenced, the only remaining equity is that 
of the creditors who, from that point on, supersede 
the stockholders as the ultimate equity owners of the 
corporation’s property, and if such creditors are rep­
resented in the new company by a substantial stock 
interest therein, there is a sufficient continuity of in­
terest to satisfy the underlying purpose of the reorgani­
zation statutes. So far as concerns the present statute 
(before amendment in 1943) which assumed its pres­
ent form in this respect in 1934, this type of reorgani­
zation would qualify as a statutory reorganization for 
tax purposes only if the consideration (apart from 
assumption of liabilities) given by the new company 
for the transfer of the properties, consisted solely of 
its voting stock. The issuance of stock purchase war­
rants or evidences of indebtedness would be fatal. The 
court also made it clear that the reorganization pro­
visions did not necessarily apply under such circum­
stances where property which had been mortgaged to 
secure a mortgage bond issue of a corporation had 
come into the hands of a new owner prior to insol­
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vency proceedings, and certainly did not apply where 
the new owner was not a corporation.
In the last mentioned decision the court held, in a 
bankruptcy reorganization, where the new corporation 
gave, as consideration, bonds as well as stock, that, 
although the transaction did not qualify as a reorgani­
zation under the Revenue Act of 1936 because of the 
presence of the said bonds, the receipt by the old 
company’s bondholders of the new securities might 
qualify as a tax-free exchange on the ground that the 
transaction involved a transfer of property to a con­
trolled corporation within the meaning of Section 
112(b)(5). To get around the fact that the property 
transferred to the new corporation was transferred 
not by the persons who received the new securities but 
by the old corporation, the court evolved the concept 
that the old company’s bondholders had at least an 
equitable interest in the old corporation’s property 
and that it was such equitable interest in the property 
which they caused to be transferred to the new com­
pany in exchange for its securities. The reasoning of 
the Court specifically left unanswered, because not 
properly presented to it, the question of whether 
there had been a constructive (and possibly taxable) 
exchange by the old bondholders of their bonds for 
the “equitable interest in the corporate property’’ 
which, the Court said, the bondholders, through their 
committee, caused to be transferred to the new com­
pany for its securities.
This subject has been very largely made statutory 
by amendments contained in the Revenue Acts of 1942 
and 1943, which dispose of many of the questions 
which the Court left open. The principal amended 
sections are Sections 112(b)(9), 112(b)(10), 112 (1), 
113(a)(20), (21), (22).
(7) Commissions on security purchases and sales
Spreckels v. Commissioner 62 S. Ct. 777.
The Supreme Court has now completed the story 
on brokers’ commissions; having held several years 
ago that purchasing commissions paid even by a per­
son engaged in the business of buying and selling 
securities (except as a real dealer) cannot be treated 
as an expense but must be added to the cost of the 
securities, the court now holds that selling commis­
sions, even when paid by a person engaged in securi­
ties trading business (except, of course, as a real 
dealer) may not be deducted as a business expense 
but must be applied to reduce the proceeds of sale.
(8) Tenants’ improvements
M. E. Blatt Co. v. U. S. 59 S. Ct. 186.
Helvering v. Bruun 60 S. Ct. 631.
The former case held that the value of improve­
ments made by a tenant to a landlord’s property, un­
less expressly designated as rent, is not income to the 
landlord when the improvements are made. The lat­
ter case held that the value added to the property by
the improvements at the time the landlord re-obtains 
possession of the property is taxable income to the 
landlord at that time. The effect of the latter case 
was expressly overriden by amendment in the Revenue 
Act of 1942.
(9) Employees’ stock options
Commissioner v. Smith 324 U. S. 177.
The tax status of options given to employees to pur­
chase stock in the employer corporation (or in another 
corporation) where the option price varied from the 
market value of the stock at the time of issuance of 
the option or at the time of its exercise has been the 
subject of much litigation. Taxability to the em­
ployee has been said to turn on whether the purpose 
of the option was to compensate the employee. In the 
above case, the market value of the stock at the time 
of granting of the option was the same as the option 
price (which was nominal). The option could have 
a value only if the optioned stock increased in value 
as a result of the taxpayer’s services. The Court held 
that inasmuch as the Tax Court found that the pur­
pose of the option was compensation and the option 
had no value when issued, the purpose must have been 
to compensate through the value which the taxpayer 
would receive by the purchase of valuable stock for 
the nominal option price, and, therefore, held tax­
able, as ordinary income, the difference between 
option price and market value of the stock at the time 
of exercise of the option. The Court expressly re­
frained from deciding whether, under other circum­
stances, the value of the option at time of issuance 
might constitute the compensation, and what the ef­
fect would be if the option were sold before exercise.
The entire subject of employees’ stock options is 
undetermined and in a state of flux.
(10) Adjustment of basis for depreciation
In the case of Virginian Hotel Corp. of Lynchburg 
v. Helvering, 63 S Ct 1260, the court held that upon 
the sale of property, the cost (or other basis) had to 
be reduced by depreciation previously claimed as a 
deduction and not disallowed, even though the de­
preciation thus deducted was excessive and the ex­
cessive deduction had resulted in no tax benefit. The 
theory of the decision was that under the statute the 
cost had to be reduced by depreciation previously 
allowed or allowable, whichever greater, and that 
depreciation which had been deducted and not dis­
allowed constituted depreciation “allowed.”
(11) Capital stock tax cases
Scaife Co. v. Commissioner, 62 S Ct 338.
Helvering v. Lerner Stores Corp. (Md.) 62 S Ct 341.
The Supreme Court, in these cases has finally con­
firmed our ever-growing suspicion that the statute 
dealing with the capital stock tax means exactly what 
it says in providing that a corporation’s original
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declaration of value in its capital stock tax return can­
not be amended. The effect of the decision was made 
particularly graphic in the Lerner Stores Corporation 
case in which the corporation was held bound to a 
$25,000 declared value figure erroneously placed upon 
its return, when the figure which, concededly, had been 
intended was $2,500,000. Despite the obvious severe 
hardship to the corporation, the court held that it was 
without power to grant relief. The Lerner Stores 
Corporation case also finally laid to rest the claim that 
this tax and the related declared value excess profits 
tax were unconstitutional.
(12) Deduction of contested taxes
In Dixie Pine Products v. Commissioner, 320 U S 
516, the court held that a taxpayer on the accrual 
basis may not accrue and deduct the amount of a tax, 
the liability for which it is contesting in the courts.
Tax Accounting versus Generally Accepted 
Accounting Principles
We still have with us the perennial thorny ques­
tion of differences between net income in the ac­
counting sense and net income as the courts construe 
it. The ever-widening divergence between these two 
concepts has become the despair of taxpayers, business­
men, accountants and tax practioners alike. The three 
principal variations are those dealing with accrual 
dates of taxes, the treatment of prepaid income, and 
the treatment of reserves.
In the tax accrual cases the courts, relying upon cer­
tain language in U. S. v. Anderson, 46 S Ct 131, have 
held that taxes are allowable as deductions on the ac­
crual basis on the “liability fixing” date, i.e., when all 
facts exist which fix the liability to pay the tax and 
the amount thereof, and have generally declined to 
follow the universally accepted accounting practice 
of spreading tax deductions over the period to which 
applicable. In the case of property taxes, varying 
standards by which to fix the accrual date have been 
set up. The Bureau has generally adhered to the so- 
called ownership date, that is, the date upon which 
the taxable status of the property is determined and 
the person liable to the tax is fixed by reason of his 
ownership of the property on that date. Some of 
the courts have held that accrual occurs on the later 
date upon which the amount of the tax is ascertained; 
still other courts have held that the accrual date occurs 
when the tax has been ascertained and all acts have 
occurred which authorized collection of the tax; still 
other courts hold that the accrual date occurs when 
the tax becomes a lien upon the property. All of these 
cases seem to overlook the thought that while the taxes 
in question may accure, in the liability sense, on a fixed 
date, accrual in that sense is, under the accrual method 
of accounting, really nothing more than the equivalent 
of payment and it does not necessarily follow that 
proper accounting may not permit or require defer­
ment or spreading of the item over the proper account­
ing period, so as clearly to reflect income.
Several decisions have voiced approval of the spread­
ing or deferment process, as clearly reflecting income, 
where that method of accounting was regularly em­
ployed by the taxpayer. Tendencies in this direction 
had also appeared in several court decisions dealing 
with the apportionment of property taxes between 
vendor and vendee upon a sale of property after the 
technical accrual date, but before the expiration of 
the year to which the taxes were applicable. The pro­
ponents of the recognized accounting method of spread­
ing or deferring tax deductions received a rude shock, 
however, in the Supreme Court’s decision in Magruder 
v. Supplee 62 S Ct 1162, in which the Court held that, 
regardless of any local law or custom or private agree­
ment as to apportionment of taxes, the purchaser of 
real property after the date upon which the property 
tax has either become a lien on the property or a per­
sonal liability of the vendor, may not deduct any part 
of said tax when paid, on the theory that said tax was 
imposed upon the vendor, was a liability against the 
property when purchased, and its assumption by the 
purchaser was merely an addition to his cost, and, gen­
erally, that a tax can be deducted only by the person 
on whom imposed. While the decision does not, in 
terms, cover cases in which the local law does not make 
the owner personally liable for the property tax, the 
implication is that the decision will cover such a case 
as well. While the opinion of the Court does not 
necessarily preclude the spreading or deferment 
method of deducting property taxes rather than the 
technical accrual date method, where no sale of the 
property occurs, it builds even higher the judicial 
hurdle which the spreading or deferment method 
must leap. This appears particularly from the state­
ment in the Court’s opinion:
“And it is misleading to speak of real estate taxes 
as ‘applicable’ to the fractional part of a tax period 
following purchase. Such taxes are simply one form 
of raising revenue for the support of government. They 
are not like rent, nor are they paid for the privilege 
of occupying property for any given period of time.”
In the prepaid income cases, the Board and the 
courts have thus far uniformly held that, even on the 
accrual basis, prepaid income must be reported as 
taxable income in the year received, even though there 
is a continuing obligation on the recipient to render 
services or incur expenditures, and even though, upon 
failure of performance, the recipient might be obli­
gated to refund the prepayment. These decisions are 
all based upon language contained in the Supreme 
Court’s opinions in North American Oil Consolidated 
v. Burnet, 286 U S 417 and Brown v. Helvering, 
291 U S 193 to the effect that earnings received under 
a claim of right and without restriction as to disposi­
tion, are taxable as income even though it may later 
be held that the recipient is liable to return the money.
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While, in the opinion of some, deferment of prepaid 
income on the accrual basis is not only not precluded 
by these decisions but is, in effect, authorized by other 
Supreme Court decisions, the fact is that up to the 
present time the Bureau, the Tax Court and all of the 
courts which have passed upon the question have 
held that prepaid income is taxable in the year of 
receipt, even on the accrual basis. Even in cases where 
arrangements for prepayment of rent are made for the 
purpose of enabling the landlord to pay brokers’ com­
missions, or make improvements on the property, the 
holding has been that the prepaid rent must be re­
ported as income, while the expenditure must be 
amortized over the life of the lease or the property, 
as the case may be.
The third respect in which tax accounting differs 
from generally recognized accounting is the deducti­
bility of contingent reserves. The Supreme Court has 
held that reserves for contingent liabilities, including 
under this heading reserves for cash discounts, are 
not deductible (Brown v. Helvering, supra, Lucas v. 
American Code Co., 50 S Ct 202); that deductions 
must be based, even on the accrual basis, upon liabili­
ties determined by facts in existence at the end of the 
taxable year.
The impact of these decisions appears contra to the 
terms of Sec. 41 of the Code, namely:
“The net income . . . shall be computed in accord­
ance with the method of accounting regularly em­
ployed in keeping the books of such taxpayer; but 
. . . if the method employed does not clearly reflect 
the income, the computation shall be made in accord­
ance with such method as in the opinion of the Com­
missioner does clearly reflect the income.”
The regulations (Reg. 111) provide:
“Although taxable net income is a statutory con­
ception, it follows, subject to certain modifications as 
to exemptions and as to deductions for partial losses 
in some cases, the lines of commercial usage. Subject 
to these modifications statutory net income is com­
mercial net income. This appears from the fact that 
ordinarily it is to be computed in accordance with 
the method of accounting regularly employed in keep­
ing the books of the taxpayer.” (Sec. 29.21-1)
“If the method of accounting regularly employed 
by him in keeping his books clearly reflects his in­
come, it is to be followed with respect to the time as 
of which items of gross income and deductions are to 
be accounted for.” (Sec. 29.41-1)
“Approved standard methods of accounting will 
ordinarily be regarded as clearly reflecting income.” 
(Sec. 29.41-2)
“It is recognized that no uniform method of ac­
counting can be prescribed for all taxpayers, and the 
law contemplates that each taxpayer shall adopt such 
forms and systems of accounting as are in his judg­
ment best suited to his purpose.” (Sec. 29.41-3)
The Supreme Court, in the leading case of U S v. 
Anderson, supra, in referring to the original statutory
forerunner of the above quoted excerpts from Sec. 41, 
and to a Treasury Decision promulgated thereunder, 
stated:
“It [the Treasury Decision] recognized the right 
of the corporation to deduct all accruals and reserves 
without distinction made on its books to meet liabili­
ties, provided the return included income accrued and, 
as made, reflected true net income ... it [the pur­
pose of the statute] was to enable taxpayers to keep 
their books and make their returns according to 
scientific accounting principles, by charging against 
income earned during a taxable period, the expenses 
incurred in and properly attributable to the process of 
earning income during that period.”
The courts have seemed to depart far from the 
spirit of the Anderson case, with resulting distortions 
of income. A striking example of such distortion oc­
curs where a landlord, negotiating a long-term lease, 
in order to finance the payment of the broker’s com­
mission, arranges for the payment in advance of 
rentals applicable to the last few years of the lease. 
The decisions have held that the rental thus received 
in advance must be included in taxable income in the 
year of receipt, whereas the broker’s commissions, 
which such advance rentals were intended to finance, 
may not be deducted in the year of payment, but must 
be spread over the life of the lease. In such cases the 
result frequently is an abnormally large taxable net 
income in the first year of the lease, and equally unreal 
losses in the last few years of the lease—not by reason 
of any real variations in results of operation, but solely 
by reason of the artificial accounting procedure en­
forced for tax purposes.
Whatever hope may have been entertained in many 
quarters that, upon review by the high court, gen­
erally accepted accounting principles would be sus­
tained for tax purposes, received a severe set-back in 
the decision in Security Flour Mills Co. v. Commis­
sioner. In that case, which involved the taxpayer’s 
claimed right to deduct in 1935 refunds made in later 
years of amounts collected in 1935 to reimburse for 
AAA taxes which were never collected because of the 
invalidation of that tax, the court emphasized that 
under the accrual method, items of income or de­
duction must be included in the year in which the 
right to receive or obligation to pay and the amount 
thereof, are fixed, and may not be allocated to other 
years on the theory that, by reason of the nature of 
the transaction, it may properly belong in the other 
year and would more clearly reflect income in that 
way. This decision has been cited as authority for 
adhering to the lower courts’ prior treatment of pre­
paid income, under which taxability occurs in the 
year of receipt rather than in the later years to which 
the income applies.
In a later chapter the case of Dobson v. Commis­
sioner, 320 U S 489, is discussed at greater length, 
particularly in the respect for which it is primarily im­
portant, i.e., its effect upon the finality, or scope of re­
Ch. 24-p. 16 Contemporary Accounting
view, of Tax Court decisions. At this point it may be 
mentioned that in the Court’s opinion it is indicated 
that where no statute or regulation applies, matters of 
tax accounting are questions of fact upon which the 
Tax Court’s determination is not subject to review. 
Future Tax Prospects
Undoubtedly, major tax revision will be enacted 
shortly, now that the war is over. Presumably, the 
relief granted will be based upon a combination of 
the theories, on the one hand, that relief should be 
granted to business so as to encourage productive in­
vestment which is the mainspring of employment and, 
on the other hand, that relief should be granted to 
individuals, particularly in the low-income brackets, 
in order to increase purchasing power. The approxi­
mate limits of tax revision may be indicated by mak­
ing certain assumptions as to the key factors of post­
war national income and federal budget, namely: if
the budget were to be balanced at 20 billion dollars, 
on the basis of a national income of 120 billion dollars, 
it would be possible to eliminate the excess profits tax, 
remove the double tax on corporate dividends—once 
to the corporation and again to the shareholder upon 
dividend distribution—and to eliminate the present 
3 per cent normal tax on individuals; but very little 
else. If, of course, the national income or the federal 
budget should be higher or lower than the assumed 
figures, the tax reduction possibilities would change 
accordingly. Likewise, if, within the assumed figures, 
it were sought to do more for individuals, less could 
be done for corporations, etc. Certain technical revi­
sions, found necessary by wartime experience, seem in 
prospect. Some of these have been made in the Tax 
Adjustment Act of 1945. A long-range study, with a 
view to over-all simplification of the revenue laws, 
seems long overdue.
CHAPTER 25
CHANGES IN DETERMINATION OF TAXABLE GROSS 
INCOME, INCLUDING CAPITAL GAINS AND LOSSES
By Charles Melvoin
IN a preceding chapter, there has been set forth in summary fashion an idea of the extensive changes, both statutory and otherwise, that have occurred in 
the field of federal income and related taxes since 1939.
Many of these changes involve the introduction of 
new concepts in respect of what constitutes gross in­
come, and serve further to direct attention to the ap­
parently irreconcilable differences and disparities be­
tween accounting and tax determination of income.
Of necessity, the choice of materials to be empha­
sized has had to be limited, and so instances and situ­
ations, other than those specifically covered herein, 
have either had to be completely omitted or otherwise 
cursorily dealt with. Thus, for instance, treatment of 
the question as to whether stock options result in re­
ceipt of taxable income and the time as to the inci­
dence thereof, are not covered. (See the decision of 
the Supreme Court in Commissioner v. John H. Smith, 
decided on February 26, 1945, concluding that com­
pensation was intended when the option was given 
and that ordinary income, instead of capital gain, was 
realized in the year of exercise, measured by the dif­
ference between the option price and the value of the 
stock when received.)
Alimony
Law Section—IRC 22(k), 23(u) and 171
General statement. No longer is a husband denied 
a deduction for alimony or separate maintenance pay­
ments. Effective with taxable years beginning after 
December 31, 1941,1 the recipient is taxed on alimony 
payments, including separate maintenance allowances, 
if such payments are received periodically, pursuant to 
a decree of divorce or separation, or a written agree­
ment incident to such divorce or separation, which re­
quired and imposed a legal obligation upon the hus­
band to make such payments. Money or the part of 
the money which is payable for the support of minor 
children of the husband and included in an alimony 
decree, is not taxable to the former wife, but continues 
taxable to the ex-husband. Further, money payments 
in amounts less than the total of the support money 
and alimony, are first applied to the amounts due in 
support of the children, thereby minimizing the 
amount taxable to the former wife.
Periodic or instalment payments. To come with­
in the ambit of the new legislation, the payments must 
not only be pursuant to a decree of divorce or separate 
maintenance or under a written instrument incidental
to such divorce or separation, but the payments must 
also be periodic. Satisfaction of a gross (lump-sum) 
award in instalments is not periodic unless, by the 
terms of the decree or instrument, the payment period 
is or may be more than ten years. In the latter case, 
the instalments paid for the taxable year of the wife 
are deemed periodic only to the extent that they do 
not exceed 10 per cent of the principal sum due 
under the award or decree.
Alimony and support trusts. Income is also tax­
able to the recipient in cases of periodic payments 
received from property transferred in trust or other­
wise, pursuant to the decree of divorce or separate 
maintenance. In fact, the recipient is now taxed on 
payments received from trusts created prior to the 
divorce and not in contemplation thereof, and which, 
were it not for the divorce or separation would be 
taxable to the husband. To cover these cases, Sec. 
171 was added to the Code. The latter differs from 
the provisions of Sec. 22 (k) in the following more 
important particulars:
(a) Under Sec. 22 (k), the wife will have to include 
the full amount of the periodic payments received, 
whether or not in excess of the trust income, but 
Sec. 171 requires that amounts so credited or dis­
tributed to her be included only to the extent 
that such amounts are out of income from the 
trust for the taxable year.
(b) The wife is taxed even though the husband re­
tains control of the trust estate.
(c) “Sec. 22(k) applies only if the creation of the trust 
or payments by a previously created trust are in 
discharge of a legal obligation imposed upon or 
assumed by the husband (or made specific) under 
the court decree or an instrument incident to the 
divorce or legal separation . . .” (Reg. 111, Sec. 
29.171-1).
For a further discussion of alimony trusts, see
Chapter 29.
Proceeds of life insurance or annuity contracts 
payable as alimony to divorced spouse. The amend­
ment to the law rendering alimony payments taxable 
to the former wife, also modified the rules respecting 
the taxability of life insurance proceeds.2 Generally, 
there is to be included in gross income of a divorced 
or legally separated wife, all of the instalment pay­
ments made to her by an insurer, provided the policy 
was taken out by the husband pursuant to the divorce
1See Sec. 120 (a), 1942 Act, for effective dates where taxable 
years of husband and wife differ.
2See IRC Sec. 22 (b) (2) (A).
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or separation decree or agreement incidental thereto.3
Tax Benefit Rule
Law Section—IRC 22(b)(12)
General statement. Controversies had frequently 
engaged the attention of the Tax Court (formerly the 
United States Board of Tax Appeals), and other courts, 
respecting the question as to whether or not recoveries, 
in a later year, of expenses or losses deducted in prior 
years which did not serve to reduce income taxes other­
wise payable should be included as taxable income 
upon their recovery. The Tax Court had developed a 
theory which held that as long as no tax benefit had 
been derived by the taxpayer, a later recovery should 
not produce taxable income in the subsequent year. 
The appellate courts, however, did not always concur 
in the doctrines enunciated by the Tax Court. Con­
gress expressed limited approval of the theory by 
adding Sec. 22(b)(12) to the Code. That section speci­
fically relates to recoveries during the taxable year of 
bad debts, prior taxes, or delinquency amounts, and 
excludes them from gross income to the extent “of the 
amount of the recovery exclusion with respect to such 
debt, tax or amount.’’4
The section is made retroactive to all taxable years 
beginning after December 31, 1938, and in some re­
spects applies to all prior Revenue Acts. Special rules 
are applicable to personal holding companies and 
those corporations which are subject to surtax on im­
proper accumulation of surplus.
Definitions of terms. “Bad debt” means a debt for 
which a deduction was allowed in a prior taxable 
year on account of worthlessness or partial worthless­
ness, and includes a deduction for worthless securities 
as well as other debts, even such worthless securities as 
are subject to the capital loss provisions.
“Prior taxes” has reference to taxes on account of 
which a deduction or credit was allowed in a prior 
taxable year.
“Delinquency amounts” means amounts, paid or 
accrued, for which a deduction or credit was allowed 
in a prior taxable year, and which were attributable 
to a failure to file timely returns or to pay a tax on 
time. The term includes interest on delinquent taxes, 
both state and federal; but penalties which are not 
deductible in prior years, such as a penalty payment 
on a federal tax, are not affected. The deduction not 
having been allowed, the recovery does not become 
income.
• “Prior years” may include not only the year of de­
duction, but other years which might be affected in 
consequence of a net operating loss deduction.
“Recovery exclusion” has reference to the amount 
of deduction or credit which, in accordance with the 
Regulations, did not result in a reduction of the tax­
payer’s income tax liability for any prior taxable year, 
reduced by the amount of recoveries which were ex­
cludable in the intervening taxable years.
It should be especially noted that the bad debts,
prior taxes, and delinquency amounts included in 
Sec. 22(b)(12) are those for which a deduction was 
credited or allowed for a prior taxable year and not 
items of a like character which previously were 
charged against a reserve account. The treatment of 
recoveries where the reserve method is employed is 
merely to credit the sum to the reserve. Hence they 
do not partake of the character of gross income.
Manner of computation of recovery exclusions. 
The Regulations which have been promulgated con­
tain typical examples of the determination of exclud­
able recoveries and also demonstrate the effect of loss 
carry-overs and carry-back provisions which resulted 
in tax benefits. Taxpayers seeking recovery exclusions 
are required to submit “the computation of the recov­
ery exclusion claimed for the original year in which 
the items were deducted or credited and computations 
showing the amount recovered in the intervening 
years on account of the Sec. 22(b)(12) items deducted 
or credited for the original year.”
Cancellation of Indebtedness
Law Section-IRC 22(b)(9)
General statement. Closely related to the tax-bene­
fit’doctrine and analagous to it, is the problem of the 
extent to which taxable gain may result from the can­
cellation or discharge of indebtedness at less than par. 
The cancellation may take the form of forgiveness of 
the debt, with or without consideration, of reduction 
of the debt, or its assumption by another person. It 
thus may be a gift even between persons having busi­
ness relationships,5 or it might be a contribution to 
capital or a reduction of purchase price. Cancellations 
pursuant to bankruptcy proceedings are governed 
specially by provisions of the Bankruptcy Act, as 
amended. See discussion in Chapter 22.
No precise statement can be made with reference to 
the existence or non-existence of income flowing from 
cancellations. As was stated by a 7th Circuit Court in 
Hirsh v. Commissioner, 115 Fed. 2nd 656 (1940): “We 
cannot say categorically that all reductions constitute 
income. Each case must rest upon its own facts.”
Statutory provisions of the Code dealing with this 
subject were first introduced by the Revenue Act of 
1939 which extended the relief afforded by the provi­
sions of the Chandler Act in cases of reorganizations 
under the bankruptcy law, by declaring that corpora­
tions in an unsound financial condition might exclude 
from gross income the amount of any income attribut­
3For further discussion, see Coordinators Cyclopedic Tax Serv­
ice, Vol. 2, 1944 series, paragraph 204.46.
4For an interesting application of the tax benefit doctrine to 
cases other than those specifically covered by Sec. 22(b) (12), 
see Dobson et al v. Helvering, 320 U. S. 489 (1943) . On the 
other hand, with respect to the depreciation deduction, see 
Virginian Hotel Corp. of Lynchburg v. Helvering, 319 U. S. 523 
(1943) ,
5See decision of Supreme Court in Helvering v. American Den­
tal Co., 318 U. S. 322 (1943).
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able to discharged indebtedness. This principle was 
expanded by the Revenue Act of 1942 (Sec. 114(a) 
thereof) and now includes all corporations. A change 
was made by eliminating the requirements of unsound 
financial condition as a prerequisite and making the 
provisions applicable regardless of the financial condi­
tion of the corporation, thus paving the way for grant­
ing whatever advantages may result therefrom to all 
corporations whether or not their credit was impaired.
As the 1942 Act did not make an elimination of the 
requirement of unsound financial condition retroac­
tive, except as to taxable years beginning after De­
cember 31, 1941, this prerequisite must still be met by 
corporations whose debts were canceled after June 29, 
1939, and before the end of any taxable year which 
began in 1941.
Effective period. As originally passed in 1939, the 
measure was temporary and was to expire on Decem­
ber 31, 1942. By the amendment of the 1942 Act, the 
provisions have been extended three years to Decem­
ber 31, 1945.
Nature of indebtedness to which section applies.
To be eligible for the exclusion of possible income 
arising or resulting from the cancellation, the dis­
charge must be of any indebtedness “of the taxpayer 
or for which the taxpayer is liable, evidenced by a 
security.” By “security” is meant any bond, debenture, 
note or certificate, or other evidence of indebtedness 
issued by any corporation, regardless of when issued. 
It does not have to be the primary obligation of the 
corporation; it will also extend to assumed obligations 
of the character enumerated. There is no longer a re­
quirement that the security be in existence on June 1, 
1939.
Consents to be filed. The Act as amended pro­
vides that the amount of any income attributable to 
the discharge within a taxable year of any indebted­
ness of a corporate taxpayer, shall not be included in 
gross income, provided the taxpayer consents to the 
Regulations prescribed under IRC Sec. 113(b)(3). The 
consent requires that the basis of the property owned 
by the corporation be reduced. It is further provided 
that the consent must be made at the time of the 
filing of the return and shall be made in such manner 
as the Commissioner may by the Regulations pre­
scribe. The election is evidenced by execution of 
form 982.
Rules as to reduction of bases. The Regulations 
prescribe the order of property to which the reduction 
of basis shall be applied. Thus, if the indebtedness 
was incurred in connection with the purchase of sev­
eral items of specific property, the Regulations should 
be consulted so as to make the proper application 
against the various properties affected in accordance 
with the order set forth in the Regulations.
Generally, indebtedness relating to property other 
than inventories is first reduced; thereafter, the reduc­
tion is applied pro rata to other forms of property,
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and if there still remains an excess, it will be applied 
to reduce the basis of inventories and notes and ac­
counts receivable. In special cases, the corporation 
may obtain the Commissioner’s consent to limit the 
reduction to certain properties of the corporation 
rather than to a pro rata reduction of whole classes of 
property, or otherwise allocating the reduction among 
particular properties.
Treatment of unamortized premium or discount.
If, as a result of the discharge of indebtedness, there 
remains unamortized premium or unamortized dis­
count, the amount of the income attributable to the 
premium is to be excluded and the amount of the 
deduction otherwise attributable to the discount shall 
be disallowed as a deduction.
Debts of corporations. Corporations are free to 
choose whether or not they wish to come under the 
provisions of Sec. 22(b)(9). The penalty, as has been 
indicated, is a reduction of basis. If the exclusion 
from gross income in consequence of cancellation of 
the corporation’s indebtedness can be supported under 
other theories having judicial support, the necessity 
for reduced bases might very well be eliminated. 
For example, the forgiveness might constitute a gift. 
[See Helvering v. American Dental Co., 318 U. S. 322 
(1943).] Or, it might not be taxable if taxpayer is in­
solvent (Lakeland Groceries Co., 36 BTA 289), or is 
not personally liable for the debt. Hence, the facts in 
relation to the indebtedness should be particularly 
investigated before making the election. Problems of 
income attributable to the discharge of indebtedness 
of railroads are dealt with in IRC Sec. 22(b)(10).
Purchase by corporation of its own bonds. As 
has been indicated heretofore, Sec. 22(b)(9) provides 
only a temporary exemption of income from a cor­
poration's discharge of its indebtedness. In connec­
tion with the issuance and reacquisition of bonds, gain 
or loss may ensue. Regulations 111, Sec. 29.22(a)(17), 
detail the determination of income to be taken into 
account or deductions allowable in the taxable year 
in instances involving issuance of bonds at face value 
or at a premium or at a discount. Generally speaking, 
premium and discount are handled in accordance with 
sound accounting rules—namely, pro-rating over the 
life of the issue. Gain or loss upon reacquisition 
similarly follows accepted accounting practice. The 
exception to these general rules is that if the premium 
is received on bonds issued before March 1, 1913, no 
part of the premium is income, but if the bonds were 
issued at a discount before March 1, 1913, the discount 
may be amortized over the life of the issue and de­
ducted pro rata. If election is sought under Sec. 
22(b)(9), then the unamortized premium and discount 
are to be dealt with as therein provided.
Last-in, First-out 
Law Section—IRC 22(d)
General statement. Responding to numerous com­
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plaints of taxpayers that the recognized methods of 
evaluating inventories prior to 1938 ofttimes resulted 
in distortions of income where lags existed between 
current costs of materials and current selling prices, 
Congress provided, in the Revenue Act of 1938, 
“elective method,” known more popularly as the “last- 
in, first-out,” or Lifo method, of valuing inventories.
As originally enacted, the election was limited to 
certain types of industries, like smelters and refiners 
of non-ferrous metals and to tanners, and to certain 
types of products. Subsequently, in 1939, the election 
was extended to all taxpayers who applied for its use 
and used it consistently, regardless of the nature of the 
business in which the taxpayer was engaged and fur­
ther expanding the provisions to embrace all types of 
goods, whether raw materials or finished products.
One of the conditions attached to the use of the 
method was a strict requirement that if the elective 
inventory method is used it must be not only for in­
come tax determination but also in connection with 
'the issuance of financial reports.
Amendments made by the 1942 and 1943 Acts lib­
eralized requirements in respect of financial reports 
and also added certain relief provisions for involun­
tary liquidations.
Use of the elective method. The elective method 
may be used only if the taxpayer obtains permission 
of the Commissioner to use it. Requirements include 
filing with the return for the first taxable year as of 
the close of which the method is first to be used, a 
statement of the election on form 970, together with 
analyses of all inventories, both at the beginning and 
end of the taxable year. The rules and requirements 
for the use of the method are complicated and techni­
cal and require careful study before adoption. Once 
the method is adopted, it must be adhered to con­
sistently for subsequent taxable years until the Com­
missioner approves a change or orders a change in 
consequence of finding that the taxpayer has been 
using a different method for business purposes.
The election may be applied to all goods or to only 
a certain class of goods if the taxpayer has different 
kinds of products. But the election of the method 
can only affect the particular goods involved in the 
application filed with the Commissioner.
The Lifo method is available only if the taxpayer 
consistently uses this rule for its annual reports to 
shareholders, partners, beneficiaries, or for credit pur­
poses. This last requirement has been liberalized by 
not denying the use of the method if, for such other 
purposes, “market” is used instead of “cost,” or if 
monthly, semiannual, or other interim reports are 
made on a different basis of valuation.
The amendments contained in the 1942 and 1943 
Acts not only extended the benefits to all taxpayers 
and liberalized the conditions with respect to finan­
cial reports, but also afforded relief to taxpayers avail­
ing themselves of the Lifo method in instances de­
scribed as “involuntary liquidation and replacement 
of inventory.”
Involuntary liquidation of inventories. Taxpay­
ers who have complied with the Regulations, and have 
elected the method of valuation popularly known as 
“last-in, first-out,” or Lifo, are afforded by the Code 
an opportunity to obtain relief from the consequences 
of involuntary liquidation of their base-stock inven­
tory resulting from war conditions. To take advantage 
of this, the taxpayer is required to make an election 
at the time of filing the income tax return for the 
year in which the inventory is involuntarily liqui­
dated, and to notify the Commissioner to that effect.
By the amendments contained in the 1943 Act, this 
particular relief first set out in the 1942 Act, is made 
applicable to years beginning in 1941, provided the 
election is indicated or made within six months fol­
lowing the enactment of the 1943 Act.
The purpose of the relief provision was to permit 
taxpayers to replace the base stock which had been 
involuntarily disposed of, due to inability to purchase 
similar units because of wartime restrictions. In con­
sequence of having a lesser number of units at the end 
of any taxable year, gain has been realized from forced 
liquidation of all or a portion of the base stock. When 
the taxpayer subsequently replaces the units disposed 
of (provided the replacement occurs before the end 
of the third year after the cessation of hostilities), an 
opportunity of securing a tax adjustment is granted 
with reference to the year in which such items were 
liquidated. The adjustment is based upon a substitu­
tion of the cost of replacement for the cost of the base 
stock involuntarily liquidated.
The effects should be carefully weighed and con­
sidered, as the adjustment may have consequences in 
other years and will necessitate corrections for all years 
affected, including those modified by carry-backs. An 
illustration may perhaps make the provisions more 
patent:
Assumed Facts: Base-stock inventory at the begin­
ning of the year of involuntary liquidation—2,000 
units carried at $3 per unit. Number of units sold in 
year of involuntary liquidation—6,000 at $6 per unit. 
Number of units purchased in the year of involuntary 
liquidation—5,000 at $4. Closing inventory at the end 
of the year of involuntary liquidation—1,000 units at 
$3. Replacement occurs within three years after the 
close of the war, under varying conditions, as follows:
(a) at $4 per unit; (b) at $2 per unit; (c) at $3 per unit.
In consequence of the replacement occurring as in
(a) above, the effect will be to decrease profits in the 
year of involuntary liquidation and cause a refund. 
Case (b) will result in an increase in profits or a de­
ficiency in taxes. The third instance, case (c), will re­
quire no adjustment, for it assumes that both liquida­
tion and replacement are at the same level.
Gift of Accrued Interest
Law Section—IRC 22(a)
General statement. While no amendments have
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been made to the catch-all section of the Internal 
Revenue Code defining gross income, nevertheless 
problems are always arising as to whether income is 
realized by a particular taxpayer, thereby subjecting 
it to taxation within the provisions of section 22(a). 
Unless the income is specifically exempted, the Code 
attempts to impose a tax upon all income received. 
Mere shams or devices intended to divert the assess­
ment of taxes from one to another, are of course 
frowned upon.
Among the conditions that have attracted the at­
tention of the courts are those involving the assign­
ments of income, with the taxpayer and government 
taking diametrically opposed views as to whether the 
assignee or assignor should be taxed.
The courts have taken a hand in setting forth the 
principles for determining the right taxpayer, from 
which it appears that the following general views have 
been developed:
(a) Income is taxable to the person who earns it.
(b) Income from ownership of property is taxable to 
the owner.
(c) Income controllable by a taxpayer is taxable to 
that person.
(d) Income which results in the enjoyment of benefits 
to a taxpayer is taxable to that person.
It is in connection with the “ownership of property” 
theory (“the fruit is not to be attributed to a different 
tree from that on which it grew”), and “enjoyment of 
income” theory (sometimes referred to as the “flow of 
satisfaction” concept) that the Supreme Court found 
the assignor, who delivered negotiable interest cou­
pons to his son, shortly before maturity, taxable on 
coupons collected in the same year by the son. 
[Helvering v. Horst, 311 U. S. 112 (1940)] The impor­
tance of the case is its effect on the theory of “the 
enjoyment of income” as a basis for determining tax 
liability. The Supreme Court apparently based its 
decision on this doctrine, stating as follows:
“Underlying the reasoning of these cases is the 
thought that the income is ‘realized’ by the assignor 
because he who owns or controls the source of the in­
come also controls the disposition of that which he 
could have received himself and indicates the pay­
ment from himself to others as the means of procuring 
the satisfaction of his wants. The taxpayer has equally 
enjoyed the fruits of his labor or investment and ob­
tained the satisfaction of his desires, whether he col­
lects and uses the income to procure that satisfaction, 
or whether he disposes of the right to collect it as the 
means of procuring them.
“Although the donor here, by the transfer of the 
coupons, has precluded any possibility of his collect­
ing them himself, he has nevertheless, by his act, pro­
cured payment of the interest as a valuable gift to a 
member of his family. Such a use of his economic 
gain, the right to receive income, to procure a satisfac­
tion which can be obtained only by the expenditure 
of money or property, would seem to be the enjoyment
of the income whether the satisfaction is the purchase 
of goods at the corner grocery, the payment of his debt 
there, or such non-material satisfactions as may result 
from the payment of a campaign or community chest 
contribution, or a gift to his favorite son. Even 
though he never receives the money, he derives 
money’s worth from the disposition of the coupons 
which he has used as money or money’s worth in the 
procuring of a satisfaction which is procurable only by 
the expenditure of money or money’s worth. The en­
joyment of the economic benefit accruing to him by 
virtue of his acquisition of the coupons is realized as 
completely as it would have been if he had collected 
the interest in dollars and expended them for any of 
the purposes named.”
Just how far the Horst decision will affect future 
tax liability is difficult to state. That it is a milestone 
decision is self-evident. Obviously it should not, and 
most likely will not, be extended to include cases 
where income is received following the assignment of 
property which produces the income (because of the 
“ownership of property” concept), but the emphasis of 
the doctrine* and the rationale of its decision should be 
recognized.
Taxability of Government Securities
Law Section-IRC 22(b)(4), 42(b) and 42(c); Public
Debt Act of 1941, Secs. 4 and 5; Public Debt Act 
of 1942, Sec. 6
General statement. The tax-exempt features usu­
ally associated with United States obligations were 
radically changed by the Public Debt Act of 1941, 
effective March 1, 1941, and the Public Debt Act of 
1942, effective March 28, 1942. Exemptions that had 
theretofore been granted to interest upon obligations 
of the United States, its instrumentalities and its 
possessions, were withdrawn with' respect to interest 
upon and gain from the sale or other disposition of 
such obligations issued on or after March 1, 1941. The 
Public Debt Act of 1942 further withdrew the exemp­
tion from dividends, earning, or other income from 
shares, certificates, stock, or other evidences of owner­
ship issued on or before March 28, 1942, by the United 
States or any agency or instrumentality thereof, in­
cluding gain from sale or other disposition of such 
obligations or evidences of ownership. Certain excep­
tions were provided, particularly with reference to 
obligations of the U. S. Maritime Commission and 
Federal Housing Administration, relating to securities 
contracted to be issued prior to March 1, 1941, but 
issued at a later date.
In other respects, the exclusions from gross income 
and exemptions from income taxation, of interest up­
on obligations of a state, territory, or any political 
subdivision thereof, or the District of Columbia, con­
tinue. In the case of securities issued prior to March 
1, 1941, by corporations organized under acts of 
Congress, the exemption provisions continue, to the 
extent provided in the respective acts.
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For a detailed summary of the tax status of out­
standing United States interest-bearing obligations 
and securities, see the Appendix appearing in the 
Cyclopedic Tax Service, Volume 2, No. 1, 1944 series, 
pages 215 to 229.
Under the Public Debt Acts certain interest con­
tinues to be wholly tax exempt or partially tax ex­
empt. The interest on U. S. Savings Bonds and Treas­
ury Bonds issued before March 1, 1941 and on the 
principal amount of bonds up to $5,000 is excluded 
from all income tax. Interest on all bonds in excess 
of $5,000 is exempt from normal tax on individuals, 
the normal tax on corporations, and the excess profits 
tax. It is not exempt from the surtax on individuals, 
the corporation surtax, corporate surtaxes on im­
proper accumulation, personal holding companies or 
the declared value excess profits tax.
Non-interest-bearing obligations issued at a dis­
count. Prior to the amendments added by the Rev­
enue Act of 1941 (Sec. 114), the reporting of the 
increment in value on non-interest-bearing United 
States obligations, like savings bonds, depended on the 
method of accounting used by the taxpayer. To a 
cash-basis taxpayer the income was taxable in its en­
tirety when received in the year of redemption or 
maturity, while on the accrual basis the annual incre­
ment was reported in the same way as other accruing 
interest.
Beginning with taxable years after December 31, 
1940, an election is granted to the cash-basis taxpayer 
to report the increment each year as it occurs. The 
provision applies to all kinds of non-interest bearing 
obligations issued at a discount, at fixed amounts and 
increasing at stated intervals, both private as well as 
government. The election of the taxpayer will apply 
to all securities of like character owned at the begin­
ning of the first taxable year and to such obligations 
thereafter acquired unless permission is obtained from 
the Commissioner to change to a different method of 
reporting income. Obviously, the election has both 
advantages and disadvantages, depending upon the 
extent of the particular taxpayer’s income, the future 
course of tax rates, and similar factors.
It may be noted, in passing, that while usually the 
increment received at maturity is interest taxable as 
ordinary income, there may be realized, in addition 
thereto, gain or loss upon retirement of bonds, which 
fall under the capital gain provisions. The interest 
and capital gain and loss elements should not be 
confused.
Short-term obligations issued on discount basis.
In the case of obligations of the United States, its 
possessions, states, or territories, or political subdi­
visions thereof, or the District of Columbia, issued on 
or after March 1, 1941, on a discount basis, and matur­
ing at a date not exceeding one year from the date of 
issue, the amount derived from the sale or redemption 
of such a short-term obligation is treated as interest.
This provision, applicable to taxable years ending 
after February 28, 1941, does away with the necessity 
of attributing to the original discount what part was 
interest and what part was capital gain. In line with 
this amendment, the capital asset definition was like­
wise altered to reflect the change in the method of 
reporting gains.
Canadian Tax Treaty
Law Section—IRC 211(a), 231(a)
General statement. Generally speaking the Code 
imposes different tax rates upon non-resident alien in­
dividuals, classifying them as (a) those not engaged in 
a trade or business within the United States at any 
time during the taxable year and deriving not more 
than $15,400 of fixed or determinable annual income 
from sources within the United States, (b) those not 
engaged in trade or business within the United States, 
deriving more than $15,400 fixed or determinable in­
come within a taxable year, or (c) those engaged in 
trade or business in the United States at any time dur­
ing the taxable year. Similarly, foreign corporations 
have different tax rates imposed upon them, depend­
ing upon whether they are non-resident or resident. 
But as to both non-resident alien individuals and non­
resident foreign corporations, the Code provides that 
as to income of a fixed or determinable character, re­
ductions in the rate of tax, in the case of residents of 
any country in North, Central, or South America, or 
of the West Indies or Newfoundland, or of corpora­
tions organized under laws of any of those countries, 
may be made to a rate not less than 5 per cent, as may 
be provided by treaty with such country.
Tax treaty with Canada. A new treaty, retroactive 
to January 1, 1941, was signed on March 4, 1942, with 
Canada, superseding the former Tax Convention 
which was terminated April 30, 1941. By the terms of 
the treaty, tax rates upon individuals and residents in 
Canada, or corporations organized under the laws of 
Canada and not engaged in trade or business in the 
United States, are reduced to 15 per cent on income 
derived from sources within the United States on or 
after April 30, 1941.
Regulations relating to the Canadian treaty were 
issued in TD 5206, Cumulative Bulletin 1943, page 
526, and likewise appear as paragraph 106(a) of the 
Appendix to Regulations 111. (See also Regulations 
111, paragraph 106, TD 5157 of the Appendix, dealing 
with release of excess taxes withheld at the source, 
which by virtue of the new Convention are refund­
able.)
Life Insurance Proceeds
Law Section—IRC 22(b)(1); 22(b)(2)
General statement. It has long been established 
that, generally, the proceeds of life insurance policies 
payable on the death of the insured are not taxable
Changes in Determination of Taxable Gross Income Ch. 25-p. 7
income to the beneficiary. Not all proceeds from life 
insurance contracts are payable as a result of death. 
There may be amounts paid “other than amounts by 
reason of the death of the insured.” Thus a payment 
at a date fixed under an endowment contract, or upon 
the occurrence of an event like marriage, is a payment 
other than by reason of death, and the mode of pay­
ment will determine whether or not part of the pro­
ceeds is taxable.
Both under life insurance endowment contracts and 
under annuity contracts, if payment is by reason other 
than death, taxation will be somewhat as follows:
(a) If the proceeds are payable other than as annui­
ties—that is to say, in a lump sum—the amount 
received in excess of the consideration will be 
taxable as ordinary income.
(b) If the payments are in the form of annuities, an 
amount equal to 3 per cent of the consideration 
or of • the aggregate premiums paid will be in­
cluded as income and the remainder excluded 
until the consideration is returned. Thereafter, 
all proceeds will be taxable.
Amendments under the 1942 Act, and the trans­
fer of policies. In the case of transfers of life insur­
ance, endowment or annuity contracts, or any interest 
therein for a valuable consideration, the only amount 
excluded from taxation is the actual value of the con­
sideration plus the subsequent premiums or other 
sums paid by the transferee. The 1942 Act amended 
this provision by declaring that notwithstanding such 
a transfer, if the transferred contract has a basis for 
determining gain or loss in the hands of the trans­
feree by a reference to such basis in the hands of the 
transferor, then the rule in respect of gain on trans­
ferred policies for a valuable consideration shall not 
apply. The foregoing has special application to cases 
of policies acquired in connection with gifts and tax- 
free reorganizations of corporations. However, there 
is also a Treasury ruling to the effect that the rule 
taxing gain on policies acquired for consideration 
does not apply where the transferee is the insured.
The rule excluding proceeds of life insurance re­
ceived by reason of death of the insured does not 
apply to cases of policies taken out pursuant to a 
divorce decree rendering payments taxable to the ex- 
wife. (For further discussion of this point, see the 
section on Alimony, page 1.)
Proceeds payable in instalments. Lump-sum pay­
ments as indicated, received by reason of death of an 
insured, do not, generally speaking, result in receipt 
of taxable income. If the insurance policy offers settle­
ment options permitting the beneficiary after death of 
the insured to receive either a lump-sum settlement or 
have the proceeds paid in instalments, the Commis­
sioner’s Regulations provide that if the beneficiary 
makes the election, the amount which is exempt would 
be limited to the lump sum which would have been 
payable upon the death of the insured had the bene­
ficiary not elected another mode of settlement. But if
the insured made the election as to the disposition of 
proceeds, then the Regulations declare that the en­
tire proceeds are exempt, even though the aggregate 
of the instalments exceeds the lump sum that other­
wise would have been payable.
This last attitude of the Commissioner represents a 
change from that which existed prior to the issuance 
of TD 5231 on February 22, 1943. The previous view 
held by the Commissioner was that any amounts re­
ceived in excess of the amount which would have been 
payable in a lump sum at death, regardless of whether 
the beneficiary or the insured elected the mode of 
settlement, were taxable income.
However, the question as to what the rule should 
be where the beneficiary elects an optional method, 
has not been completely set at rights. The Tax Court 
in the case of Katherine C. Pierce, 2TC 832 (1943), 
concluded that instalment payments are not taxable; 
but contrariwise are exempt under IRC Sec. 22(b)(1), 
and that the amended Regulations in that respect are 
invalid. Upon appeal, in a divided opinion, the 
Circuit Court of Appeals for the Second Circuit on 
December 27, 1944, affirmed the view of the Tax 
Court and rejected the Commissioner’s contention 
that the exercise of an option by a beneficiary was in 
the nature of an investment. The Court preferred to 
adhere to the view that, upon the death of the in­
sured, the beneficiary was vested with a right to de­
mand, among other matters, either a lump-sum settle­
ment or payment in accordance with one or more 
options. In view of the fact that the petitioner’s rights 
flowed directly from the policy, it followed that all 
payments received were in satisfaction of those rights 
resulting by reason of the death of the insured, and 
were within the exemption set forth in the Code. To 
the same effect in Lucy G. Law v. Rothensies, 57 F. 
Supp. 447 (DC, Pa., Oct. 11, 1944). The government 
has announced its intention to appeal this case. Appar­
ently it is trying to get a favorable result, which will 
cause a conflict with the Pierce case, and will thus fur­
nish a basis for invoking the jurisdiction of the 
Supreme Court to finally decide the matter.
Instalment settlements should not be confused with 
those instances where proceeds are left with insurance 
companies on interest arrangements. In the latter 
case, the interest is taxable. Similarly, it would appear 
that dividends paid in addition to the instalments 
provided for in the optional modes of settlement are 
likewise taxable.
While the government has indicated that it will not 
appeal from the Circuit Court decision in the Pierce 
case, it remains to be seen whether the Commissioner 
will alter his view as regards considering instalment 
payments selected by the beneficiary as partly taxable 
in accordance with his own Regulations.
Long-term Compensation
Law Section—IRC 107
General statement. Prior to the 1939 Act, income
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from personal services, where the work extended over 
long periods of time and payment was made upon 
completion, resulted in undue tax hardships because 
of the requirement that income be reported in the 
year of receipt. The 1939 Act introduced a relief 
measure to individuals rendering personal services 
over a period of five or more years, by limiting taxes 
payable on compensation when received to an amount 
not greater than what the taxes would have been had 
the income been received ratably in each of the years 
in the period. It was conditioned, however, upon the 
requirement that payments upon completion of the 
work be not less than 95 per cent of the total compen­
sation received.
Difficulties had ensued, among other things, stem­
ming from the fact that the Treasury declared five 
years to mean five entire calendar years. The Tax 
Court, in dealing with this problem, took issue with 
the Commissioner and held that the phrase “a period 
of five calendar years” did not mean from January 1 
to December 31 of each year, but that it was sufficient 
that five or more years were involved.6 Since then, the 
Commissioner has likewise issued TD 8352 (1944), con­
firming the basis under the prior law pursuant to the 
Tax Court Decision.
The principal change effected by the 1942 amend­
ment was to reduce the requirement from 95 per cent 
to 80 per cent of the total compensation, and the 
period of time was similarly changed from five cal­
endar years to 36 calendar months or more.
Another significant change made by the 1942 
amendments is that payment need not be made in the 
year of completion, but the relief will be afforded to a 
taxpayer who has been paid prior thereto so long as at 
least 80 per cent of the total compensation was received 
in that year; furthermore, the method is extended to 
include partnerships as well as individuals, so that a 
member of a firm, other than the one who renders the 
personal services, may likewise be benefited by the 
provision. As amended, the section is applicable to 
both accrual-basis and cash-basis taxpayers.
The class of persons benefiting was likewise ex­
tended to favor authors, composers, and others en­
gaged in “artistic work and invention.”
A new subsection to Sec. 107 of the Internal Rev­
enue Code, added by the Revenue Act of 1943, grants 
taxpayers a measure of relief if an amount of back pay 
is received or accrued by an individual in the taxable 
year and exceeds 15 per cent of the gross income of 
that year. This provision is made applicable to tax­
able years beginning after December 31, 1940. Gen­
erally, “back pay” means remuneration, including 
wages or salaries for services performed prior to the 
taxable year which would have been paid prior there­
to except for (1) bankruptcy or receivership of the 
employer, (2) dispute as to the liability of the em­
ployer to pay such remuneration, (3) lack of funds 
appropriated by governmental employers, and (4)
other events determined to be similar in nature under 
the Commissioner’s Regulations. It also includes re­
troactive wages or salaries received or accrued during 
the taxable year by an employee for services per­
formed prior to that year, ordered or recommended 
by state or federal agencies, or arising out of violations 
of fair labor standards acts or practices.
Method of determining taxes. (a) In cases of per­
sonal services covering periods of thirty-six months or 
more.—It is to be noted in determining the thirty-six- 
month period that it is not material whether the serv­
ices rendered are continuous throughout that period, 
so long as thirty-six or more months have gone by 
from the beginning to the completion of the services. 
Fractional months are disregarded unless they amount 
to more than one-half a month, in which case it is 
considered a full month.
Extended illustrations and examples are set forth 
in the Regulations, from which the following sum­
mary is given:
(1) The tax should be computed for the current 
year of receipt or accrual as if the income were entirely 
taxable in that year. Then a redetermination of taxes 
should be made for the same year excluding that por­
tion of the income which is attributable to prior years. 
The difference in taxes should then be noted.
(2) The portion of the income which is attributable 
to prior years is determined by dividing the compen­
sation received in the year in question by the number 
of months from the beginning of the services to the 
time when the compensation is received (not when the 
services are completed). The amount allocated to any 
year will depend upon the number of months of the 
aforementioned period which are to be found in that 
year.
(3) A recomputation should thereafter be made, 
adding the attributable income to each of the years 
affected and ascertaining the extent of increase in tax 
that would have resulted had the income been re­
ported in those years.
(4) The sum total of the excesses of prior years 
should then be compared with the reduction achieved 
in the current year. Thus, if the reduction in tax in 
the current year is $1,000, but the additional tax for 
prior years would have been $800, there should be 
added to the tax determined in the current year after 
excluding income attributable to prior years, the fur­
ther sum of $800. But, on the other hand, if the 
additions for prior years’ taxes would result in a 
tax greater than the tax determined for the current 
year, including all compensation received or accrued, 
then Sec. 107 does not apply.
(b) In cases of individuals receiving gross income 
from artistic work or invention.—The method of de­
termining the tax is not quite the same for compen­
sation received from artistic work or invention, first, 
the 80 per cent figure is not based on all compensation 
received, but only on compensation received up to
6John Keeble, Jr. v. Commissioner, 2TC 1249.
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twelve months after the end of the taxable year. Sec­
ondly, the gross income must be allocated to the 
taxable years in which fall any of the calendar months, 
not exceeding thirty-six calendar months, included 
within a part of the period of work which precedes 
the close of the current taxable year. In (a) the period 
of pro rating ends at the time of receipt of compensa­
tion, not at the end of the year in which the compen­
sation is received. The Regulations give an example 
of work extending over a period of fifty-five months 
before payment in full is received for a musical com­
position, and, although the period covers more than 
thirty-six months prior to the close of the current tax 
year, the allocations are made only to the last thirty- 
six calendar months. After the allocations are deter­
mined, the recomputation of tax proceeds as hereto­
fore indicated.
(c) In cases of back pay.—Here again, the part of 
the tax attributable to the inclusion of back pay in 
gross income for the taxable year is compared with 
the aggregate increase in prior years’ taxes which 
would have resulted from the inclusion of the respec­
tive portions from such back pay in gross income in 
the taxable years to which the portions are attrib­
utable. Only the lesser of either the increase in cur­
rent year’s tax or the increase in prior years’ taxes is 
to be added to the tax payable for the year of receipt 
or accrual.
Corporate Liquidations
Law Section—IRC 115(c) and 112(b)(7)
General statement. Extensive amendments were 
made by the Revenue Act of 1942 to the Code pro­
visions dealing with distributions in liquidation un­
der Sec. 115(c). Prior thereto, gains realized from dis­
tributions in partial liquidation were dealt with as 
short-term capital gains. With the repeal of that part 
of Sec. 115(c), the resulting gains may be long-term, 
depending on the holding period.
Certain requirements in respect of what constitute 
complete liquidations were eliminated. The provi­
sions were made applicable to taxable years beginning 
after December 31, 1941. Now it makes no difference 
whether the liquidation is partial or complete. The 
determination of whether gain is long-term or short­
term depends upon the length of time that the stock 
in question was held.
Corporations seeking to dissolve, particularly closely 
held companies or personal holding companies, were 
often deterred because of the tax consequences to their 
shareholders. The 1943 Act introduced a provision 
affecting domestic corporations only, similar in nature 
to that permitted by the Revenue Act of 1938, except 
that whereas the latter required that complete distri­
bution occur during the month of December, 1938, the 
new provisions permit the commencement and com­
pletion of liquidation to occur within any one of the 
ten months beginning with March 1944 and ending
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with December 1944. Accordingly, the benefits of the 
section expired with the end of 1944. By the terms of 
the provision, taxes to shareholders may be less than 
under ordinary liquidation proceedings, but the pro­
visions are technical and require strict observance and 
adherence.
Requirements as to election in respect of gains 
recognized in certain corporate liquidations. The
election is available only in the case of property dis­
tributed in complete liquidation, provided:
(1) The liquidation is made in pursuance of a plan 
of liquidation adopted after February 25, 1944 (date 
of the enactment of the Revenue Act of 1943), and
(2) The distribution is in complete cancellation of 
redemption of all the stock and the transfer of all the 
property under the liquidation, occurring during some 
one calendar month within 1944.
The limitation on gain is extended only to those 
stockholders who come within the definition of “quali­
fied electing shareholders.” The extent of the gain 
recognized differs as between non-corporate sharehold­
ers and corporate shareholders. In the case of non­
corporate shareholders, the gain (determined by oppos­
ing the fair market value of the assets received against 
the cost or other basis) is recognized as follows:
(1) The shareholder’s ratable portion of earnings 
and profits of the corporation accumulated after Feb­
ruary 28, 1913, is taxable as a dividend to the extent 
that the gain is not in excess of the ratable portion of 
the accumulated earnings.
(2) The remainder of the gain which is not taxed as 
a dividend, is recognized as a short-term or long-term 
capital gain to the extent that the value of the cash 
received plus the value of any stock or securities re­
ceived (and were acquired by the corporation after 
December 10, 1943) exceeds the amount taxed as a 
dividend.
As to qualified corporate electing shareholders, the 
gain is recognized to the extent of the greater of the 
following:
(1) The cash plus the securities of the liquidating 
corporation acquired after December 10, 1943 which 
are received by the corporation stockholder, or
(2) Its ratable share of the surplus.
Moreover the relief, if desired, is not without its 
compensating disadvantages, for there is an adjust­
ment required by Sec. 113(a)(18) in respect of carrying 
forward the bases of property received. This may 
merely have the effect of postponing the recognition 
of gain to a future period.
Stock Dividend Reaffirmed 
Law Section—IRC 115(f)
General statement. The conclusion of the Supreme 
Court in the celebrated case of Koshland v. Helvering, 
298 U. S. 441 (1936), prompted Congress in 1936 to
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eliminate the provision exempting stock dividends (in 
force since 1921), and substituting therefor the pre­
vision still in effect to date, declaring that stock divi­
dends were not taxable to the extent that they did not 
constitute income within the meaning of the 16th 
Amendment to the Constitution.
Nevertheless, the Commissioner still sought a dec­
laration that all stock dividends are taxable and that 
the concept set forth in Eisner v. Macomber, U. S. 252, 
189 (1920), of a dividend of common stock on common 
stock not being taxable, was no longer good law. In 
three different cases, however, the Supreme Court re­
pudiated the Commissioner’s stand and reaffirmed its 
previous principles.
Recent cases involving taxability of stock divi­
dends. It will be remembered that in Eisner v. 
Macomber (1920), the factual situation was relatively 
simple. There was but one class of stock outstanding, 
and the shareholder received a distribution of shares 
alike in all particulars. In a divided opinion, the 
Supreme Court held that the stock dividend was not 
income, chiefly on the grounds that the income had 
not been severed from the capital and that no altera­
tion of pre-existing proportionate interests of the 
stockholders had occurred.
In the Koshland case (1936), the question involved 
the ascertainment of the cost or basis of common stock 
received as a dividend on preferred shares of the same 
corporation. There, the Supreme Court unanimously 
agreed that the character of the common stock divi­
dend in that particular case was of a taxable sort, be­
cause of the alteration in the proportionate interests.
Thereafter, the Treasury Department began to urge 
that when Congress passed the Revenue Act of 1936, 
it intended that stock dividends, per se, were taxable 
receipts of income. The issue was brought squarely to 
the Supreme Court in the case of Helvering v. Griffiths, 
318 U. S. 371 (March 1, 1943). The case again in­
volved an instance of the common stock dividend be­
ing given to holders of identical common stock. In a 
rather lengthy opinion, and once more by a divided 
court, with three members dissenting and the fourth 
not participating, the Court concluded that the ad­
ministrative and legislative history of the statute con­
flicted with the government’s position that the 
amended Revenue Code intended to tax dividends of 
the kind in issue before the Court. It further declared 
itself powerless, without Congressional authority, to 
make such a finding of Congressional intention, and 
concluded that it would give no reconsideration to its 
view in the Eisner v. Macomber case on the basis of 
the present status of the legislation.
But the interests of taxpayers in this question did 
not end with the decision on March 1, 1943, for on 
April 5, 1943, the Supreme Court handed down de­
cisions involving two other cases, the first of which, 
Helvering v. Sprouse, 318 U. S. 604, concerned the 
taxability of non-voting shares distributed to holders
of both voting and non-voting stock in proportion to 
their respective holdings.
The second case, Strassburger v. Commissioner, 316 
U. S. 656, raised the same question in a situation 
where there was previously outstanding only common 
stock and the dividend was paid in a new issue of pre­
ferred stock that was delivered to the sole holder of the 
common. The court concluded that neither distribu­
tion constituted a taxable dividend but that both cases 
were controlled by Helvering v. Griffiths.
In the first instances, the situation in no wise dis­
turbed relationships previously existing for all the 
stockholders, or that which previously existed between 
the instant taxpayer and the corporation. In the sec­
ond case, the distribution brought no change whatever 
in the interest of the taxpayer in the corporation.
Both cases appear to reaffirm the change of propor­
tionate interest theory as the test that determines tax­
ability of stock dividends. There have been a number 
of decisions by the Tax Court and the Circuit Courts 
of Appeals, rendered since the Griffiths, Strassburger 
and Sprouse cases, all of them reiterating the thought 
that unless there was a change in the proportionate 
interests, the stock dividends were not taxable.7
Stock Rights
Law Section—IRC 115(f) and 117(h)(6)
General statement. The taxability of rights issued 
by a corporation to its shareholders to acquire its 
stock follows the same general rule as that in respect 
of stock dividends previously discussed.
Where a corporation issues to its shareholders rights 
to acquire stock of another corporation, the share­
holder may or may not derive taxable income, depend­
ing upon whether or not the issuance of the rights is 
tantamount to a payment of a dividend. If the option 
is to acquire the property at the fair market value 
thereof, then it would appear nothing of a distribut­
able character has been given to the shareholder. Con­
trariwise, if the right is to purchase substantially below 
fair market value, there may be an effective distribu­
tion of profits equal to the difference between the 
value of the stock or property to be acquired and the 
purchase price.8
The perplexing problem of determining the hold­
ing period for stock, acquired by the exercise of rights, 
was disposed of in the Revenue Act of 1942 by limit­
ing the period to begin with the day upon which the 
right to acquire was exercised.
Stock-right cases. Prior to the Supreme Court de­
cision in the Sprouse and Strassburger cases (318 U. S.
7See Charles M. Cook, Ltd., 2TC 147 (1943) holding that stock 
rights were not taxable, even though possessing a fair market 
value at time of issuance, where the rights extended to common 
stockholders (the only issue outstanding) the privilege to pur­
chase newly authorized preferred shares, in view of the fact that 
a dividend of preferred shares would not have been taxable.
8Palmer v. Commissioner, 302 U. S. 63 (1937) .
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604 and 316 U. S. 656), the Commissioner, the Tax 
Court, and the Circuit Court of Appeals for the Sec­
ond Circuit [see Gibson v. Commissioner, 133 F 2d, 
308 CCA 2nd (1943)], had concluded that the right to 
subscribe for preferred stock by the holders of com­
mon (which had previously been the only class of 
stock outstanding) constituted ordinary taxable divi­
dend income to the extent of the fair market value at 
the time of the issuance and receipt of the rights. Sub­
sequently, following the Supreme Court opinions re­
affirming the views expressed on the taxability of 
stock dividends, the Tax Court refused to follow the 
Gibson case on the grounds that it was contrary to 
the Supreme Court’s decision. It held that the mere 
receipt of a right, even though the latter had a fair 
market value, was not a distribution of earnings and 
that the test turned on whether or not the stock to be 
acquired pursuant to the right would have been a tax­
able dividend.9
Holding period for stock acquired through ex­
ercise of stock rights. Effective and applicable to 
taxable years beginning after December 31, 1941, the 
holding period of stock acquired through the exercise 
of rights, dates in each case from the day upon which 
the rights to acquire the stock were exercised.
Administrative difficulties had arisen in the past in 
connection with determining for how long a period 
one held the stock which was acquired by exercise of 
a right. Heretofore, part of the new shares would be 
referred back to the date of acquisition of the original 
stock because of the stock-right element in the new 
stock, and part would be ascribed to the date when 
the subscription price was paid. Consequently, the 
shares might be part long-term and part short-term 
assets. The new rule produces a uniform solution and 
according to the Senate Finance Committee provides 
that the holding period of stock acquired in the exer­
cise of stock rights begins in every case, whether or 
not the receipt of taxable gain was recognized in con­
nection with a distribution of rights, with the date 
upon which the rights to acquire such stock were 
exercised.
Corporations Dealing in Own Stock
Law Section—IRC 22(a)
•
General statement. Although the Code endeavors 
to tax “gains or profits on income derived from any 
source whatever,’’ it does not undertake specifically to 
define income. Among other problems falling into 
this category is the determination as to whether or not, 
for tax purposes, a corporation realizes gains or losses 
in dealing with its own capital stock.
No new legislation has been enacted relative to the 
foregoing, but, a series of judicial decisions has fo­
cused attention sharply on the subject matter. Dif­
ferences of opinion do not exist with respect to the 
original issue of stock. The Regulations [Reg. 111, 
Sec. 29.22(a)(15)] are clear that in such an instance,
neither taxable gain nor deductible loss arises whether 
the subscription price was in excess of or less than the 
par or stated value of the stock. Troubles are en­
countered where a corporation acquires its own stock 
by payment in property other than for cash and more 
particularly, regardless of how acquired, when a cor­
poration resells the stock.
Prior to 1934, the Regulations considered that the 
sale of stock which a corporation had purchased and 
held as Treasury shares, would be a capital transac­
tion, no gain or loss resulting from the purchase or 
sale of its own stock. But following the decision in 
Commissioner v. S. A. Woods Machine Co., 57 F 2d 
635 (1932), wherein the Court had concluded that 
taxable gain or loss depends upon the real nature of 
the transaction involved, the Regulations were altered 
and the statement eliminated that for the purpose of 
income tax, no gain or loss is realized by a corporation 
from the purchase or sale of its own stock. Instead, 
the Regulations were changed to read as they now 
do—to the effect that gain or loss “depends upon 
the real nature of the transaction which is to be 
ascertained from all its facts and circumstances,” and 
that if the corporation dealt with its own shares as it 
might with those of another, the resulting gain or loss 
should be computed in the same manner as though 
the corporation were dealing in shares of another 
corporation.
Recent cases. The attempt of the Treasury Depart­
ment to make amendments to the Regulations retro­
active to years prior to the dates of its promulgation, 
was rejected by the Supreme Court in Helvering v. 
R. J. Reynolds Tobacco Co., 306 U. S. 110 (1939).
Notwithstanding the requirement of a corporation’s 
articles that it repurchase its own shares, the Board 
of Tax Appeals concluded that if the stock was pur­
chased for resale and a gain resulted, the transaction 
was taxable. Equity Fund, Inc., BTA Memo Decision, 
1942.
To the same effect, involving a certificate of incor­
poration which required the purchase of stock from 
shareholders at a net worth formula, see Aviation 
Capitol v. Pedrick, 56 F Supp. 964, (1944).
The Treasury Department has ruled, pursuant to 
the amended Regulations, that a transfer of securities 
by a corporation to a pension trust for the benefit of 
employees, where the fair market value of the securi­
ties was in excess of the cost to the corporation, 
resulted in taxable income. (IT 3357 CB 1940-1, 
page 11.)
Sales of stock purchased by a corporation for resale 
to its employees were likewise held to result in gain 
or loss as in ordinary commercial dealings. Helvering 
v. Edison Bros. Stores, 133 F 2d 577 (1943).
Where the purchase and sale of stock were, however, 
determined to represent a readjustment of capital, no
9Charles M. Cook, Ltd., 2TC 147 (1943) Acq. 1943, CB5, ante.
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taxable gain resulted. Dr. Pepper Bottling Company 
v. Commissioner, ITC 80.
A corporation had acquired shares from the estate 
of a deceased stockholder to satisfy an indebtedness 
due from him. Thereafter, it borrowed money from 
the estate, and to pay the debt transferred these shares 
at a higher value. It was held that taxable gain re­
sulted. A. R. Purdy Co., Inc., TC Memo. Op. (1944).
In another case treasury shares had been acquired 
for the purpose of effecting a profit-sharing plan. The 
plan was abandoned, and subsequently the stock was 
sold as a means of procuring additional capital. Un­
der these circumstances, the Tax Court held that the 
transaction in its real nature was a capital transaction 
and therefore the gain was not taxable. Cluett, Pea­
body & Co., Inc., 3TC 169.
Annuities from Estates or Trusts
Law Section-IRC 22(b)(3) and 162(d)(1)
General statement. For many years following the 
decision of the Supreme Court in Burnett v. White- 
house, 283 U. S. 148 (1931), it had been accepted law 
that where trust payments were to be made at inter­
vals, regardless of whether payment was out of income 
or corpus, the payments were in the nature of a series 
of delayed legacies and therefore not taxable to the 
beneficiary, even though there was in fact sufficient 
income for the taxable year to make a payment. 
Since the income was not taxable to the beneficiary, 
the payment was held not to be deductible by the 
trust. [Helvering v. Pardee, 290 U. S. 365 (1933).]
By the Revenue Act of 1942 (effective as to taxable 
years of estates or trusts beginning after December 31, 
1941), the Code was amended so as to tax income of 
this type of trust in a manner similar to that of other 
types of trusts. Sec. 22(b)(3) of the Code was en­
tirely revised to provide that gifts of income shall not 
be excluded from gross income. (See Irwin v. Gavit, 
268 U. S. 161 (1925), to this effect.) Also, a new subsec­
tion was added to Sec. 162, providing that in any case 
in which a fiduciary can or must pay, credit, or dis­
tribute any part of a gift, devise, bequest, or inheri­
tance (except a lump-sum gift, devise, bequest, or 
inheritance) out of corpus, the amount so paid, cred­
ited, or distributed during the taxable year of the 
estate or trust, is deductible by the fiduciary and is to 
be included in gross income of the beneficiary to the 
extent that the trust has that much income. Hence, if 
there is sufficient distributable income, the amount is 
taxable to the beneficiary and deductible by the trust 
estate. In other words, the bequest is to that extent 
translated into a bequest of income, which is not ex­
empt under Sec. 22(b)(3).
Rules and illustrations. The new provisions de­
fine what shall be “distributable income.” They pro­
vide in effect that distributable income shall be “net 
income” as determined for income tax purposes, or 
“income” under the local law applicable to the par­
ticular estate or trust, whichever is greater. In either 
case deduction must first be made for distributions to 
prior income beneficiaries. An illustration of the 
operation of the new section is the case of a gift or 
bequest of an annuity of $1,000 payable for life. In 
addition, a trust is set up by the terms of which the 
income is applied to the payments of the annuity. If 
the income is $1,000 or more per year, it is all taxable 
to the beneficiary and deductible to the trust.
Where the income for such beneficiaries falls short 
of the amount distributable, the statute provides for a 
method of apportionment. If there is a sole bene­
ficiary, he is taxed, of course, only to the extent of the 
distributable income received by him. Where there 
are several beneficiaries and the aggregate payments 
exceed the distributable income of the trust for the 
taxable year, that fraction which the total income 
earned by the trust bears to the aggregate of all dis­
tributions, will be applied to the amount distributed 
to the individual beneficiary. Thus, if several bene­
ficiaries receive in the aggregate $10,000, each receiv­
ing $2,000, and the trust income was but $5,000, 
½ thereof (or 50 per cent) will be applied to the $2,000 
received by each and be dealt with as taxable income. 
Of course, “distributable income” is determined only 
by first deducting the amount of income payable to 
prior income beneficiaries.
It should be noted that the amendment is applicable 
only to trust payments made at “intervals.” Bequests 
or gifts intended to be paid in lump sums, but paid 
in instalments by the trustee for convenience, are not 
includible in the beneficiaries’ gross income.
Husband and Wife or Family Partnership 
Income
Law Section-IRC 22(a)
General statement. There is nothing in the Code, 
nor for that matter has there ever been anything in 
the Internal Revenue laws, prohibiting sole propri­
etors or partners from taking wives or other members 
of the family into their business with them. Oppor­
tunities for tax reduction are of course considerable, 
and taxpayers have been quick to take advantage of 
the economies thus available. The Treasury Depart­
ment has been equally determined to scrutinize rigidly 
and carefully all family partnership arrangements that 
are nothing but a convenient device for shifting the 
incidence of taxation.
The year 1944 witnessed quite a number of interest­
ing decisions both for and against taxpayers. Great 
difficulty, though, is encountered in any attempt to 
find a rational basis for reconciling decisions that on 
the one hand deny the family partnership, and on the 
other hand uphold its validity.
One may generalize regarding these partnerships, 
that to sustain a partnership successfully it must be, 
in fact, genuine and bona fide. Genuineness requires 
actual ownership of part of the capital, and/or actual
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performance of real services. Bona fides demands good 
faith in the creation and subsequent conduct of the 
partnership. Fundamental distinctions appear to 
emerge between partnerships requiring and employ­
ing capital as a substantial income-producing factor, 
and those where the earnings primarily flow from per­
sonal services and the abilities of the partners. Gen­
erally, in the latter type cases, validity will be denied 
if nothing further than ownership is present.
Cases upholding the family partnership. In Max 
German, 2TC 474, decided and acquiesced in by the 
Commissioner in 1944, though no partnership as such 
was found, the Tax Court determined that for the 
taxable year in question, the wife had been a contribu­
tor to the capital of the enterprise, and, in the absence 
of evidence as to how much the capital was, the Court 
allowed 75 per cent of the profits to be allocated to 
the husband and 25 per cent to the wife. The case is 
not so much authority for the existence of a partner­
ship between husband and wife as it is a demonstra­
tion that where a wife is the true owner of a part of 
the capital, all of the income cannot properly be tax­
able to the husband.
The fact that contribution of the capital to the 
business was represented by a previous gift to the wife 
from her husband, will not prevent recognition of 
the partnership, if it can be shown that it was an 
effective gift with no strings attached. See the case of 
M. W. Smith, Jr., 3TC 894, acquiesced* in 1944. The 
Smith case is rather interesting, as it sets out the prin­
cipal points which led a majority of the Tax Court to 
recognize the existence of a partnership—namely, the 
normal evidence of a gift, allowance to the husband 
of a salary for his services, proof that the wife had a 
drawing account and used it for her own purposes, 
and evidence that substantial capital was required to 
carry on the business.
Even where tax reduction seemingly was a motive, 
this point was held not to affect the validity of a part­
nership where the family members had genuine and 
bona fide interests in a business where capital was an 
income-producing factor. See Sidney Nathan, TC 
Memo Opinion, 1943. There, the wives of the general 
partners were taken in as limited partners, each con­
tributing $25,000, and trusts were created for the chil­
dren who likewise became limited partners. To the 
same effect, see Robt. P. Scherer, 3TC, 1776 (1944), 
concerning a family partnership in a manufacturing 
business involving a husband, wife, and three trusts 
for their minor children.
The attempt of the Commissioner to extend the 
doctrine of the case of Helvering v. Clifford, 309 US 
331 (1940)—a trust case to the effect that the husband 
retained such control over the property that he should 
be taxable for all the income under IRC Sec. 22(a)— 
was rejected as being an unwarranted extention of that 
doctrine. The decision was acquiesced in by the 
Commissioner.
A laundry business conducted as a corporation was 
dissolved in 1941, the husband owning all but the 
qualifying shares of the common stock, the wife as 
well as the husband devoting full time to the business. 
The corporation was liquidated and the business con­
tinued under an oral partnership agreement with 
equal distribution of earnings. The Commissioner ad­
mitted the validity of the partnership, but sought to 
change the distributive shares agreed upon by setting 
up an allowance for the value of services of the hus­
band and wife comparable to the salaries drawn dur­
ing the existence of the corporation. The Tax Court 
concluded the method of the Commissioner was rather 
novel and without authority, and held in the presence 
of a valid partnership, the distributive share of each 
partner will be determined under the partnership 
agreement,* regardless of the kind of services performed 
or capital contributed. Wm. J. Hirsh, TC Memo Op. 
(1945).
In the most recent case decided by the Tax Court, 
a family partnership was recognized where the facts 
justified it—namely, that the wife took an active part, 
had invested capital, and actually owned the interest 
purported to be hers. Chester Van Tongeren v. Com­
missioner, TC Memo Op. March 31, 1945.
Cases denying the family partnership. Adopting 
as a test for the validity of a family partnership an 
inquiry into the business purposes to be served, the 
Tax Court denied that a valid partnership existed 
where, immediately prior to the dissolution of a cor­
poration, a gift of stock was made to the wife, and 
thereafter the property received in distribution was 
contributed to the partnership. It was held that there 
was no unconditional gift of the stock since she could 
use it only in one way, and that the beneficiary had 
never intended that his wife should have the shares 
of stock to do with exactly as she pleased. Frances E. 
Tower, 3TC, 396 (1944), reversed on appeal. (CCA 6, 
April 2, 1945).
In A. L. Lusthause, 3TC 540, a sole proprietor gave 
his wife a check for $50,000 which she thereafter con­
tributed together with a note for $55,000, to acquire 
a one-half interest in a business worth $210,000. Gift 
tax returns were filed and a partnership agreement 
executed, all apparently in conformity with local law. 
Nevertheless, the Tax Court considered the entire 
procedure a subterfuge whereby the husband under­
took to make his wife a partner in his business for the 
obvious, if not the sole, purpose of reducing his in­
come tax. This case was affirmed for the Circuit Court 
of Appeals for the Third Circuit on April 11, 1945.
To the same effect, see O. William Lowry, 3TC 370, 
denying that a partnership between husband and wife 
resulted where, a year and a half after a gift of stock 
was made to the wife, a corporation was liquidated, 
the circumstances indicating that prior to the gift 
* there had been discussion between the attorney and
the husband relative to minimizing taxes.
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The Tax Court members divided on most of the 
foregoing decisions, and quite a number are on appeal. 
Until such time as the circuit courts* of appeal and 
perhaps the Supreme Court lay down more fundamen­
tal principles, conflicts between taxpayers and the 
Treasury Department will most likely continue.
Family Trusts
Law Section—IRC 22(a) and 167(c)
General statement. The use of the trust device as 
an instrument of tax avoidance dates from an early 
period. To combat the situation, Congress had, by the 
Revenue Act of 1934, inserted two sections in the 
statute (sections 166 and 167), designed to tax the 
grantor in those cases in which he retained the right 
to recapture the corpus or where the income was dis­
tributed to or held for his benefit or used to pay pre­
miums on insurance policies on his life. Notwithstand­
ing these provisions, difficulties continued. The aid of 
the courts was sought, and doctrines were developed 
to the effect that income should be taxed to the grantor 
on the ground that the income was applied for his 
benefit. Further, the broad provisions of Sec. 22(a) tax­
ing “income derived from any source whatever” were 
invoked to encompass those instances where in effect a 
taxpayer continued to be the real owner of the corpus 
which produces the income, or owner of the income 
itself.
The concepts that have thus been coming to the 
fore have emphasized the significance of the use of 
and command over income and have sought to deal 
with the family as essentially one person or an eco­
nomic unit.
In probably no other phase of income tax law have 
there been so many profound changes10 as those occur­
ring in the last several years involving the liability of 
grantors of living trusts. Not only has the grantor of 
trusts been taxed under Sec. 22(a), but likewise Sec. 
167 furnished a basis of taxing a grantor where the 
income of the trust is used for the discharge of any 
obligation of the grantor, whether the obligation is 
by law or otherwise.
For a long time it had been the accepted view that 
income of a trust which could be used for the main­
tenance and support of minors, but in fact was not so 
used, was not taxable to the grantor. Late in 1942, 
however, the Supreme Court in the now celebrated 
case of Helvering v. Stuart, 317 U. S. 154, held that if 
the income of. the trust could be used for the care and 
maintenance of minors, all of the income, whether so 
used or not, would be taxable to the grantor as it 
came directly under the terms of Sec. 167. Because of 
the ensuing difficulties, Congress in the 1943 revenue 
bill, added subsection (c) to Sec. 167, restoring the 
old rule.
Sec. 22(a) cases. No precise standards or guides 
can be set forth for determining when a grantor will • 
be taxed on the income distributed to another. If the
facts are such that under the terms of the trust in­
denture, the circumstances, facts, creation, and method 
of its operation indicate that it is but the alter ego of 
the grantor, the trust will be disregarded and the in­
come taxed to the grantor. Helvering v. Clifford, Jr., 
309 U. S. 331 (1940).
The power to dispose of income has been held to be 
the equivalent of ownership thereof, notwithstanding 
that the power is exercised merely to make a gift. 
Thus, in Harrison v. Schaffner, 312 U. S. 579 (1941), 
where a life beneficiary of a testamentary trust made a 
single gift of a sum of money out of income of the 
trust by assigning to her children a specific sum from 
the income of the trust for the following year, the 
Supreme Court held the income taxable to the 
assignor.
An interesting limitation of the rule of the Schaffner 
case, appears in Helvering v. Stuart, 317 U. S. 154 
(ante), involving that part of the case dealing with the 
John Stuart trust. (The Stuart case deals with two 
situations—that of John Stuart concerns the taxability 
of income where the beneficiaries were adults, whereas 
in the Douglas Stuart trust the beneficiaries were 
minor children.) In passing on the John Stuart case, 
the Supreme Court sought to distinguish that case 
from the Schaffner case by stating that in the latter 
case there was no real disposition of the res by the 
grantor. The case was remanded to the Tax Court for 
consideration as to the facts determining possible 
liability under Sec. 22(a). On reconsideration by the 
Tax Court, in John Stuart, 2TC 1103, the Court came 
to the conclusion that the petitioner did not retain 
such complete control of the trust as to make him 
the de facto owner of the property or income, nor 
did he obtain economic gain from the arrangements, 
and the Clifford case doctrine was held not to apply.
Temporary allocations of income within an inti­
mate family group are especially subject to rigid 
scrutiny and most likely will be found taxable  to the 
grantor. The cases in this and related fields are so 
numerous, that no good purpose will be served by 
extended citations, except to call attention that the 
facts must be closely studied if distinctions are to be 
drawn between those cases which fell on the taxable 
side as opposed to those held non-taxable to the 
grantor.
Trusts for maintenance and support of children.
As indicated earlier, it had been the established rule 
that income of ordinary trusts in which the grantor’s 
minor children were the beneficiaries, but where the 
income had not actually been used to discharge the 
parental duty of support, was not taxable to the set­
tlor. Attention has already been directed to the effect
10Within two years after the decision of the Clifford case, close 
to 200 cases had been decided by the federal courts involving the 
doctrine of the Clifford case. [A. Griswold, “Plans for Coordina­
tion of the Income, Estate and Gift Tax Provisions with Respect 
to Trusts and Other Transfers.” 56 Harvard Law Review 337, 
339 (1942)].
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of the Supreme Court’s opinion in the Douglas Stuart 
trust case, involving the maintenance and support of 
minor children. The Bureau, following that decision, 
withdrew an earlier conflicting ruling and issued a 
new one conforming to the views of the Supreme 
Court, but in order to ameliorate administrative dif­
ficulties, provided that the new rule would be appli­
cable to taxable years ending after December 31, 1942, 
except where necessary to protect interests of the 
government (GCM 23722-1943, CB 1943, p. 1056).
In amending the Code by Sec. 134 of the 1943 Act 
by adding subsection (c) to IRC Sec. 167, the Senate 
Finance Committee reported that it believed that the 
rule in question prior to the Stuart case was a sound 
rule and therefore preferred to restore the same by 
adding a clarifying amendment to make certain that 
income should not be taxable to the grantor in those 
cases where the discretion to apply or distribute the 
income is in another person, the trustee or the grantor 
acting as trustee or co-trustee.
Although the amendment is applicable generally 
with respect to taxable years beginning after Decem­
ber 31, 1942, the effective-date provisions are compli­
cated, and retroactivity is extended to all taxable years 
if appropriate consents are filed.
The amendment is pot intended to affect instances 
of alimony trusts where the income becomes taxable 
to the divorced wife, nor does it change the rule of 
the Clifford case where the retention of control of the 
trust is such as to render the income taxable under 
IRC Sec. 22(a).
Pension Trusts
Law Section—IRC 165, 22(b)(2)(B) and 23(p)
General statement. In Chapter 29 there is a ref­
erence to the deductibility of contributions to pension 
and profit-sharing plans and the qualifications of such 
plans. The present discussion is concerned primarily 
with the taxability to employees and the income na­
ture of the benefit payments.
Pension and profit-sharing plans, including stock 
bonus plans, have as their primary object the defer­
ment of compensation, by providing a present fund 
for future distribution to employees. Because of the 
apparent tax-avoidance devices that had multiplied 
by the use of so-called pension trust and profit-sharing 
plans, Congress amended the Code by the Revenue 
Act of 1942, setting up rigid qualifications and other­
wise introducing requirements that undoubtedly will 
have the effect of deterring unwholesome abuse of 
what is essentially a sound sociological and economic 
theory.
In addition to completely rewriting IRC Sec. 165 
dealing with employees’ trusts, a new subsection (B) 
was added to IRC Sec. 22(b)(2) dealing with the man­
ner of taxing annuities purchased by an employer for 
his employees. Generally, if an annuity is paid for by 
an employer operating under a plan permitting the
deduction for the cost under amended Sec. 23(p), the 
employee is not required to include the contribution 
when made in his own gross income; but if the em­
ployee has participated or contributed to the cost of 
the annuity, thereafter, upon receiving payments un­
der the annuity contracts, the income will be dealt 
with in a manner similar to other purchased annuities 
—namely, the 3 per cent rule will apply.
Taxability of employees. Contributions by an em­
ployer to an employees’ trust that qualifies under 
IRC Sec. 165, are not to be included in the income 
of an employee until the year in which distribution is 
made to him or the contribution is otherwise made 
available. Should the trust fail to qualify under Sec. 
165(a), the contribution is to be reported in the in­
come of the employee in the year when made, unless 
the rights of the employee in the contribution are for­
feitable.
As was stated previously, if the plan was a partici­
pating plan or one to which the employee was a co­
contributor, or if the employee reported as taxable to 
him the contributions made in prior years, then the 
income is to be reported in the same manner as that 
of self-purchased annuities.
If distributions are payable to an employee within 
one taxable year on account of the employee’s separa­
tion from service, the amount of distribution received 
in excess of the employee’s contributions shall be con­
sidered a gain from the sale or exchange of a capital 
asset held for more than six months, and the alterna­
tive tax on capital gains may apply. [IRC Sec. 165(b)].
Where the employer’s contributions are used to pur­
chase combination annuities and life insurance pro­
tection, that portion of the premium which represents 
the cost of life insurance constitutes income to the 
employee in the year of purchase, but not the cost of 
the annuity.
Where, instead of a contribution to a trust, the 
employer purchases annuity contracts for an employee, 
the taxability of the contributions will depend upon 
whether or not the employer may deduct the same 
under Sec. 23(p)(l)(B) [unless the employer is a chari­
table, religious, or other exempt organization under 
Sec. 101(6)]. If the contribution is deductible or paid 
by an exempt institution, the employee includes in his 
income only the amounts received under such contract 
for the year of receipt, unless, of course, he was a co­
contributor, in which latter event that portion of the 
income attributable to his contribution is taxed as 
other purchased annuities. But, if the employer’s 
contribution is not deductible and the rights of the 
employee under the contract are non-forfeitable, ex­
cept for failure to pay future premiums, the contribu­
tions by the employer are includible in the income 
of the employee in the year when contributed, and 
thereafter that amount becomes part of the considera­
tion for the purchase of the employees’ annuity, so that 
the income is dealt with as in other types of purchased 
annuities.
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Capital Gains and Losses 
Law Section—IRC 117
General statement. The 1942 Revenue Act mate­
rially altered and revised the taxing of capital gains 
and losses, changed the definition, introduced new con­
cepts, extended the benefits of the alternative tax to 
gains on real property used in trade or business and 
held for more than six months, and effected many 
other changes which will be touched upon herein­
after.
Through further amendments made by the 1943 
Act, owners of timber were given special relief by add­
ing a new section [117(k)], permitting an election in 
respect of gains or losses on the disposal of timber 
held for more than six months.
By a ruling of the Treasury Department (IT 3666, 
CB 1944, p. 270), livestock used for draft, breeding, 
or dairy purposes, is held to be property used in 
a trade or business [within the meaning of Code Sec. 
117(j)] of a character which is subject to depreciation, 
provided it is held for more than six months.
Detailed study of the Code provisions and the re­
lated regulations is essential for a comprehensive 
understanding of this subject matter. Because of the 
importance of the problems and the technicalities in­
volved, a somewhat more comprehensive exposition 
has been attempted than might otherwise be appropri­
ate for a refresher course.
Holding period reduced. The length of time 
which heretofore had distinguished short-term trans­
actions from long-term transactions, was materially 
reduced from eighteen months to six months.
Definition changes. The treatment of gains and 
losses arising from the sale of real property and build­
ings used in a trade or business of a taxpayer, was 
altered by deleting these items from the definition 
of capital assets. Instead, the problem was taken up 
in connection with gains or losses from involuntary 
conversion and from the sale or exchange of certain 
property used in a trade or business, in a new Sec. 
117(j). If real property—that is to say, both land and 
building—is used in a trade or business and has been 
held for more than six months and thereafter sold at 
a gain, this gain in general will be dealt with and 
considered, nevertheless, as a gain from the sale or 
exchange of capital assets. On the other hand, losses 
are treated as ordinary losses.
Some doubt exists at present, in cases of losses with 
reference to those individuals who may own one or 
two pieces of real estate from which they derive rental 
income, but whose business primarily is concerned 
with other matters. The question is, is this property 
of a depreciable character “used in trade or business”? 
Regulations 111-29.117-1 significantly provides as fol­
lows: “Property held for the production of income but 
not used in a trade or business of the taxpayer is not 
excluded from the term ‘capital assets’ even though
depreciation may have been allowed with respect to 
such property under Sec. 23(1) prior to its amendment 
by the Revenue Act of 1942.”
A definite position has not been announced by the 
Commissioner, as to whether in case of a loss on sale 
or exchange such loss will be allowed as an ordinary 
loss.
As amended, a capital asset may be defined briefly 
to include all property held by the taxpayer (whether 
or not connected with his trade or business) other 
than (a) merchandise inventories or stock in trade, 
(b) property held primarily for sale to customers in 
the ordinary course of business, (c) property of a de­
preciable character used in a trade or business, (d) real 
property (both land and building) similarly used in 
a trade or business of a taxpayer, and (e) certain 
governmental securities sold on a discount basis and 
maturing within a year from the date of issue.
Percentage to be taken into consideration. The 
Code as amended permits, as to individuals, only 50 
per cent of long-term capital gains and losses to be 
taken into consideration. Prior thereto the maximum 
tax on individuals resulting from net long-term capital 
gains was 30 per cent thereof, so that the effective rate 
was either 20 per cent or 15 per cent of the full 
amount of the net long-term capital gain, depending 
upon the length of time the asset was held. (The old 
law required that 66⅔ per cent be taken into account 
if the holding period was over eighteen months but 
not more than twenty-four months, and 50 per cent 
if the holding period was more than twenty-four 
months.)
Now, however, the alternative rate for an individual 
is 50 per cent, so that the effective rate is 25 per cent 
(50 per cent of the 50 taken into account). Not only 
has the effective rate thus been increased, but if the 
alternative tax is to apply, the net long-term capital 
gains must first be reduced by the net short-term 
capital losses. It may be recalled that in previous 
years the net short-term capital loss could not be 
availed of, except that one was permitted to carry it 
forward and claim it as a deduction from the short­
term net capital gains of the succeeding year—the 
amount being limited, in any event, not in excess of 
the taxpayer’s net income for the preceding year.
Furthermore, if an individual taxpayer hitherto had 
a net long-term capital loss, he could deduct the same, 
but his tax benefit could not be greater than 30 per 
cent of the net capital loss taken into consideration. 
The law, as revised, grants only a partial benefit, so 
that when all capital gains, whether short-term or 
long-term, are taken together and a net capital loss 
emerges, the extent of the deduction allowed is equal 
to the taxpayers’ net income from other sources, or 
$1,000, or whichever is lower. That is to say, not more 
than $1,000 can be claimed as a net capital loss de­
duction.
Limitation on net capital loss deductions. The
Changes in Determination of Taxable Gross Income Ch. 25-p. 17
remaining disallowed net capital loss becomes a short­
term capital loss that may be carried forward into 
the next succeeding five years.
Alternative tax in respect of corporations. Cor­
porations have also been given an opportunity to use 
an alternative tax on their long-term capital gains, 
the rate being 25 per cent in lieu of other taxes, but 
there is no percentage application as far as holding 
period is concerned. Capital losses of corporations 
are allowed in the year of sale or exchange only to 
the extent of gains from such sales or exchanges. The 
balance of the capital loss, denominated “net capital 
loss,” becomes available as a carry-over for the next 
succeeding five years.
Net short-term capital gain defined. The term 
“net short-term capital gain” means the excess of the 
current year’s short-term capital gains over short-term 
capital losses for that year.
Where a taxpayer had a net short-term capital loss 
for the year 1941, which he was previously permitted 
to carry forward, the law saves this deduction by 
treating the carry-over from 1941 as if it were a short­
term loss of 1942. Assume that Smith in 1941 had a 
net short-term capital loss of $1,000 but that his net 
income for that year, otherwise, was $1,500. He ac­
cordingly had a permissible carry-over of $1,000. In 
1942, his transactions produced a net short-term capital 
gain of $2,000. His taxable net short-term gain in 1942 
would be reduced by the loss of $1,000 in 1941, so 
that his net taxable short-term capital gain for 1942 
would be $1,000, reportable in full and taxable in the 
usual manner.
Diet capital gain defined. If a taxpayer, other than 
a corporation, has capital gains and losses in a taxable 
year, regardless of whether or not the assets are short­
term or long-term, but after applying the appropriate 
percentages due to the length of time these assets 
were held, and the taxpayer determines that his capital 
gains exceed his capital losses for that year, that ex­
cess plus an amount equal to his other net income or 
$1,000 (whichever is smaller) becomes what the act 
denominates “net capital gain.” Thus, for example, 
in 1943 Jones had a net long-term capital gain (after 
applying the 50 per cent) of $25,000. He also had a 
net short-term capital loss (before taking into consider­
ation any net loss carry-overs from 1942) of $5,000, and 
his net income for 1943 from all other sources was 
$500. It would appear that his net capital gain would 
be the difference of the aggregate capital gains and 
losses, $25,000 minus $5,000, or $20,000, increased by 
his net income of $500 (because that last figure is less 
than $1,000), or a total “net capital gain” of $20,500.
The significance of introducing this new concept 
arises from the fact that if our taxpayer, Jones, has 
sustained a $50,000 net capital loss of which he could 
not avail himself in 1942, he can, when computing his 
income tax for 1943, apply or carry forward so much 
of the $50,000 loss as would be sufficient to wipe out
not only the actual capital gains and losses of 1943 
taken into consideration (namely, the $20,000), but he 
would also be able to wash out the remnant of his 
other income of $500, so that for 1943 he would have 
no tax to pay.
While on the subject, it should be noted that in this 
particular case, Jones, having exhausted in 1943 
$20,500 of his net loss of $50,000 which he carried 
forward from 1942, has available a balance of $29,500 
which may be applied against net capital gains of
1944, 1945, 1946, and 1947 until exhausted.
Net capital loss concept. The converse to the net 
capital gain, called “net capital loss,” in the case of 
taxpayers other than corporations, is the excess of 
capital losses over capital gains, except that the net 
capital loss deductible for the current year may not 
exceed the taxpayer’s other net income, or $1,000, 
whichever is lower. To illustrate: In 1942 Jones had 
net short-term gains of $5,000, and net long-term losses 
of $25,000. His other net income was $5,000. How 
much of a net capital loss does Jones have for 1942? 
The aggregate of capital losses is $20,000, but he also 
happens to have net income from other sources of 
$5,000, which amount exceeds the limitation of $1,000. 
Accordingly then, his net capital loss is $20,000, minus 
$1,000, or $19,000. His taxable income for 1942 will 
be $5,000 reduced by the maximum available net capi­
tal loss of $1,000, or $4,000, on which he pays the usual 
rates. The remaining $19,000 net capital loss of 1942 is 
projected for as many as five succeeding years as a 
“short-term capital loss.”
Method of applying carry-overs. All taxpayers 
are required to exhaust the earliest carry-overs before 
applying any loss sustained in the succeeding years. 
That is to say, if taxpayers have net capital losses in 
1942 and also in 1943, and then have net capital gains 
in 1944, it would be necessary to offset the 1942 carry­
overs against the 1944 gains before applying the 1943 
carry-overs.
It is assumed that in 1942 Adams, an individual, had 
ordinary income of $5,000 and net capital losses of 
$5,000. Accordingly then, in 1942 he could only de­
duct $1,000—that is the maximum available—from his 
ordinary income of $5,000, paying tax on $4,000. That 
would leave Adams with a net short-term loss to be 
carried forward of $4,000. Thereafter in 1943, 1944,
1945, and 1946 Adams had no further capital asset 
transactions, but did have ordinary income in each of 
those years exceeding $1,000. It would appear that 
Adams would, nevertheless, be permitted to deduct 
$1,000 for each of the four years until he exhausted the 
entire $4,000 which he carried over from 1942.
Alternative tax computations. If the taxpayer has 
both net short-term capital gains and net long-term 
capital gains, obviously the net short-term gains do 
not come under the alternative computation, that lat­
ter being reserved, if applicable, solely for net long­
term gains.
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Should the taxpayer have net long-term gains and 
also net short-term losses, then, before he is permitted 
to use the alternative rate on his long-term gains, he 
must first reduce his net long-term gains by his net 
short-term losses, so that the alternative rate will 
apply on the difference between these two classes of 
gains and losses. To illustrate, if there were net long­
term capital gains of $5,000 and in the same year net 
short-term losses of $4,000 were sustained, the alterna­
tive rate would apply on only $1,000.
In the case of corporations, there is no reduction 
allowed in net long-term capital gains or losses because 
of the length of time which these assets were held. 
Just as in the case of short-term assets, the entire net 
long-term capital gain is taken into consideration.
If a corporation has only short-term gains, these will 
be taxed in the usual manner. If it has both short­
term and long-term gains, only the long-term gains 
are susceptible of the alternative tax treatment.
Should a corporation have net long-term capital 
gains and also net short-term losses, the same rule 
applied to individuals is applicable to the corpora­
tion, namely, that before the alternative rate may be 
adopted, it is necessary to reduce the net long-term 
gains by the net short-term losses.
Where applicable, the corporation will be required 
to pay only a flat 25 per cent on net long-term capital 
gains in lieu of taxes otherwise payable.
Sales of real property including involuntary 
conversions. As indicated previously, by amending 
the definition of a capital asset, there was excluded 
real property used in a trade or business. The effect 
of this change is that land used in a trade or business 
will have the same character as improvements subject 
'to allowances for depreciation.
So that one may more readily follow the changes 
effected by the amendments, it may be desirable to 
recall the definition of the term “property used in a 
trade or business.” This means either depreciable 
property employed in a trade or business, held for 
more than six months (like equipment or machinery) 
and real property, likewise used in a trade or business, 
and similarly held for more than six months.
It should be noted that if the business engages in 
the selling of equipment or real property, so that the 
items represent merchandise or stock in trade or are 
being held primarily for resale to customers in the 
ordinary course of business, the foregoing definition 
would not apply.
If the recognized gains upon the sales or exchanges 
of property used in a trade or business, including 
gains resulting from compulsory or involuntary con­
version of such property or the involuntary conver­
sion of long-term capital assets (held for more than 
six months), exceed the recognized losses from sales 
or exchange of similar items, then both gains and 
losses, for tax purposes, are considered and dealt with 
as gains and losses from the sales of capital assets.
But if such gains are less than the losses just de­
scribed, then both the gains and losses are not con­
sidered gains and losses from sales and exchanges of 
capital assets.
It is necessary in order to determine whether the 
new rule applies, to ascertain if the aggregate of the 
gains exceeds the aggregate of the losses, and, what is 
more to the point, in making this test, the percentage 
application resulting from the fact that the assets were 
held for more than six months, is temporarily for­
gotten, and only if there is a net excess of gains over 
losses may this net gain be treated as a net capital gain.
Should the losses exceed the gains, there is no ad­
vantage in this section. In this last instance, these 
transactions will be treated as resulting in ordinary 
losses. Supplemental discussion of certain aspects of 
losses subject to Sec. 117(j) is included in Chapter 26, 
particularly as concerns war losses and recoveries un­
der Sec. 127.
Stock rights. Attention has been directed previ­
ously to the change effected in the holding period for 
stock acquired by the exercise of rights. (See the dis­
cussion of Stock Rights on page 10.)
Capital gain rates applicable to timber. Prior to 
the Revenue Act of 1943, standing timber in the 
hands of persons other than dealers was held to be a 
capital asset, but the cutting of timber and the sale 
of the logs was declared to be a trade or business, so 
that the timber partook of an inventoriable character, 
and hence was not a capital asset.
It was believed that this view was a serious handi­
cap to timber owners and discriminated against those 
who disposed of timber by cutting it, as opposed to 
those who sold standing timber outright. To the 
latter, the gain was taxable as a capital gain, whereas 
to the former it was ordinary income. By adding 
Sec. 117(k) to the Internal Revenue Code, and amend­
ing the definition of the term “property used in trade 
or business” to include timber in Sec. 117(j), relief was 
afforded. If the taxpayer so elects upon his return, 
the cutting of timber during the year, for sale or use 
in the taxpayer’s trade or business by the taxpayer 
who owns or has a contract right to cut such timber, 
is treated as a sale or exchange of the timber cut dur­
ing the year, provided the taxpayer has owned such 
timber or held such contract right for more than six 
months prior to the beginning of such year. The 
election having been made, the property is considered 
as “property used in trade or business” for the pur­
pose of Sec. 117(j). If such an election is made, it be­
comes applicable to all timber owned by the taxpayer 
or to which he has contract rights, and is binding upon 
the taxpayer for the taxable year and all subsequent 
years, unless the Commissioner permits a revocation of 
the election.
Sec. 117(k) is tied in with 117(j) so that the gain or 
loss on timber becomes subject to the differential 
treatment that is accorded to property used in trade
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or business under Sec. 117(j), the net effect being that 
gains are taxable as capital gains, but losses are per­
mitted to be deducted as ordinary non-capital losses.
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Detailed regulations have been issued (111, Sec. 29.117) 
setting forth the method of calculation where the 
election is made.
CHAPTER 26
CHANGES IN DEDUCTIONS AND CREDITS1
By Henry B. Fernald
UNDER our federal income tax law “gross income” (the subject of discussion in the preceding chap­ter) continues to be the starting point in determining 
the amount on which income tax is to be computed. 
There are certain amounts (as for cost of goods sold) 
which are deductions in computing gross income. 
There are also certain amounts which may be “income” 
within the meaning of the Sixteenth Amendment to 
the Constitution but which the law as enacted ex­
cludes from its definition of “gross income.” From the 
standpoint of ultimate result it may not be important 
whether the cost of goods sold is a deduction in com­
puting gross income or is a deduction from gross in­
come in determining net income; or whether an allow­
ance with respect to dividends received from other 
corporations is a deduction from gross income in 
determining net income or is a credit against net 
income in determining the amount on which tax is 
to be computed. Yet the phraseology which the law 
uses depends for its meaning to a considerable extent 
upon the particular position which any deductions or 
allowances may have in the interlocking chain of 
computations to be made. “Net income” is not a 
term of fixed and unchangeable meaning, but it car­
ries whatever meaning may be given to it by a particu­
lar statute and by amendments which from time to 
time may be made. As we have been adding new 
taxes and increasing others, frequent changes in 
nomenclature and meaning have been made. These 
changes in nomenclature and concept have been so 
frequent over the years from 1939 to 1945 that careful 
reference to the law as it is applicable to any par­
ticular year is necessary in order to determine the 
amount on which any particular tax for that year 
is to be computed. This involves consideration not 
merely of the law as originally enacted applicable to 
that year, but also subsequent amendments enacted 
with retroactive effect.
No attempt can be made here to trace all the 
progressive or variant changes as they have been effec­
tive for one year or another of this period, nor is it 
possible here to cover the many and important changes 
in rulings and decisions as to the meaning of the 
law. Some of these give to prior law an interpretation 
different from the meaning which in 1939 it was 
generally considered to have. Many of the changes 
in the law are as yet largely unadjudicated, and regu­
lations and rulings seem far from crystallized and are 
subject to frequent amendment. The comparison here 
made is only between the Code as originally enacted 
and the law as it now stands. The intention is to 
state the general nature of the changes without
attempting to state all their many specifications, tech­
nicalities, and limitations, for which reference should 
be made to the law or regulations or textbooks and 
services which have been issued.
Proceeding then from the subject of gross income, 
this chapter gives consideration to the following:
I. The deductions of Sec. 23 to be made from gross 
income of Sec. 22 in order to arrive at the net 
income specified in Sec. 21.2
II. The credits which are to be deductible from the 
net income of Sec. 21 in computing the amount 
subject to the normal tax or the surtax (a) of 
corporations, and (b) of individuals.
III. The credits which are deductible from the 
amount of the tax imposed in determining the 
amount of the tax which is payable.
I. Deductions from Gross Income—Sec. 23
The general principle continues as stated in Sec. 43 
that deductions and credits shall be taken for the 
taxable year in which “paid or accrued” or “paid or 
incurred” unless, in order to clearly reflect the income, 
they should be taken as of a different period.
The former special provision that in case of death 
of the taxpayer the deductions and credits for the 
taxable period up to the date of his death should be 
included in his taxable income (with corresponding 
provision as to income inclusion) has been completely 
changed so that now, under Sec. 43, the deceased 
taxpayer’s final tax return will be rendered on the 
same basis (accrual or receipts and disbursements) as 
the taxpayer would otherwise have followed, and 
any amounts of income or deductions for his account 
which are not thus included in his returns will be 
taken up by the estate or the beneficiary, as set forth 
in considerable detail under the special provision of 
Sec. 126 regarding income in respect of decedents.
The provisions of Sec. 24 as to items not deductible 
are generally the same as formerly in denying de­
duction for personal, living, or family expenses, pay­
ments for permanent improvements or betterments, 
premiums on life insurance policies, etc., and in de­
nial of deductions for unpaid expenses and interest 
where the three conditions of Sec. 24(c) exist—(1)
1For this purpose, comparison is made of the Internal Revenue 
Code approved February 10, 1939, with the Code as it existed 
March 31, 1945. The Revenue Act of 1939, most of whose 
changes were effective only for years beginning after December 
31, 1939, is therefore considered among the subsequent changes.
2All section references, unless otherwise specified, are to the 
sections of the Internal Revenue Code. Section references to 
Treasury Regulations will carry the Code symbols applicable to 
such Regulations.
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that the interest and expenses are not paid within 
two and a half months after the close of the taxable 
year, and (2) that the amount is not, unless paid, 
includible in gross income of the recipient, and (3) 
that the taxpayer and the person to whom payment 
is to be made are persons between whom losses 
would be disallowed under Sec. 24(b). Specific pro­
visions are included in Sec. 24 with respect to in­
debtedness incurred or continued to purchase a sin­
gle premium life insurance or endowment contract 
and regarding taxes and carrying charges which the 
taxpayer has properly elected to treat as chargeable 
to capital account with respect to property, but there 
is question whether these are not simply clarification 
rather than substantial change in prior law.
Sec. 24(a)(5) continues to deny deduction for 
amounts allocable to income other than interest 
wholly tax-exempt; but it is amplified to deny de­
duction to an individual for non-trade or non-business 
expenses, now otherwise allowable, which are allocable 
to wholly tax-exempt interest. The changes made in 
the several items of deductions and the further items 
now allowable are as follows:
(a) Expenses
There has been no change in the wording of the 
general provision nor in the special limiting provision 
as to corporate charitable contributions. Two new 
provisions have been added.
If a corporation has elected to treat expenditures 
for advertising or promotion of goodwill as capital 
investments under Sec. 733(a) (dealing with determi­
nation of base period earnings for excess profits tax 
purposes), such expenditures shall not be deductible 
as ordinary and necessary expenses. Study must be 
made of Sec. 733 and the rules and regulations there­
under to determine the extent of this exclusion, 
which is quite technical and rather limited in its 
application.
A new provision of very broad application is that, 
in the case of an individual, deduction may be made 
for all the ordinary and necessary expenses paid or 
incurred during the taxable year “for the production 
or collection of income, or for the management, con­
servation, or maintenance of property held for the 
production of income.” The previous allowance of 
only those expenses of an individual “in carrying on 
any trade or business” is thus broadened so that 
non-trade or non-business expenses for the production 
of income, etc., will be deductible. This rule is also 
applicable to estates and trusts.
Federal import duties and excise and stamp taxes, 
no longer allowable as “taxes,” are to be allowed as 
“expenses” if they are expenses of a trade or business 
or are for the production of income, etc.
(b) Interest
There has been no change in this provision which
allows deduction for all interest paid or accrued 
except on indebtedness incurred or continued to 
purchase or carry tax-exempt obligations.
(c) Taxes
Except as to federal import duties and excise and 
stamp taxes and as to state or local retail sales taxes 
imposed on the retailer (which are referred to below), 
there has been no substantial change in general nature 
and scope of the deduction for taxes. Generally, all 
taxes paid or accrued within the taxable year are 
deductible, except those specifically excluded.
(1) Certain changes have arisen because of the 
imposition of the wartime excess-profits taxes under 
subchapter E of Chapter 2 of the Code.
(i) There is a change in nomenclature whereby the 
former “excess-profits tax,” the companion of the 
capital stock tax, is now designated “declared 
value excess-profits tax.” This continues to be 
a deduction in computing net income subject 
to the income tax—deductible as a separate line 
item on the tax return form, and hot to be in­
cluded in the deductions for taxes or expenses 
otherwise entered on the form.
(ii) The relation of excess-profits tax to income tax 
has changed with different years. For 1940 the 
income tax was to be first computed and was 
deductible in computing income subject to the 
excess-profits tax. For 1941 this was reversed and 
the excess-profits tax was to be first computed 
and was deductible in computing income sub­
ject to the income tax. For 1942 and subsequent 
years neither the income tax nor the excess- 
profits tax are allowable as deductions, but the 
amount of income subject to excess-profits tax 
(“adjusted excess-profits net income”) as speci­
fied in Sec. 26(e) is allowed as a credit in com­
puting the amount of income subject to income 
taxes (normal tax and surtax), as noted under 
“Credits” in Part II of this chapter.
(2) Federal import duties and federal excise and 
stamp taxes are no longer deductible as taxes under 
Sec. 23(c) but are deductible under Sec. 23(a) if 
they constitute expenses of a trade or business or 
are within the scope of the allowance to the individual 
for non-trade or non-business expenses under Sec. 
23(a)(2).
(3) State or locally imposed taxes continue to be 
deductible, and the allowance is somewhat broadened 
by Sec. 23(c) whereby state or local taxes measured 
by gross sales price, gross receipts, etc., which are 
separately stated and paid for by the purchaser may 
be allowed to the purchaser as if a tax imposed upon 
him even though technically they may be taxes which 
the law imposes upon the seller.
(4) The law continues its denial of deduction of 
foreign income and profits taxes if the taxpayer 
chooses to take to any extent the benefit of the foreign 
tax credit under Sec. 131. The modifications made in 
that section are later referred to. Those modifications 
include the taxpayer’s right to change an election
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originally made between the deduction or the credit 
for such taxes, and include some broadening of the 
scope of what shall be considered as foreign income 
and profits taxes for which credit may be taken.
(d) Taxes of Shareholder Paid by Corporation
No change is made in this provision that taxes 
imposed on a shareholder of a corporation on his 
interest as a shareholder which are paid by the cor­
poration without reimbursement from the share­
holder shall be allowed to the corporation and no 
deduction therefor shall be allowed the shareholder.
(e) to (j) Losses
The basic provisions authorizing deductions by 
individuals and corporations for losses continue un­
changed but with some change in substance of allow­
ances because of change in definition, in limitations, 
and in methods of computation.
Sec. 23(f) continues to allow to corporations 
deduction for “losses sustained during the taxable 
year and not compensated for by insurance or other­
wise.” Sec. 23(e) continues to allow to individuals 
similar losses “(1) if incurred in trade or business; or
(2) if incurred in any transaction entered into for 
profit . . . or (3) . . ., if the loss arises from fires, 
storms, shipwreck, or other casualty, or from theft.”
Sec. 23(g) continues to impose the general limita­
tion that “Losses from sales or exchanges of capital 
assets shall be allowed only to the extent provided in 
Sec. 117.” Sec. 23(g)(2) and (3) continue the 
provision that if shares of stock in a corporation or 
rights to subscribe for or receive such shares become 
worthless and are capital assets, the resulting loss 
shall be considered as a loss from sale or exchange of 
capital assets; but with a new provision excepting 
from this rule stock in a corporation affiliated with 
the taxpayer as specified in Sec. 23(g)(4). (Note 
also the somewhat similar provisions of Sec. 23(k), 
continued or amended, to treat a loss on worthless­
ness of bonds, debentures, notes or certificates, etc., 
with interest coupons or in registered form, as a loss 
on sale or exchange of capital assets,—except to a 
taxpayer other than a bank and except as to securi­
ties of an “affiliated corporation.” Note also the new 
provision of Sec. 23(k)(4) to consider worthlessness 
to a taxpayer other than a corporation of a non- 
business debt as a loss from sale or exchange of a 
capital asset held for not more than six months.)
The limitation of wagering losses under Sec. 23
(h) and the disallowance of loss on wash sales of 
securities under Sec. 23(j) are continued.
The basis for determining losses sustained con­
tinues to be under Sec. 23(i) the adjusted basis pro­
vided in Sec. 113(b) for determining the loss from 
sale or other disposition of the property.
Apart from the changes made in Sec. 23, the sub­
stance of these allowances is to some extent changed 
by the amendments made in Sec. 117 regarding gains
and losses from sales or exchanges of capital assets 
and by the new provisions of Sec. 117(j) regarding 
involuntary conversions and gains or losses on real 
and depreciable property and the new provisions of 
Sec. 127 regarding war losses.
The subject of capital gains and losses has been 
discussed in the preceding chapter. This is here sup­
plemented by the following special discussion of cer­
tain aspects of Sec. 117(j) and Sec. 127 as they 
relate particularly to the subject of losses (and of 
recoveries with respect to property subject to the 
war loss provisions).
 
Gains and Losses from Involuntary Conversion) 
and from Sale or Exchange of Certain Property 
Used in the Trade or Business—Sec. 117(j)
This subsection, added by the Revenue Act of 
1942, provides special treatment for gains and losses 
upon the sale or exchange of real or depreciable 
property used in the trade or business held for more 
than six months, and for the gains and losses upon 
the compulsory or involuntary conversion of such 
real or depreciable property and of capital assets held 
more than six months.3 A special provision of this 
subsection is that if the aggregate of the gains ex­
ceeds the aggregate of the losses subject to it, then 
such gains and losses are treated as capital gains and 
losses; but if the aggregate of losses exceeds the aggre­
gate of gains subject to it, the net excess will be an 
ordinary loss (subject to recognition of gains or 
losses and deductibility of losses as otherwise pro­
vided).
The new term “property used in the trade or busi­
ness” is defined to mean real or depreciable property 
used in the trade or business, held for more than six 
months, not of a kind includible in inventory or 
held primarily for sale to customers in the ordinary 
course of the taxpayer’s trade or business (but it also 
includes timber to which Sec. 117(k) is applicable).
Under the provisions of Sec. 117(j) are to be in­
cluded the following:
Gains
From sales or exchanges of such “property used in 
the trade or business,” and
From the compulsory or involuntary conversion (on 
destruction in whole or in part, theft or seizure, or 
in exercise of the power of requisition or condem­
nation or the threat or imminence thereof) of such 
“property used in the trade or business,” or capital 
assets held more than six months.
Losses
From such sales, exchanges, and conversions (includ­
ing losses, upon destruction, theft, seizure, etc., of 
such property whether or not there was conversion 
of such property into money or other property- 
see Regulations Sec. 29.117-7).
For the purpose of determining whether the net re-
3A general discussion of these provisions is given in Chapter 25.
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suit of all Sec. 117(j) transactions is a gain or loss, 
on which depends their treatment as capital or 
ordinary items, such gains and losses are to be in­
cluded only if and to the extent taken into account 
in computing net income but without applying the 
capital gain or loss percentage reductions or the 
limitations on amount of allowable capital loss 
prescribed by Sec. 117(b) and (d).
As to the nature of the gains or losses (to be taken 
into account in computing net income) which will 
fall subject to these provisions, it may be noted—
(1) As to real or depreciable property used in the
  trade or business which has been held for more
than six months, the gains or losses either on 
sale or exchange or compulsory or involuntary 
conversion are here to be taken into account.
(2) As to capital assets (which do no include “prop­
erty used in the trade or business” as here 
defined) held for more than six months—regardless 
of whether or not used in the trade or business- 
only the gains or losses from compulsory or in­
voluntary conversion are to be here taken into 
account.
(3) These provisions do not apply to gain or loss
(a) from sales or exchanges of capital assets 
which do not constitute compulsory or involun­
tary conversion, (b) from involuntary conversion 
of capital assets which have not been held for 
more than six months, and (c) from real or 
depreciable property not used in the trade or 
business or not held for more than six months.
Clearly there will not be a gain from involuntary 
conversion unless there is conversion into money or 
other property but there may be a loss if there is no 
money or other property received or if the amount 
received is less than the basis for the property con­
verted. Gain not recognized under the provisions of 
Sec. 112(f) regarding replacement with similar prop­
erty is not to be included under Sec. 117(j).
War losses allowable under the special provisions 
of Sec. 127 (hereinafter discussed) are deemed to be 
losses on property destroyed or seized, and later 
recovery in respect thereof may to some extent be 
considered gain upon involuntary conversion. To 
determine whether or not such war losses and the 
specified recoveries fall under Sec. 117(j), it is nec­
essary to consider the character of property involved. 
Such gains or losses in respect of real or depreciable 
property used in the trade or business held for more 
than six months or in respect of capital assets held for 
more than six months may fall subject to Sec. 117(j), 
whereas similar gains or losses in respect of assets 
not within such classifications would not be within the 
scope of Sec. 117(j).
The general effect of Sec. 117(j) may then be noted 
as follows:
(1) If for any year there are only gains and no losses 
subject to its provisions, then all such gains will 
be treated as gains from the sale of capital assets.
(2) If for any year there are only losses and no gains
subject to its provisions, then all such losses shall 
not be considered as from sales or exchanges of 
capital assets but will constitute ordinary loss 
deductions.
(3) If for any year there are both gains and losses 
subject to its provisions, then there must be a 
determination of whether gains exceed losses (in 
which case they will be treated as gains and 
losses from sales of capital assets held for more 
than six months), or whether losses exceed gains 
(in which case the excess will constitute an 
ordinary loss).
Thus, under these provisions losses which by them­
selves would constitute ordinary deductions may be 
in whole or in part offset against gains which except 
for such losses would be taxable as capital gains. On 
the other hand, if gains which fall under Sec. 117(j) 
are to be treated as capital gains, they may serve to 
offset capital losses which otherwise might not be 
deductible in that year.
Sec. 117(j) is thus a special provision applicable 
only to certain particular gains or losses with respect 
to specified assets as a means of determining whether 
and to what exent those gains and losses shall be 
treated as capital gains and losses or shall be offset 
against one another or be allowable as ordinary loss.
War Losses—Sec. 127
Following the entry of the United States into the 
war, December 7, 1941, the problem arose of loss on 
property or property interests in war areas or in 
enemy countries or enemy-controlled areas. It was 
recognized that property located within an enemy 
country or within an enemy-controlled area was for 
all practical purposes lost to the taxpayer even though 
it was practically impossible to determine the actual 
disposition of such property or whether it could be 
recovered after the war or what its value might be 
if recovered. Normal rules for establishing actual 
loss sustained and the time when such loss was 
sustained could not be satisfactorily applied during 
the war, and even after the war satisfactory evidence 
might be difficult to obtain. Accordingly, by Sec. 156 
of the 1942 Act, a new Sec. 127 was written into the 
Code to provide certain practical rules for treatment 
of property destroyed or seized in the course of mili­
tary or naval operations during the war, of property 
located in enemy countries or in areas which come 
under the control of the enemy, and of property 
interests therein, and for treatment of loss with 
respect thereto as a casualty loss.4
4The general nature and intent of these provisions is set forth 
at some length in the Committee Reports on the Revenue Bill 
of 1942 of the Senate Committee on Finance (S. R. No. 1631, 
77th Congress, 2d Session) and of the Committee of Conference 
(H. R. Report No. 2586, 77th Congress, 2d Session)—C.B. 1942-2, 
pp. 538, 599, 710. On p. 538 it is stated “such loss may be 
claimed as a casualty loss in the computation of net income,” 
with further references to “casualty loss” pp. 600 and 710.
For general discussion of these provisions, see also “The Tax 
Treatment of Foreign War Losses,” by Arthur H. Kent, in Law 
and Contemporary Problems, School of Law, Duke University, 
Vol. X, No. 1—Winter 1943, p. 165.
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Generally the full 100 per cent loss is to be allow­
able as of the initial date when the property was 
destroyed or came under enemy control, without 
regard to the possibility of its future recovery or 
receipt of compensation or damages therefor. Then, 
if later the property should be recovered or compen­
sation or damages received therefor, that recovery 
would be the basis for a taxable income computation 
to the extent it exceeded the allowable war loss for 
which the taxpayer had not had a tax benefit.
These special “war loss” provisions of Sec. 127 
are limited to losses incurred or deemed to have been 
incurred on or after December 7, 1941. For the pro­
visions of Sec. 127 to apply, the regulations state the 
property must be in existence on the applicable date 
specified and the taxpayer must own such property 
or an interest therein at such time. (If before such 
time the property was destroyed or confiscated, such 
loss would be allowable only as authorized by the 
loss provisions other than those of Sec. 127.)
Consideration will first be given to war losses and 
recoveries with respect to property which itself is, or 
is deemed, destroyed or seized. Thereafter considera­
tion will be given to war losses allowable with respect 
to an interest in or with respect to property subject to 
the war loss provisions.5
(A) Property Which Itself Is or Is Deemed Destroyed 
or Seized
(1) As to the war losses allowable: The property 
as to which war losses are directly allowable is 
separately classified according to the time when the 
property shall be deemed to have been destroyed or 
seized and when consequently the loss thereon would 
be deductible.
(a) Property within any country at war with the 
United States or within an area under the control 
of such country on the date war with that country 
was declared by the United States is deemed de­
stroyed or seized on the date war with such coun­
try was declared.
(b) Property within an area which comes under the 
control of a country at war with the United States 
after the date war with such country is declared 
is deemed destroyed or seized in the course of 
military or naval operations by such country at 
a date between (i) the latest date when such 
area was under the control of the United States 
or a country not at war with the United States 
and (ii) the earliest date when such area may 
be considered under control of a country at war 
with the United States.
(c) Property not in enemies’ countries destroyed or 
seized on or after December 7, 1941, in the course 
of military or naval operations by the United 
States or any other country engaged in the present 
war shall be deemed to have been destroyed or 
seized on a date between (i) the latest date 
when it may be considered as not destroyed or 
seized and (ii) the earliest date on which it may
be considered as having already been destroyed 
or seized.
The Commissioner is given certain authority to 
determine the limiting dates, but within those dates 
the taxpayer is permitted to fix the date of loss. 
Generally the taxpayer’s right to select an exact date 
becomes of substantial importance only when the 
optional period between the earliest and the latest 
allowable dates extends over the end of the taxpayer’s 
taxable year. The taxpayer’s choice of date is to 
be as prescribed by the regulations, and the Commis­
sioner’s permission is required to change a choice once 
made. Unless the taxpayer chooses a specific date, 
the latest date specified in the law will control—Reg. 
Sec. 29.127(a)—2(c).
The term “property” includes tangible property 
of every kind actually within the country or area 
and intangible property to the extent the enemy 
country exercises effective control or authority over it.
The usual rules for determining amount of loss 
will apply; viz., the taxpayer’s adjusted basis for 
computing loss on sale or other disposition of the 
property (not the value of the property at the loss 
date). Possibility of future recovery of the property 
or of compensation therefor (other than insurance or 
similar indemnity) is not to be taken into account 
in determining the amount of loss. Pursuant to Sec. 
127(b)(2), no loss shall be deemed sustained to the 
extent that obligations or liabilities of the taxpayer 
are discharged or satisfied out of the property or in­
terest in the taxable year of its destruction or seizure; 
but the taxpayer may choose to decrease the loss by 
such obligations or liabilities if so discharged or satis­
fied in a subsequent taxable year or if the taxpayer 
is unable to determine (at the time of the election) 
whether or not they are in fact discharged or seized. 
Otherwise, presumably, the loss is to be determined 
without reduction for obligations or liabilities of the 
taxpayer.
Insurance or other similar indemnity by a govern­
ment is not disregarded in computing amount of loss. 
If during the same taxable year in which the de­
struction or seizure is deemed to occur, the taxpayer 
recovers the property or money or other property in 
lieu thereof or compensation therefor (or, the regu­
lations state, if the possibility of such recovery or 
compensation develops into a recognized right), such 
facts must be taken into account in determining if 
there was a loss and its amount.
The amount of such a war loss is deemed a casualty 
loss; that is, as a loss from the destruction or seizure 
of the property. If the war loss is with regard to 
capital assets or “property used in the trade or busi­
ness” (real or depreciable property used in the trade
5This discussion deals with the apparent nature and effect of 
the present provisions. There is definite possibility that there 
may be amendments to the law, and always the possibility of 
changes in interpretation of new provisions such as these.
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or business) held more than six months which is sub­
ject to Sec. 117(j) (as previously discussed), the loss may 
be in whole or in part applied to reduce amounts 
otherwise taxable as capital gains instead of being de­
ductible from ordinary income. There are many 
questions which here arise but the general deducti­
bility of these war losses appears to be as follows:
If the war loss was with respect to property which 
was not a capital asset held for more than six 
months or was not real or depreciable property 
used in the taxpayer’s trade or business held for 
more than six months, then the war loss is di­
rectly deductible as an ordinary loss by a corpora­
tion under Sec. 23(f) or by an individual under 
Sec. 23(e)(3).
If, however, the war loss was with respect to property 
held for more than six months which was a capital 
asset or which was real or depreciable property 
used in the taxpayer’s trade or business, then the 
loss is subject to the provisions of Sec. 117 (j) relat­
ing to gains or losses upon involuntary conversions. 
If there are no gains to be taken into account 
under Sec. 117(j), the entire amount of the war 
losses will be an ordinary loss deduction. If and 
to the exent such war losses, together with any 
other losses to be taken into account under Sec. 
117(j), are more than the gains to be taken into 
account under that section, the excess will be an 
ordinary loss deduction. If, however, such war 
losses, together with any other losses to be taken 
into account under Sec. 117(j), are less than the 
gains to be taken into account under Sec. 117(j), 
the gains and losses will be treated as capital gain 
and losses. Thus, to the extent of any gains to be 
taken into account under Sec. 117(j), the losses 
which fall thereunder will in effect be applied to 
reduce the taxable capital gain.
For example, if a taxpayer has a war loss of $100,000, 
of which $30,000 is with respect to inventories or 
stock in trade and $70,000 is with respect to real 
and depreciable property used in the trade or 
business which has been held for over six months, 
the $30,000 would be directly deductible as an 
ordinary loss, whereas the $70,000 would be subject 
to the provisions of Sec. 117(j). If the taxpayer 
had $55,000 of gains otherwise includible under 
Sec. 117(j), the $15,000 ($70,000 - $55,000) excess 
of war loss over gains under Sec. 117(j) would 
be deductible as an ordinary loss; thus, of the 
$100,000 war loss, $45,000 ($30,000 + $15,000) 
would be deductible as an ordinary loss and $55,000 
would have been offset against the gain which might 
otherwise have been taxable at only 25 per cent.
If, however, the gains otherwise includible under Sec. 
117(j) were more than the losses thereunder, 
$70,000 of the war loss as well as the amount of 
such gains would be subject to the capital gain 
and loss provisions, and only the $30,000 of the war 
losses [not subject to Sec. 117(j)] would be directly 
deductible from ordinary income. Where gains 
exceed losses under Sec. 117(j) with capital gain 
and loss provisions applicable thereto, the ultimate
effective taxability, offset or deduction thereof can 
only be determined after appropriately taking into 
account other items which may be subject to the 
capital gain and loss provisions.
The amount of a war loss may thus result either—
(a) In an ordinary loss deduction (directly or after 
partial offset against Sec. 117(j) gains); which 
deduction may be effectively applied in reduction 
of current year’s taxable income, or it may enter 
into computation of a net operating loss carry­
back or carry-over (with or without tax benefit, 
depending upon conditions and upon technicali­
ties of Sec. 122);
(b) In an offset against gains which otherwise would 
be taxable at capital gain rates or against gains 
which in whole or in part might not have been 
taxable because they might otherwise have been 
offset against capital losses of which no tax bene­
fit may be obtainable.
Accordingly, the war loss (as any other deduction 
stated by the law as allowable) may result in no 
actual tax benefit for the corporation or the indi­
vidual entitled thereto; or it may give rise to a tax 
benefit in the year of loss or in some other year. 
For the individual a tax benefit may be a saving at 
capital gain rate or at normal and surtax rates other­
wise applicable. For a corporation a tax benefit may 
be at capital gain rates, at normal and surtax rates, 
or at excess-profits tax rates, either for year of loss 
or for some other year. As to corporations it is to 
be noted that the war loss allowable (except as 
includible under Sec. 117(j) when gains thereunder 
exceed losses) is not deemed a loss from sale or ex­
change of capital assets and so is not to be ex­
cluded in computing excess-profits net income under 
Sec. 711(a)(1)(B) or Sec. 711(a)(2)(D); nor an ex­
clusion in computing net income for purpose of 
the declared value excess-profits tax. Thus it might 
reduce the amount of the excess-profits tax without 
any change in income tax imposed by Chapter 1 of 
the Code; or it might affect both excess-profits tax 
and income tax; or it might affect only income tax 
if no excess-profits tax were in any event applicable.
(2) As to recoveries of or with respect to such 
property: As previously noted, the possibility of 
future recovery of the property or of compensation 
therefor was not to be taken into account in de­
termining the amount of the loss except as to in­
surance or other certain indemnity with respect 
thereto or as to the recovery in the same taxable year 
of the property or of compensation therefor, etc. 
If in a subsequent year there is recovery of the prop­
erty previously deemed destroyed or seized, or of 
money or property in respect thereof,6 the amount
6Sec. 127(c) and (d) do not mention the recovery of the 
original property which had been seized but only speak of the 
recovery of “property in respect of property considered ... as 
destroyed or seized.” Property which is itself recovered thus 
seems to be considered as property recovered in respect of prop­
erty which had previously been seized.
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of recovery shall be the aggregate of the amount of 
money and the fair market value of any property 
determined as of the date of recovery.
Under the rules prescribed, the extent and nature 
of the inclusion of recovery in income of the re­
covery year depends upon—
(a) Whether any recovery, plus prior recoveries, does 
or does not exceed the aggregate of war loss 
deductions allowable in prior years; first as to 
the aggregate which gave no tax benefit, and 
then as to the aggregate which gave a tax benefit.7
(b) If and to the extent there is an excess over such 
aggregate, whether or not there has been a 
property replacement subject to Sec. 112(f) 
and whether or not the excess recovery is with 
respect to property of a character subject to 
Sec. 117(j).
A war loss, in fact allowable but not actually 
allowed (whether not claimed by the taxpayer or 
not allowed by the Commissioner), is to be considered 
a loss which did not result in a tax benefit. This 
may in effect give the taxpayer an option whether 
or not to claim a war loss deduction, although the 
Commissioner might possibly make allowance of such 
a loss even though not claimed by the taxpayer.
The appropriate determinations having been made, 
the rules are to be applied along the following lines:
(i) To the extent that the amount recovered, plus 
the aggregate of previous recoveries, does not exceed 
that part of the aggregate war loss allowable deduc­
tions in prior years which did not result in reduction 
of the taxpayer’s income tax,8
such amount which gave no tax benefit shall 
not be includible in gross income nor be 
deemed gain upon involuntary conversion as 
a result of destruction or seizure of property.
(ii) To the extent that such aggregate recoveries 
exceed deductions which gave no tax benefit but do 
not exceed the aggregate deductions which did result 
in a tax benefit,
such amount of recovery shall be included 
in gross income as ordinary income, and shall 
not be deemed a gain on involuntary con­
version of property as a result of its destruc­
tion or seizure.9
(iii) To the extent that the aggregate recoveries 
exceed the aggregate of allowable war loss deductions 
in prior years,
that excess shall be considered a gain on 
involuntary conversion of property as a re­
sult of its destruction or seizure and shall be 
recognized or not recognized as provided in 
Sec. 112(f) under which gain is not to be 
recognized on the there specified involuntary 
conversion of property into similar property 
or into money which is expended in acquisi­
tion of similar property, etc.10
It would seem that the principles of Sec. 112(f) 
should be applied to any property which was itself 
recovered (but apparently the regulations seem to
require its use for the same purpose as previously). 
However, Sec. 112(f) is deemed applicable only if 
and to the extent the amount of the particular prop­
erty recovery brings total recoveries to that date to 
an amount in excess of aggregate losses of prior years. 
The importance of this “aggregate” test is illustrated 
by Example (1) in Regulations Sec. 29.127 (c)-l, 
which in outline is as shown at the top of page 8.
If the order of recoveries was changed, this would 
change the schedule of what constitutes involuntary 
conversion and the possible application of Sec. 112(f) 
as to replacement of any property. Also, if some 
of the properties were and some were not of the 
character to which Sec. 117(j) would be applicable, 
a change in the order of recoveries might affect the 
applicability of Sec. 117(j) to the amounts of involun­
tary conversion recoveries.
There are no such special rules prescribed for 
determining when recoveries occur as are prescribed 
for determining loss dates. For recovery of money or 
other property in respect of a war loss, presumably 
there will be some definite action determinative of the 
time when the taxpayer’s right to a specific amount 
of money or to specific property accrues. For re­
covery of the property itself there may be question, 
but the reasonable rule would seem to be that there 
is recovery only when the taxpayer is again effectively 
placed in full possession and control of the property.
(3) As to basis of recovered property: The subse­
quent unadjusted basis of property recovered (the re­
covered property itself or other property received in 
respect thereof) shall be the fair market value of such
property at date of recovery—
7As to rule for determining status of recoveries on comparison 
with aggregate war losses previously allowable, see Reg. Sec. 
29.127(c) and (f) including amendments by TD 5454.
8Under Sec. 127(c)(2) and (f) (which is in Chapter 1 of the 
Code) the tax benefit referred to is “a reduction of any tax 
of the taxpayer under this chapter.” By this wording only so 
much of the war losses as served to reduce a normal tax, surtax, 
capital gain tax, tax under Sec. 102, or any other tax under 
Chapter 1 (for the year of loss or any other year) would give 
the tax benefit here referred to. This apparently excludes from 
consideration any tax benefit from reduction of excess-profits 
tax or other tax imposed under Chapter 2 of the Code, although 
under 1942 and subsequent Acts a war loss (or part thereof) 
might reduce the excess-profits tax and declared value excess- 
profits tax without reduction of income taxes under Chapter 1. 
The regulations are specific in their reference to Chapter 1 
taxes in this connection, but there seems no assurance that this 
interpretation will be adhered to.
9Thus, the recovery (to the extent it is to be included in 
income because of a tax benefit received from the loss deduc­
tion) will be taxable as ordinary income even though the tax 
benefit previously received had in whole or in part been through 
offset of amounts which otherwise would have been subject only 
to the capital gain tax.
10The taxable status of any such recognized excess gain (as 
capital gain or ordinary gain, or its offset against other items) 
may depend upon whether it is a gain with respect to involun­
tary conversion of such real and depreciable property or capital 
assets as are subject to Sec. 117(j); which in turn will involve 
consideration of any other items of gain or loss also includible 
under Sec. 117(j).
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War loss on A, B, C and D,................................................................................................................................... . $3,000
Tax benefit derived from deduction of........................................................................................... $2,000
No tax benefit derived from balance of........................................................................................... $1,000
-
Total
(i)
Not
Income
(ii)
Ordinary
Income
(iii)
Involuntary
Conversion
Later recovery:
1. Government award for A .............................. .................... $ 800 $ 800
2. Recovery of property B—worth........ .......... .................... 1,500 200 $1,300
3. Sale of rights to recover C ............................ .................... 2,500 700 $1,800 (a)
4. Recovery of property D—worth...................... .................... 400 400 (b)
$5,200 $1,000 . $2,000 $2,200
(a) Not recognized if forthwith expended for property similar 
to C.
(b) Not recognized if D is used for the same purpose as 
previously.
reduced by the excess of the aggregate of 
recoveries to that date over the aggregate 
of allowable deductions in prior years for 
war losses, and
increased by recoveries treated as recognized 
gain from involuntary conversion of prop­
erty.
It is understood that the value of the property 
can be reduced by the excess of aggregate recoveries 
to zero (but not reduced to a minus figure).
There may, however, be an allocation of property 
bases between the different properties in such man­
ner as the Commissioner may determine under 
applicable regulations.
Except for such an allocation, the subsequent un­
adjusted basis for property recovered will be its 
valuation at the recovery date except only when 
and to the extent that the aggregate of that value 
plus prior recoveries exceeds the aggregate of allow­
able deductions in prior years. However, when and 
to the extent that the aggregate recovery exceeds 
the aggregate of the allowable deductions in prior 
years, then the unadjusted basis for any property 
will in effect be the amount of recognized gain from 
its involuntary conversion. (Special computation 
may be required as to a recovery which makes the 
aggregate of recoveries exceed the aggregate of 
allowable deductions, so that part of that recovery 
is and part is not “involuntary conversion.”
Thus, as to property subject to the war loss pro­
vision, there will be:
First—A war loss which may be deductible di­
rectly in computing net income or may be 
subject to the provisions of Sec. 117(j), 
depending on the character of the property.
Second—A possible recovery in later years of that 
property or of money or other property 
in respect thereof, the taxable status of 
which will depend on aggregate recoveries 
compared with aggregate losses as to recog­
nition or non-recognition of gain and as 
to possible application of the replacement 
provisions of Sec. 112(f); and the possible 
application of Sec. 117(j) will depend upon 
that aggregate relationship and also upon 
the character of the property in respect of 
which there is recovery.
Third—For any property recovered the subsequent 
unadjusted basis will be its value when 
recovered, except as modified by non-recog­
nized gain from involuntary conversion 
when aggregate recoveries have exceeded 
aggregate war losses.
(B) Investments Referable to Destroyed or Seized 
Property
An interest in or with respect to property deemed 
to be seized or destroyed under this section may also 
be treated as a casualty loss resulting from the de­
struction or seizure of the interest in such property. 
In some cases the taxpayer’s stocks, bonds, or other 
intangibles may be such or so located that they may 
themselves be deemed to be seized or destroyed, under 
the provisions just discussed. In other cases, however, 
the taxpayer’s stocks, bonds, or other intangible in­
terests which are not themselves actually or construc­
tively seized or destroyed, may suffer loss in value be­
cause the underlying properties are or are deemed 
seized or destroyed, and, in such cases, war loss deduc­
tions may be allowed under the special provisions of 
Sec. 127(a)(3) and 127(e). There are three principal 
situations as to which such an interest may thus be 
the subject of a war loss deduction:
(1) If an interest [including an interest repre­
sented by a “security,” such as stocks, bonds, or 
certificates of indebtedness as defined in Sec. 23(g)(3) 
or Sec. 23(k)(3)] with respect to property subject to 
the war loss provisions becomes worthless, by reason 
of destruction or seizure of the underlying property, 
that interest should be considered to have been 
destroyed or seized on the date applicable to de­
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struction or seizure of the last of such property to 
which the interest relates; and the possibility of 
recovery of the property or compensation therefor 
(other than insurance or similar indemnity) is not 
to be taken into account in determining such worth­
lessness. The loss in case of such worthlessness is 
allowable regardless of any percentage which the 
taxpayer’s interest in the property may be of the 
total interest in such property and without regard 
to whether there has been a liquidation of that in­
terest (as, for example, by liquidation of a corpora­
tion the stock or bonds of which corporation would 
constitute the taxpayer’s interest in the property 
deemed lost).
(2) If a taxpayer owns 100 per cent of each class 
of stock of a corporation, the taxpayer may elect 
to determine the worthlessness of its interest with 
respect to the property of the corporation without 
taking into account certain property of the corpora­
tion such as money in the United States, the right 
to receive money from a person not in a country 
at war with the United States, or in territory under 
control of such country, United States obligations, 
etc., as prescribed in Sec. 127(e)(2). If a determina­
tion that the taxpayer’s interests are worthless is thus 
made without taking into account the amount of such 
excluded property the excluded property (to the ex­
tent of the taxpayer’s interest therein) must be taken 
into account as a recovery in determining the amount 
of the taxpayer’s deductible loss.
(3) If a taxpayer owns not less than 50 per cent 
of each class of stock of a corporation the property 
of which has been subject to war loss, and the ad­
justed basis for the war loss property is at least 75 
per cent of the adjusted basis (for determining loss) 
of all the corporation’s property, and if the corpora­
tion liquidates by distributing all the assets and its 
rights to assets it is not able to distribute [as prescribed 
by Sec. 127(e)], within one year after the property is 
deemed to be destroyed or seized (or six months 
after enactment of the Revenue Act of 1942), the loss 
on such liquidation (complete or partial), to the extent 
attributable to “war losses” of the corporation’s prop­
erty may be treated- as a war loss of the taxpayer on his 
interest in such property.
Except for various technical provisions prescribed 
by law or regulations with respect to losses on such 
property interests, the loss allowances and the re­
coveries to be taken into account follow the same 
general lines as are applicable to losses and recover­
ies of property which itself is made subject to the 
war loss provisions of this section.
(k) Bad Debts
The general rule as to deductibility of bad debts 
has been radically changed. The prior rule allowing 
deduction for “debts ascertained to be worthless 
and charged off within the taxable year” has been 
changed to allow the deduction for “debts which 
become worthless within the taxable year.” The 
present rule is therefore one of fact when debts have 
become worthless, regardless of when the taxpayer
might have ascertained them to be worthless and 
charged them off in the accounts. However, as to 
a deduction for partial worthlessness, the charge-off 
is still required. The provision for deduction in 
the discretion of the Commissioner of a reasonable 
addition to a reserve for bad debts is continued. 
The exclusion from this provision (other than for 
a bank) of a debt evidenced by a security remains 
unchanged.
New provisions deny to non-corporate taxpayers 
the bad debt deduction for partial worthlessness of 
non-business debts as defined in subsection (k)(4), 
under which such a loss shall be considered a loss 
from sale or exchange of a capital asset held for not 
more than six months, i.e., a short-term capital loss.
The new provisions of Section 23(k)(5) allow as 
a bad debt deduction (rather than a loss on capital 
assets) a complete—but not a partial—loss to a domes­
tic corporate taxpayer on bonds or other evidences 
of indebtedness issued by a corporation affiliated with 
the taxpayer—if 75 per cent of each class of its stock 
is owned by the taxpayer, and if more than 90 per 
cent of its aggregate gross income for all taxable years 
has been from sources other than royalties, rents, divi­
dends, interest, gains from security sales, etc.—as there 
specified.
(l) Depreciation
There is no change in the depreciation provisions 
except that instead of being limited to “property 
used in the trade or business” depreciation is also 
allowable on “property held for the production of 
income.” This permits the individual, for example, 
to have the allowance for depreciation on property 
held for the production of income even though 
not employed in his “trade or business.”
As affecting depreciation, note must be made of 
the special wartime amortization referred to under
(t) which, to the extent applicable, is an allowance 
in lieu of depreciation.
(m) Depletion
There has been no change in the wording of Sec. 
23(m) as to the allowance of depletion, but there 
have been been important changes in Sec. 114 as 
to the substance of that allowance.
Percentage depletion, previously applicable to oil 
and gas and to coal, metal, and sulphur mines or 
deposits, has now been extended to a number of 
other minerals specifically listed in the law.
The prior limitation of percentage depletion for 
mines to those which had made the required election 
has been eliminated. For 1942 and subsequent 
years mines specified in the law as entitled to per­
centage depletion are entitled (as are oil and gas 
wells) in any year to either percentage depletion or 
to depletion on cost (or other basis for computing 
gain on sale of property), whichever gives the larger 
allowance, without any election requirement.
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A definition of “gross income from the property,” 
upon which percentage depletion is computed, has 
been written into the law, stating in some detail 
what is to be considered income from mining (which 
is to include extraction of ores or minerals from 
the ground and “the ordinary treatment processes 
normally applied by mine owners or operators in 
order to obtain the commercially marketable min­
eral product or products”) as distinguished from 
income from any further processing (such as smelt­
ing, refining, etc.) of mineral products beyond the 
cut-off line. This provision was made with re­
troactive effect. (It generally follows the earlier 
Bureau rulings and procedures, but negatives some 
later modifications thereof which the Bureau had 
been making.)
(o) Charitable and Other Contributions 
(by Individuals)
There is no substantial change in nature of con­
tributions deductible (but certain minor changes in 
wording are to be noted). The limitation for indi­
viduals, instead of being 15 per cent of net income, 
is made 15 per cent of “the taxpayer’s adjusted gross 
income,” which is the gross income minus the par­
ticular deductions therefrom specified in Sec. 22(n).
. (p) Contributions of an Employer to an Employees’ 
Trust or Annuity Plan, etc.
In place of the former provision regarding “pen­
sion trusts,” extended provisions have been written 
into the law with respect to the deduction allowable 
for contributions by an employer to bonus, pension, 
profit-sharing or annuity plans, etc. These provi­
sions and the Treasury Regulations thereunder are 
discussed in Chapter 29.
(q) Charitable and Other Contributions 
(by Corporations)
This provision has been rewritten with some 
changes in description of the nature of contributions 
or gifts deductible, but without major change in 
general intent of the provision. The limitation con­
tinues to be 5 per cent of the taxpayer’s net income 
before benefit of this subsection.
(r) Dividends Paid by Banking Corporations
The deduction of dividends on preferred stock 
of specified banking corporations owned by the 
United States or its instrumentalities is continued 
unchanged.
The following provisions are all new since the 
enactment of the Internal Revenue Code in 1939:
(s) Net Operating Loss Deductions
The right to carry forward the net loss of one 
year as a deduction in a subsequent year was re­
established for years after 1939. The right is now
given for a carry-forward or a carry-back11 for two 
years of a net operating loss subject to the pro­
visions of Sec. 122, which sets forth the method of 
determination of the amount of the net operating loss 
and the method of its carry-back or carry-over.
The amount of the net operating loss for any year 
is the excess of deductions allowed over gross income, 
with certain exceptions, additions, and limitations. 
The starting point in the computation is the excess 
of (i) the deductions allowable under Sec. 23, over 
(ii) the gross income under Sec. 22 (which will include 
total dividends received, and all other items of 
gross income); which excess will be the minus or 
red amount called for by the tax return for the 
loss year (before credits for 85 per cent of domestic 
dividends, for partly exempt interest, etc.). That 
excess of deductions over gross income is then to be 
adjusted as follows:
(1) To exclude from deductions the excess of per­
centage or discovery depletion over the amount, 
if any, of depletion otherwise allowable.
(2) To include in gross income any tax-exempt 
interest received less any interest paid on in­
debtedness incurred or continued to purchase 
or carry tax-exempt obligations which is not 
allowed as a deduction.
(3) To exclude from deductions any net operating 
loss which might have been allowable for that 
year.
(4) To take into account gains and losses from sales 
or exchange of capital assets without regard to 
the provisions of Sec. 117(b), but the amount 
deductible for losses shall not exceed the 
amount includible for gains.
(5) To exclude (in the case of a taxpayer other 
than a corporation) deductions not attributable 
to the operation of a trade or business regu­
larly carried on by the taxpayer to the extent 
these exceed the gross income not derived from 
such trade or business (computed with the 
adjustments specified in items (1) to (4) above).
(6) To deduct the amount of the excess profits tax 
paid or accrued within the year (without re­
duction for any foreign tax credit and certain 
other possible adjustments).
The “net operating loss” thus determined is then 
to be applied successively to the extent applicable—
First—As a carry-back against the second preced­
ing year’s income; next, as to any available 
excess of loss, against the first preceding 
year (but not to a taxable year beginning 
prior to. January 1, 1941).
Second—As a carry-over (of any excess not applicable 
as a carry-back) against the income of the 
first year succeeding the year of loss; and 
finally, the balance, if any, not otherwise 
applied to be deductible against income 
of the second succeeding year.
uThe year 1942 is the first year from which a carry-back may 
be made, and 1941 is the first year to which a carry-back loss 
may be applied.
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There may thus be deductible in any year various 
possible combinations of carry-back or carry-for­
ward of net losses of other years, with the earliest 
year’s loss first applicable in determining whether 
of any loss deduction there is a remaining balance 
applicable to a subsequent year. For example: A 
net loss of 1943 would first be a carry-back against 
1941; any remaining balance of loss would next be 
a carry-back against 1942; any still remaining bal­
ance would then be a carry-over to 1944; and finally 
any remaining balance not thus exhausted would 
be a carry-over to 1945. [The detailed adjustments 
to be made in determining balances applicable to 
successive years are set forth at some length in Sec. 
122(b).]
In determining the net operating loss deduction 
against any year, the aggregate of the net operating 
loss carry-backs and carry-overs from other years 
is to be reduced by the amount of such adjust­
ments as those above listed in items (1), (2), (3), 
and (4) applied to the income of the year against 
which the loss deduction is to be made. Thus, the 
net operating loss of one year may be reduced or 
wholly offset as an effective deduction by reason of 
the amount of dividends or of tax-exempt income 
which are includible in the net income (although 
not in taxable net income) of the year against which 
the loss would otherwise be applicable and by reason 
of the required adjustments with respect to per­
centage or discovery depletion or capital gains and 
losses thus to be made with respect of that year’s 
income. This, it will be noted, gives a doubling up 
of these specified adjustments since they must be 
taken into account both as to the year of loss and 
as to the year against which the loss is applicable 
before any benefit is obtainable from the net loss 
provisions.
While a net loss carry-forward may be deducted 
on the tax return as filed, the benefit of any carry­
back must be obtained through refund of a tax 
heretofore paid or by offset against a deficiency 
which otherwise would be payable (or by credit 
against other tax liability due where such a credit 
is appropriate).
The technical nature of these provisions calls for 
careful study where they are applicable.
(t) Amortization Deduction
A special wartime amortization deduction may be 
elected by the taxpayer (in lieu of depreciation) 
with respect to any “emergency facility” (any facility, 
land, building, machinery, or equipment or part 
thereof; the construction, reconstruction, erection, 
installation, or acquisition of which was completed 
after December 31, 1939) for which a certificate of 
necessity has been issued by the Secretary of War 
or Secretary of the Navy certifying it as necessary
in the interest of national defense during the emer­
gency period. The application for and issuance 
of the certificate of necessity is governed by rules 
prescribed by law or by the duly authorized authori­
ties. The taxpayer’s right to elect such amortization 
exists only if and to the extent that the certificate 
of necessity is issued, and its issuance rests in the 
discretion of the constituted authorities.
As to any emergency facility covered by such cer­
tificate, the taxpayer at his election is entitled to 
amortization of the adjusted basis for determining 
gain based on a period of 60 months (beginning 
with the month or with the taxable year following 
the month in which the facility was completed or 
acquired). If, however, before the end of the 60- 
month period applicable to any facility the Presi­
dent has proclaimed the ending of the emergency 
period or if there has been certification by the 
proper authorities that an emergency facility has 
ceased to be necessary for national defense, then 
the amortization may be recomputed and spread 
over the number of months in the shorter period, 
with readjustment of any prior allowances accord­
ingly.
Even though a certificate of necessity has been 
issued with respect to any facilities, the taxpayer 
is not obligated to take the War amortization thereon 
but may take the depreciation otherwise allowable 
(including allowance for obsolescence). The tax­
payer’s election to take the amortization deduction 
beginning with the month or the year following 
completion or acquisition of the facility is to be 
made by statement to that effect in the return for 
the taxable year in which such amortization begins 
(but with certain special exceptions noted in the 
law). The taxpayer who has not originally elected 
the amortization provision may under certain con­
ditions make a new election or the taxpayer who 
has elected amortization may discontinue the amor­
tization deduction and take allowable depreciation 
thereafter.
This special wartime amortization provision is 
thus, with respect only to facilities covered by a 
certificate of necessity issued by government authori­
ties in their discretion, as to which the taxpayer 
has made his election to take the specified amortiza­
tion in lieu of ordinary depreciation. There are 
many technicalities of law, Treasury Regulations, 
and special amortization rules which must be care­
fully observed as to the formalities of obtaining cer­
tificates of necessity, of making election of amortiza­
tion in lieu of depreciation or changing the election 
made, as to termination of the emergency period 
and adjustment of amortization allowances for a 
period shorter than the 60-month standard, and as 
to the special statements with respect to amortiza­
tion of emergency facilities which are required to 
be filed with the tax returns.
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(u) Alimony
As discussed in Chapter 25, these entirely new 
provisions, coupled with the provisions of Sec. 22
(k), make specified alimony and other payments 
includible in the gross income of the one who re­
ceives them and allowable as deductions to the one 
who pays them, with further special provision in 
Sec. 171 as to trust or estate income similarly 
applicable.
(v) Bond Premium Deduction
Entirely new provisions are written into the law to 
permit, and, in some cases, require, amortization of 
premiums, paid on bonds purchased, the rules for 
which are set forth at some length in Sec. 125.
(w) Deductions of Estate on Account of 
Decedent’s Deductions
Deductions which under the changed rule al­
ready referred to are not allowable as deductions 
paid or accrued (as the case may be) in the income 
tax accounting of a decedent are now made allow­
able to his estate or to the beneficiaries thereof 
under the limitations and requirements of Sec. 126.
(x) Medical, Dental, etc., Expenses
Medical and similar expenses, to the extent they 
exceed 5 per cent of the “adjusted gross income,” are 
made allowable deductions, but in amounts not in 
excess of $1,250 if only one surtax exemption is 
allowed or $2,500 if more than one surtax exemp­
tion is allowed.
(y) Special Deduction for Blind Individuals
This is a special arbitrary deduction of $500 
allowed to an individual who is blind within the 
definition given in the law.
(z) Amounts Representing Taxes and Interest Paid 
to Cooperative Apartment Corporation
Within the definitions and limitations of this 
provision, a tenant stockholder in a cooperative 
apartment corporation is allowed a deduction for 
his ratable share of tax and interest payments of 
the corporation.
(аа) Optional Standard Deduction for Individuals
This is the most notable departure from prior law 
as to deductions, in that it allows the taxpayer to 
take a flat deduction equal to 10 per cent of his 
adjusted gross income (but not more than $500) 
in lieu of any other deductions from adjusted gross 
income, credits for foreign taxes, credits for taxes 
withheld at source on tax-free covenant bonds, and 
credits with respect to partially tax-free government 
bonds. The taxpayer electing to take this standard
deduction is still allowed trade and business deduc­
tions, traveling expenses in connection with employ­
ment or other reimbursed expenses in connection with 
employment, deductions attributable to rents and 
royalties, deductions for depreciation and depletion 
to life tenants and income beneficiaries of property, 
and losses from sales or exchange of property, all 
of which are deductible from gross income in com­
puting “adjusted gross income” as defined by Sec. 
22(n). However, the standard allowance, if elected, 
will be in lieu of the non-business or other expenses 
not applicable in computing adjusted gross income, 
such as taxes or interest on non-business property, 
contributions, etc. The taxpayer may elect to take 
the standard deduction either because it is more than 
the amount which would be allowable to him for 
the specific deductions for which it is in lieu or 
because it is simpler for him to claim the standard 
deduction than to make and establish the deduc­
tions to which he would otherwise be entitled. 
Naturally, the taxpayer would not elect the stand­
ard deduction if the amount of deductions to which 
he would otherwise be entitled were substantially 
more and if the difference in tax involved were worth 
the bother and effort of establishing the detailed 
deductions.
The election is made on the tax return filed and 
the election of one year is not binding upon an­
other. If a taxpayer with an adjusted gross income 
of $5,000 or more elects the standard deduction, that 
deduction (limited to $500) will be made on his 
tax return, after which the normal and surtax will 
be computed on the return in the usual manner. 
If a taxpayer with adjusted gross income of less 
than $5,000 elects the standard deduction, he will 
simply compute his adjusted gross income on his 
tax return in the usual manner and then refer to 
the tables authorized by Supplement T in which 
the amount of the tax payable is stated for various 
rather narrow brackets of adjusted gross income 
and for different numbers of surtax exemption. 
The table gives a single figure for the amount of 
the tax which in any such case is payable, stated 
in even dollars, to cover both normal tax and surtax 
after allowance for the standard deduction and the 
appropriate personal exemption. If the taxpayer, 
having adjusted gross income of less than $5,000, 
does not wish to follow the prescribed table, then 
he cannot use the standard deduction but must set 
forth the specific deductions to which he is entitled 
and compute the tax thereon in the usual manner.
II. Credits Deductible from Net Income in 
Computing Amount Subject to Tax
(A) For Corporations
The following credits are allowable under Sec. 26:
(a) Interest on partly tax-free V. S. obliga-
Changes in
tions: This credit against normal tax (but not 
against surtax) is continued.
(b) Dividends received: The credit is con­
tinued for both normal tax and surtax purposes, 
for 85 per cent of the amount received as dividends 
from a domestic corporation but with the change 
that it shall not exceed 85 per cent of the adjusted 
net income (which, as defined by Sec. 13, is “net 
income” less the credit for partly tax-free interest) 
reduced by the credit for income subject to excess- 
profits tax.
(c) and (d): These are the special credits for 
operating loss of the preceding year and for cer­
tain credits for bank affiliates, to be taken into 
account in connection with the “basic surtax credit” 
and “dividends paid credit” of Sec. 27. These 
credits, as originally written into the law, had been 
generally applicable in determining the undis­
tributed profits tax of 1936 and 1937; later they 
were to some extent applicable to determining the 
differential rates of 1938 and 1939. They are now, 
in modified form, applicable only to special situa­
tions of the tax under Sec. 102 on improperly 
accumulating surplus, the tax on personal holding 
companies, etc.
(e) Income subject to excess-profits tax: 
Under the plan for excess-profits taxation as ap­
plicable to 1942 and subsequent years (but not for 
1940 and 1941), the income tax and the excess- 
profits tax are not to be successively imposed. The 
amount of income which is subject to excess-profits 
tax (“adjusted excess-profits net income”) having 
been determined, that amount is then to be credited 
against the income which otherwise would be sub­
ject to the normal tax and the surtax.
For example: If the corporation’s normal- 
tax net income before this credit were.... $300,000 
and its “adjusted excess-profits net income”
(on which the excess-profits tax was pay­
able) were ........................................................ 100,000
its “normal-tax net income” (on which the 
normal tax would be payable) would be. . $200,000
If the corporation is not subject to excess-profits 
tax, this credit is manifestly inapplicable.
Special provisions are made for computing the 
amount of this credit under the special conditions 
where the excess-profits tax is not computed di­
rectly upon excess-profits net income.
(f) and (g) Dividends paid credit and con­
sent dividends credit: These are special provisions 
applicable to the special cases of personal holding 
company and Sec. 102 taxes. Under the  consent 
dividend credit as set forth in Sec. 28, stockholders’ 
consents may be given, under certain conditions 
and with certain formalities, whereby undistributed 
earnings of a corporation may be treated as taxable
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dividends to the stockholders and dividends paid 
credits of the  corporation.
(h) Credit for dividends paid on certain pre­
ferred stock: This is a new provision which allows 
public utilities as there defined a credit (in comput­
ing surtax but not normal tax) for the amount of 
dividends paid on their preferred stock.
(B) For Individuals (Sec. 25)
Credit for normal tax continues to be allowed 
for interest on obligations of the United States or 
of United States Government corporations which 
is under the authorizing law exempt from normal 
tax but is to be included as gross income under Sec. 
22 (and thus subject to the surtax).
The earned income credit is abolished.
Personal exemptions and credits for dependents 
have been the subject of successive modifications 
from year to year both as to amounts and as con­
ditions of the allowance.
For the normal tax, only a single exemption of 
$500 is allowed; except that in case of a joint 
return by husband and wife the exemption shall 
be $1,000, but not more than $500 for one spouse 
plus the adjusted gross income of the other.
For surtax purposes the credits are $500 for the 
taxpayer or $1,000 on- a joint return plus a $500 
exemption for each dependent as specified under 
the law. The definition of “dependent” is en­
tirely rewritten; no age limit is applicable but a 
dependent is one having the relationship to the 
taxpayer specified in the law, whose gross income 
for the year is less than $500 and over half of whose 
support for the year was received from the taxpayer. 
(There are certain technical provisions set forth in 
Sec. 25(b) of the law.)
The determination of marital status is now to be 
made as of the last day of the taxable year (except 
in case of death of a spouse during the taxable 
year). There is no apportionment to be made as 
to change of status during the year (except in case 
of jeopardy assessment).
III. Credits against Amount of Tax
Sec. 131—Taxes of Foreign Countries and 
Possessions of the United States
Credit for income, war profits, and excess-profits 
taxes of a foreign country or a possession of the 
United States continues to be allowed against the 
United States tax otherwise payable under the same 
general conditions and limitations as heretofore, 
but with the following modifications:
(1) The election to take the foreign tax credit 
against the amount of the tax instead of taking the 
foreign taxes as deductions in computing taxable 
net income is not required to be made on the tax 
return as filed, but such choice may be made or
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changed at any time within which a claim for credit 
or refund might be made with respect to the United 
States tax involved.
(2) The foreign tax credit is not allowable against 
the amount of a tax under Sec. 102 (with respect 
to profits accumulated beyond the reasonable needs 
of the business). It is applicable against the indi­
vidual or corporate normal or surtaxes imposed by 
Chapter 1 of the law. An excess of foreign tax credit 
over the amount which is allowable as a credit 
against income taxes may be allowable as a credit 
against the excess-profits tax subject to the limita­
tions of Sec. 729(d), but the credit is not applicable 
against the other taxes imposed by Chapter 2, such 
as on personal holding companies, the declared value 
excess profits tax, etc.
(3) The limit on the credit allowable to a tax­
payer other than a corporation is the same as for­
merly; viz., the credit for the tax paid or accrued 
to any country shall not exceed the proportion of 
the tax against which the credit is taken which a 
taxpayer’s net income from sources within such 
country bears to his entire net income; and the total 
amount of the foreign tax credit shall not exceed 
the proportion of the tax against which such credit 
is taken which the taxpayer’s net income from 
sources without the United States bears to his entire 
net income. For corporations a change is made so 
that the limitation is with respect to “normal tax 
net income” instead of on “net income” as formerly. 
As elsewhere noted, “normal tax net income” is after 
credit for income which is subject to the excess 
profits tax, so similar provision is made that in com­
puting the “normal tax net income” from any coun­
try or from sources without the United States 
reduction shall be made with respect to that part 
of the credit attributable to such sources.
(4) As previously, a domestic corporation which 
owns the majority of stock of a foreign corporation 
will be deemed to have paid the portion of foreign 
income, war profits, or excess-profits taxes paid by 
such corporation which its dividends paid bear to 
its profits. Two changes are here made:
(a) The special limitation on the amount of such 
credit is eliminated and any amount of taxes 
thus deemed to have been paid by the domestic 
corporation on this account would simply be 
added to the amount of any taxes for which it 
may otherwise have the credit to make the 
total amounts which would be subject to the 
over-all limitations.
(b) The principle of credit for such taxes paid by 
a foreign subsidiary is extended a step further 
so that such a foreign subsidiary shall be 
deemed to have paid its ratable share of such 
taxes paid by any foreign subsidiary it may 
have, to the extent of the ratio of its dividends 
received to the profits of its subsidiary.
(5) The meaning of “income, war profits, and 
excess-profits taxes” as here used is liberalized to 
include taxes of that nature or a tax paid in lieu 
of such a tax.
(6) There is specification that reference to the
“tax imposed by this chapter” against which the 
foreign tax credit may be taken means the amount 
of such taxes before deduction for taxes which have 
been withheld at source.
Sec. 32
Credit continues to be allowed for the amount of 
tax withheld at source on tax-free covenant bonds 
and for the tax which is withheld at source on in­
come of foreign corporations not engaged in trade 
or business in the United States (which withholding 
is now at 30 per cent except as provided by treaty 
with other countries or except as specifically pro­
vided with respect to tax-free covenant bond inter­
est.) See Sec. 144.
Sec. 35
Credit is also to be allowed against the tax pay­
able for amounts of income tax withheld at source 
which under present law an employer is—under the 
conditions and to the extent specified by the law— 
to deduct and withhold from wages or other com­
pensation payable to employees.
Thus, the general plan for determination of taxes 
payable by individuals or corporations continues 
to be—
Starting with “gross income” determined under Sec.
22 (which will be after any deductions to be ap­
plied in computing gross income and after any 
exclusions from gross income).
Then make the deductions or credits which for any 
particular tax are allowable—
I. Deductions from gross income under Sec. 23 
which are allowable in computing net income;
II. Credits deductible from net income in comput­
ing amount subject to any particular tax,
(A) For corporations (Sec. 26);
(B) For individuals (Sec. 25);
III. Credits against amount of tax in computing 
amount of tax payable.
It is this plan as generally applicable to indi­
viduals and corporations which is the subject of the 
foregoing discussion as to changes which have now 
been made in the law since the adoption of the Code 
in 1939. This leaves not covered by the discussion 
various modifications of or departures from that 
general plan as applicable to special situations, some 
of which are briefly noted as follows:
Particular note is made that this discussion does 
not attempt to deal with changes which have been 
made in Supplement G with respect to insurance 
companies, Supplement H with respect to non-resi­
dent alien individuals, and Supplement I as to 
foreign corporations. The excess-profits tax and the 
taxation of estates and trusts are discussed in other 
chapters.
As to partnerships, there is no substantial change 
except as resulting from changes elsewhere made in
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the law. The surtax on personal holding companies 
is continued, with numerous changes in details of 
its definitions and computations which are not here 
discussed.
For the declared value excess-profits tax, the net 
income is the same as the net income for income 
tax but, as formerly, computed without deduction 
of the declared value excess-profits tax itself and 
with the 85 per cent dividends received credit, and 
with the new allowance to exclude therefrom any 
excess of net long-term capital gain over net short­
term capital loss. (The net income for the purpose 
of this tax is not subject to the credit for income 
subject to the excess profits tax of subchapter E 
which is allowable for normal tax and surtax com­
putations.)
Sec. 102. Surtax on Corporations Improperly 
Accumulating Surplus
This special tax on a corporation formed or 
availed of for the purpose of preventing the im­
position of the surtax on shareholders through 
permitting earnings and profits to accumulate in­
stead of being divided or distributed continues sub­
stantially as heretofore, but with change in rate of 
tax (to be 27½ per cent on the first $100,000, and 
38½ per cent on balance taxable) and with some 
changes to accommodate its wording to changes else­
where made in the law; as by excluding deductions 
for capital loss, and excluding operating loss carry­
overs (but allowing “basic surtax credit”), allowing 
credit for income subject to excess-profits tax, etc.-
There are two special provisions newly added 
which in some cases may operate to deny or reduce 
deductions or credits otherwise allowable, to which 
passing reference may be briefly made as follows:
Acquisitions made to evade or avoid income 
or excess-profits tax—Sec. 129. This is a new 
provision to disallow or to authorize the Commis­
sioner to reduce any deduction, credit, or other 
allowance which results (1) if a person acquires 
after October 8, 1940, directly or indirectly, control 
of a corporation, or (2) if a corporation acquires
after October 8, 1940, directly or indirectly, property 
of another corporation not immediately prior to 
such acquisition controlled by it or its stockholders, 
which property has a “carry-over” basis; and the 
principal purpose is evasion or avoidance of inpome 
or excess-profits tax by securing the benefit of a 
deduction, credit, or other allowance which the 
taxpayer would not otherwise enjoy. The provision 
is exceedingly technical and its exact scope and 
effect will probably only be determinable after 
extended litigation. It is, however, intended to pre­
vent obtaining the benefit of deductions, credits, or 
allowances through acquisitions of corporations or 
property for the purpose of obtaining thereby addi­
tional deductions, credits, or allowances not other­
wise available. It is not intended to block corporate 
or property acquisitions for normal business pur­
poses nor the allowance of appropriate deductions 
or credits with respect thereto.
Limitation of individual deductions from 
businesses operating at a loss. This is a new 
provision which, in effect, would limit to $50,000 
a year the loss (excess of deductions over gross in­
come) of a business of an individual which had such 
a loss for five consecutive years. It is intended to 
prevent individuals with large incomes from reduc­
ing their taxes due to deductions of more than 
$50,000 a year in excess of gross income with re­
spect to a personally conducted business. In any 
such case the provisions of this section must be 
carefully considered.
No summary such as this can cover all the possible 
points which may arise in any particular case. 
Law, regulations, rulings, and decisions are subject 
to frequent change, often with retroactive effect. 
No discussion such as this can take the place of 
careful study of and continued reference to the law, 
rulings, and decisions and the books and services 
which more fully set forth the many definitions, 
limitations, qualifications, and special provisions of 
our most involved, complicated, and often uncer­
tain income tax legislation.
CHAPTER 27
CHANGES IN TAXATION OF CORPORATIONS
By Mark E. Richardson
ANY discussion of changes in the federal taxation of corporations since 1940 must, primarily, be a discussion of the excess profits tax. While certain 
major changes in determining the type and amount 
of includible income and deductions in arriving at 
the base for normal tax and surtax have taken place 
(reviewed in Chapters 25 and 26 of this course), there 
has been no basic change in theory relative thereto. 
This chapter has been arranged, therefore, to review 
first, the imposition of and changes in the taxation 
of so-called “excessive” profits, and second, to review 
other changes affecting the taxation of corporations.
The ensuing discussion seeks only to highlight the 
application and effects of certain statutory provisions 
of general importance. The actual statutory lan­
guage, the detailed refinements and technicalities of 
particular sections of the law, have been avoided as 
much as possible. Many, if not most, of the excess 
profits tax provisions have limitations or exceptions 
applicable to foreign corporations and specially 
treated domestic corporations. The text of this review 
does not usually make reference to these exceptions 
because they would, in general, serve only to confuse 
and confound a general discussion. Obviously, there­
fore, this review can serve only as a guide and the 
actual application of any statutory provision in any 
particular circumstance can be determined only after 
study of the pertinent statute or regulations.
The Excess Profits Tax 
Changes in Rates of Excess Profits Tax
The amount of excess profits tax, imposed upon the 
“adjusted excess profits net income” (subsequently 
defined and explained), was originally at graduated 
rates ranging from 25 per cent to 50 per cent. The 
Revenue Act of 1941 increased each of the bracket 
rates by an additional 10 per cent of income, result­
ing in rates of from 35 to 60 per cent. In the Rev­
enue Act of 1942, a flat rate of 90 per cent was imposed 
instead of the graduated rates, with the added provi­
sion that the tax should not be greater than an amount 
which when added to the normal tax, surtax, etc. 
(i.e., all taxes imposed by Chapter I of the Internal 
Revenue Code except the tax on improper accumula­
tion of surplus—Sec. 102) was equal to 80 per cent of 
the surtax net income after certain adjustments. The 
Revenue Act of 1943 increased the flat rate of tax 
to 95 per cent, but retained the 80 per cent “over-all” 
provision.
Upon the imposition of the high, flat rate of tax on 
excess profits by the Revenue Act of 1942, there was
also enacted a provision for a postwar refund of 10 
per cent of the excess profits tax. The Tax Adjustment 
Act of 1945 (signed July 31, 1945) repealed the post­
war refund provision for taxable years beginning after 
December 31, 1943, and substituted a flat credit of 
10 per cent of the amount of excess profits tax for 
years beginning after that date. These provisions are 
discussed in more detail later in this chapter.
History of and Changes in Theory of Determination 
of Income Subject to Excess Profits Tax
The Second Revenue Act of 1940, which first en­
acted the present excess profits tax, provided for the 
deduction of the normal corporate income tax in 
arriving at the excess profits net income. The Rev­
enue Act of 1941, enacted September 20, 1941, and 
applicable to taxable years beginning after Decem­
ber 31, 1940, reversed the interrelationship of the 
taxes and provided for the deduction of the excess 
profits tax in the computation of the normal corporate 
tax. Finally, in the Revenue Act of 1942 and appli­
cable to taxable years beginning after December 31, 
1941, the Internal Revenue Code was amended to 
allow as a deduction for normal tax purposes a credit 
in the amount of the adjusted excess profits net in­
come which is the amount of income subject to excess 
profits tax. Thus, the concept of division of corporate 
income into two parts was effected; one part—the so- 
called “normal earnings”—being subject to normal 
tax and, with certain adjustments, to surtax, and the 
other part—“excessive” or “abnormal” earnings—be­
ing subject to excess profits tax. The concept of the 
segregation of corporate earnings into the two classi­
fications has continued since 1942. Despite the fact 
that the excess profits tax was imposed primarily to 
“siphon off” excess profits arising from defense or war­
time expenditures and prohibit the growth of war 
profiteers, the statutory provisions were so drawn as 
to apply to dollar amounts of profits and to have no 
relationship to the source of such profits or the type 
of business engaged in by the corporate taxpayer.
Determination of Excess Profits Net Income of Tax­
able Year (Code Sec. 711(a))
The excess profits tax is imposed upon corporate 
normal-tax net income, modified by certain adjust­
ments dependent upon the credit used, to the extent 
that such income exceeds the sum of (1) a specific ex­
emption provided for, (2) the amount of the excess 
profits credit, and (3) the amount of any carry-over 
or carry-back of unused credit from other years. The 
result, i.e., the specific base upon which the excess
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profits tax is imposed, is termed the “adjusted ex­
cess profits net income.”
The amount of specific exemption was originally
$5,000; which sum was increased to $10,000 by the 
Revenue Act of 1943, effective for taxable years begin­
ning after December 31, 1943. Under the provisions 
of the Tax Adjustment Act of 1945, the specific ex­
emption was increased to $25,000 for taxable years 
beginning after December 31, 1945, and a prorated 
increase allowed for fiscal years beginning in 1945 and 
ending in 1946.
The Second Revenue Act of 1940 provided two 
methods for the determination of the excess profits 
credit for domestic corporations which were in ex­
istence before January 1, 1940, but under the provi­
sions of that Act the taxpayer was required to elect 
irrevocably for that year one method or the other. The 
Excess Profits Tax Act Amendments of 1941 elim­
inated the vicious requirement of an irrevocable elec­
tion and provided for the use of whichever method 
resulted in the lesser tax, unless the taxpayer dis­
claimed the use of either method. Sec. 224(b) of the 
Revenue Act of 1942 retroactively repealed the dis­
claimer provision, and the Code, effective as of the 
effective date of the excess profits tax, now allows 
any domestic corporation actually or constructively 
in existence before January 1, 1940, to use either the 
“base period earnings credit” or the “invested capital 
credit,” whichever results in the lesser tax, without 
election or disclaimer. The ascertainment of the 
amount of credits under the two methods is discussed 
subsequently.
As stated previously, the starting point in the com­
putation of the income subject to excess profits tax 
is the normal tax net income. From this amount the 
following adjustments applicable generally to all tax­
able years beginning after December 31, 1941, are 
provided for by Code Sec. 711:
(a) The deduction in arriving at normal-tax net in­
come of the income subject to excess profits tax 
is not allowed in determining the excess profits 
tax itself.
(b) Long-term capital gains and losses are excluded. 
Such exclusion also applies to a net gain from 
involuntary conversion and sale or exchange of 
certain property used in the trade or business 
which is treated as a long-term capital gain under 
Code Sec. 117(j).
(c) Income derived from the retirement of bonds, 
notes, etc., outstanding for more than six months, 
is excluded.
(d) Refunds of taxes paid under the Agricultural Ad­
justment Act, or interest thereon, are excluded.
(e) Recoveries of bad debts which were allowed as 
deductions in any year beginning prior to Jan­
uary 1, 1940, are excluded.
(f) All dividends received on stocks of domestic cor­
porations are excluded to the extent not already
eliminated through the dividends received credit.
(g) If the taxpayer is a life insurance company, nor­
mal-tax net income is reduced by certain life in­
surance reserve adjustments as provided for in 
Code Sec. 202.
(h) Certain non-taxable income from the exempt 
excess output of mines, timber blocks, natural 
gas companies, etc., is excluded. The provisions 
for the determination of exempt excess output 
and for the determination of the taxpayers to 
which elimination applies are set forth in Code 
Sec. 735.
(i) The net operating loss deduction provided for 
in the determination of normal-tax net income is 
subjected to certain changed limitations and to 
adjustment for interest on borrowed capital.
If the taxpayer uses an excess profits credit based 
upon invested capital, the following adjustments to 
normal-tax net income are also made, in addition to 
those previously enumerated:
(1) Dividends received from all corporations, in­
cluding foreign corporations, except dividends 
on stock of foreign personal holding companies 
and on stock which is not a capital asset, are elim­
inated to the extent not already removed from 
the basis for tax.
(2) The deduction for interest allowed in the de­
termination of normal-tax net income is reduced 
by 50 per cent of the interest on borrowed capital.
(3) Interest on obligations of the United States and 
political subdivisions, otherwise excludible from 
gross income under Code Sec. 22(b)(4), is to be 
included in income subject to excess profits tax if 
the taxpayer elects, under Sec. 720(d) to include 
in its invested capital the sums invested in such 
obligations.
(4) The adjustment to income of life insurance com­
panies, discussed in (g) above, is limited to 50 
per cent of the amount allowable under the in­
come credit method, as the reserves are treated 
as borrowed capital.
The foregoing adjustments apply generally in the 
determination of excess profits net income for taxable 
years beginning after December 31, 1941. Those ap­
plicable to the earlier excess profits tax years differed 
in some respects, and a special study thereof should be 
made if any consideration of such years is involved.
Determination of Credit under the Average Income 
Method (Code Sec. 713)
The credit under the average income method, 
which method may be used by corporations actually 
or constructively in existence before January 1, 1940, 
is 95 per cent of the average base period net income, 
increased by 8 per cent of net capital additions and 
decreased by 6 per cent of net capital reductions after 
the beginning of the taxpayer’s first excess profits 
taxable year. The method of determining the in­
come of each year in the base period for the purpose 
of arriving at an average is set forth in Code Sec. 
711(b), and the actual computation of the average 
income to be used, including adjustments to give
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effect to elimination of certain deficits and to a pro­
vision for growth, are set forth in Code Sec. 713, in­
cluding, in Sec. 713(g), the definitions and adjust­
ments for capital additions and capital reductions. 
These computations are discussed separately in suc­
ceeding paragraphs.
Meaning of “base period.” Under the Code pro­
vision applicable to corporations which were in ex­
istence during the whole of the forty-eight months 
preceding the beginning of the first excess profits tax 
taxable year (the first year beginning after December 
31, 1939), the base period covers the number of months 
included in all taxable years which began after De­
cember 31, 1935, and before January 1, 1940. The 
length of this period will not be uniform with all 
corporations because those which have changed their 
fiscal years during this period will have base periods 
varying from thirty-seven to fifty-nine months, de­
pending upon the number of such changes and the 
periods included therein.
If a corporation was not in existence for the full 
forty-eight months preceding the beginning of its 
first excess profit tax taxable year, the base period is 
the forty-eight months preceding such beginning and 
a constructive amount of base period earnings is pro­
vided by Code Sec. 713(d)(2) for that portion of the 
forty-eight-month period during which it was not 
actually in existence. The constructive amount of 
earnings is based upon a determination of invested 
capital on the first day of the taxpayer’s first excess 
profits tax year.
General computation of average. Ordinarily, the 
computation of the average base period earnings is 
the simple mathematical procedure of dividing the 
aggregate of the excess profits net income for each of 
the taxable years in the base period, reduced by the 
sum of any deficits for such years, by the total num­
ber of months in the base period and multiplying 
the result by twelve. However, if the average monthly 
excess profit net income (or deficit) for any year in 
the base period is less than 75 per cent of the average 
monthly amount for the rest of the base period years, 
Code Sec. 713(e) provides that the excess profits net 
income for such taxable year shall be increased to such 
75 per cent. The increase to 75 per cent of the av­
erage for the balance of the base period is not to be 
used if the “growth” provision, next discussed, is 
used. The above-described “75 per cent rule” is ap­
plicable to taxable years beginning after December 
31, 1941. For preceding excess profits tax years the 
Code provided that the aggregate of the base period 
incomes should be computed without the inclusion 
of a deficit in one of the years, or without the inclu­
sion of the greatest deficit if more than one deficit year 
existed in the base period.
Computation of average—increased earnings in 
last half of base period. In those instances of cor­
porations which were going through a period of
natural growth during the base period and whose 
earnings during the last half of the base period were 
greater than during the first half, it would be mani­
festly unfair to measure their “normal” earnings by 
an average that did not recognize such growth. For 
this reason, Code Sec. 713(f) was enacted to provide 
some relief for such corporations; it is, however, ap­
plicable to all corporations with increased earnings in 
the last half of the base period, whether or not there 
is true growth involved. The procedure for the com­
putation of the average base period net income is as 
follows:
(1) The excess profits net income or deficit for each 
year of the base period is computed.
(2) There is then computed an aggregate of the excess 
profits net income for each half of the base period, 
reduced by deficits of any year or years in such 
half (the segregation into halves being made on 
the basis of the actual number of months in the 
base period).
(3) If the amount ascertained under (2) for the second 
half is greater than the amount ascertained for 
the first half, such excess is divided by two and 
the result added to the amount ascertained for 
the second half.
(4) The result of the computation under (3) is then 
divided by the number of months in the second 
half of the base period and the resulting sum 
multiplied by twelve.
The amount ascertained under (4) is the average 
base period net income, except for the limitation that 
such amount cannot exceed the highest excess profits 
net income for any taxable year in the base period.
Example'. The amounts of excess profits net in­
come and deficit for the base period years of a cor­
poration on a calendar year basis were as follows:
1936 Deficit..........................($ 8,000)
1937 Income ......................... 6,000
1938 Income ......................... 9,000
1939 Income ........................ 12,000
Sum of excess profits net income for second
half ...............................................................  $21,000
Net of excess profits net income and deficit for
first half (deficit) .......................................... (2,000)
Difference .......................................... $23,000
One half of difference...................................... $11,500
Sum for second half.......................................... 21,000
Total .................................................. $32,500
Above total averaged by dividing by 24 (num­
ber of months in second half) and multi­
plying by 12.................................................... $16,250
Highest excess profits net income for any year
in base period................................................ $12,000
Average base period net income (limited by
highest year) .................................................  $12,000
As previously pointed out, the averaging is nec­
essarily on a monthly basis due to the fact that, in
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certain instances, the base period will consist of either 
more or less than forty-eight months because of 
changes in accounting periods.
Should the base period of a corporation be such 
that it includes a taxable year ending after May 31, 
1940, Code Sec. 713(f)(7) provides for certain limita­
tions on the extent to which the “growth” provision 
may apply. The effect of such limitation is to remove 
from the base period any growth in earning power 
after May 31, 1940, on the premise that (based upon 
the House Ways and Means Committee report upon 
the 1941 Amendments) such date marked the general 
beginning of the industrial expansion under the na­
tional defense program.
Capital additions and reductions. As previously 
stated, base period net income, under the average in­
come method of determining the excess profits credit, 
is increased by 8 per cent of net capital additions 
and decreased by 6 per cent of net capital reduc­
tions. The capital increases and decreases are com­
puted on a daily basis and are subject to certain re­
strictions as to investment in so-called “excluded capi­
tal,” i. e., tax-exempt obligations and corporate stock, 
and as to transactions between members of a con­
trolled group. In general, capital additions arise 
from money or property paid in for stock or as a 
contribution to capital or surplus, but do not arise 
from any increase in accumulated earnings and profits. 
Capital reductions result from distributions to stock­
holders which are not out of earnings and profits.
In making the adjustments required for capital 
additions and reductions under the average income 
method, no cognizance is taken of capital changes 
which occurred during the base period, or of changes 
in borrowed capital, despite the obvious effect of such 
changes upon the earning power of the corporation.
Adjustments to income of base period years 
(Code Sec. 711(b)). Just as the normal-tax net 
income is the basic measuring rod in the computation 
of the excess profits tax net income for the current 
taxable year, so also is it or its equivalent in certain 
years, the special-class net income, the starting point 
in the computation of the excess profits net income 
for each year of the base period. This figure is sub­
ject to two types of adjustments, (1) certain adjust­
ments similar to those made in the income of the tax­
able year, and (2) certain adjustments to eliminate 
“abnormal” deductions in any base period year. The 
adjustments mentioned are provided for in Code 
Sec. 711(b). Those falling into the first category, i.e., 
similar to current adjustments, are:
(A) Long-term capital gains and losses are eliminated. 
The provisions of current law as to definition and 
period of holding of capital assets are applicable 
in ascertaining any adjustment.
(B) Income arising from the retirement of certain 
obligations outstanding more than six months is 
eliminated.
(C) Deductions arising from the retirement of cer­
tain obligations outstanding more than eighteen 
months are disallowed (added back).
(D) A specified (and particularly complicated) pro­
portion of amounts of Agricultural Adjustment 
Act taxes repaid to vendees is excluded.
(E) All dividends received on stocks of domestic cor­
porations are eliminated.
The adjustments to the income of each base period 
year which are in the second group mentioned, the 
elimination of “abnormal” deductions, and all of 
which are disallowed as deductions (therefore, added 
back to income, resulting in a higher credit), are:
(a) Deductions for losses due to fire, storm or other 
casualty, theft, demolition, abandonment or loss 
of useful value.
(b) Deductions attributable to any claim, award or 
judgment against the taxpayer, and any interest 
thereon; if, considering the business of the tax­
payers, such amounts were abnormal or excessive.
(c) Deductions for abnormal or excessive drilling 
or development costs in connection with oil and 
gas wells, or mines.
(d) Under Regulations of the Commissioner deduc­
tions of any class which are abnormal or excessive 
to the particular taxpayer.
The measure of excessiveness in the foregoing ad­
justments is, generally speaking, any amount in ex­
cess of 125 per cent of the average of such type or 
class of deduction for the four previous years.
Special provisions in cases of mergers, consoli­
dations and liquidations (Supplement A—Code 
Sec. 740 to 744, inclusive).
For the purpose of determining the average income 
credit of a corporation, the earnings during the base 
period of another corporation, partnership or sole 
proprietorship are includible in the base period earn­
ings of the taxpayer if the taxpayer has acquired—
(A) substantially all of the properties of another cor­
poration partly or wholly in exchange for all of 
its (the taxpayer’s) stock of all classes, or
(B) substantially all of the properties of another cor­
poration in exchange solely for voting stock of the 
taxpayer, or
(C) before October 1, 1940, properties of another 
corporation solely as paid-in surplus or a con­
tribution to capital on account of voting stock of 
the taxpayer owned by such other corporation, or
(D) substantially all of the properties of a partner­
ship or sole proprietorship in a tax-free exchange 
(Code Sec. 112(b)(5) and related sections).
In the application of paragraphs (B) and (C), the 
assumption of indebtedness is to be disregarded, but 
such paragraphs are not applicable unless the trans­
feror corporation is liquidated forthwith in accord­
ance with the terms of the plan of transfer and the 
transaction has the effect of a statutory merger or con­
solidation.
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In addition to the foregoing transactions, a taxpayer 
corporation is entitled to the use of the base period 
experience of its component corporations if it is the 
result of a statutory merger or statutory consolida­
tion of two or more corporations, or if it has received 
the property of a subsidiary in a tax-free liquidation 
under Sec. 112(b)(6) or a corresponding provision of 
a prior revenue law.
In each of the situations outlined above, the trans­
feree corporation, the taxpayer, is known as an “ac­
quiring corporation” and the transferor corporation, 
partnership or sole proprietorship is known as a 
“component corporation.” The special provisions 
relating to the inclusion of the base period earnings 
of another are not applicable unless either the tax­
payer or at least one of its “component corporations” 
was in existence before January 1, 1940. If at least 
one of the components was in existence prior to Jan­
uary 1, 1940, the “acquiring corporation” is considered 
constructively to have been in existence before such 
date and entitled, therefore, to the use of the average 
income method of determining its excess profits tax 
credit.
Before the amendment of the Code [Sec. 740(d)] by 
the Revenue Act of 1942, the provisions relative to 
the base period of an acquiring corporation were 
such that the period varied with changes in the fiscal 
year of the taxpayer. The confusion and adminis­
trative difficulties arising from this provision were so 
great that the provisions had to be amended so as to 
provide a permanent base period. As amended, the 
Code now provides for a permanent base period of 
either of two periods depending upon when the tax­
payer became an acquiring corporation. If the tax­
payer became an acquiring corporation before Sep­
tember 1, 1940, its base period remains the same as 
that which was applicable to its first taxable year 
ended in 1941. If it became an acquiring corpora­
tion on or after September 1, 1940, its base period is 
the four calendar years 1936 to 1939, both inclusive, 
irrespective of its fiscal year or any changes in its 
fiscal year.
It is further provided [Sec. 740(e)] that the base 
period years which make up the base period of an 
acquiring corporation shall be the four successive 
twelve-month periods beginning on the same date as 
the beginning of the base period. This provision is 
necessary in order to break down the base period into 
four periods to which income of varying fiscal years 
can be allocated for purposes of determining the av­
erage base period net income.
Special rules for computation of base period 
averages. The procedure specified for the computa­
tion of the average base period net income after 
merger, consolidation, or liquidation is detailed and 
complex. Such computation logically starts with a 
determination for the acquiring corporation and for 
each of the component corporations. As the tax­
able years of each corporation may vary as to date 
of termination, length of time, etc., the Code provides 
specific rules for the annualization of income for 
periods of less than twelve months and for attributing 
the result of each computation for a component cor­
poration to the particular base period year of the ac­
quiring corporation with which or within which the 
component corporation’s year began. Adjustments 
are also provided which correspond to the regular 
provisions allowing for an increase in earnings in the 
last half of the base period and for the substitution 
of 75 per cent of the average of the other three years 
for the lowest year in the base period.
If the so-called component corporation was a part­
nership or sole proprietorship, the earnings for the 
base period years must be computed as if such entity 
had been a corporation and had distributed all of its 
net income as a dividend. This requirement will 
necessitate recomputation for the base period years 
giving effect to dividend received credit, different 
treatment of capital gains and losses, different limi­
tation on charitable contributions, some provision for 
a reasonable amount of compensation to each partner 
or proprietor for services actually rendered, etc.
Special rules for changes in capital. Provision 
is made for an acquiring corporation to consider, gen­
erally, that the net capital additions and net capital 
reductions of its component corporations were its own 
net capital additions and reductions, except to the ex­
tent that they arose from transactions between the tax­
payer and its components.
Determination of Credit under the Invested Capital 
Method (Code Sec. 714)
The excess profits credit based upon invested capi­
tal, for taxable years beginning after December 31, 
1943 (which credit must be used by corporations or­
ganized after January 1, 1940, and not constructively 
in existence before that date, and which other cor­
porations may use) is based upon the following per­
centages of the invested capital:
Invested capital not over
$5,000,000 ................................ 8%
Over $5,000,000 but not over
$10,000,000 .............................. $400,000 plus 6% of
 the excess over
$5,000,000
Over $10,000,000 ........................ $700,000 plus 5% of
the excess over 
$10,000,000
For years ended on or before December 31, 1943, the 
percentage of credit upon invested capital in excess 
of $5,000,000 was somewhat greater than as shown 
above. The original provision, which was effective 
for only one year, allowed the full 8 per cent on all 
invested capital.
The invested capital of a corporation for any 
taxable year is an average of the invested capital for
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each day of such year, reduced to the extent that the 
capital is invested in inadmissible assets (discussed 
later herein).
The daily invested capital is made up of two ele­
ments, equity invested capital and borrowed invested 
capital, each element having its own specified com­
position.
Equity invested capital (Code Sec. 718). The
various factors which, when added together, repre­
sent the “plus” portion of equity invested capital for 
any day of the taxable year are [Code Sec. 718(a)]:
(1) Money paid in for stock or as paid-in capital or 
surplus.
(2) Property, similarly paid in, which is included 
at its adjusted basis.
(3) Taxable stock dividends, but only to the extent 
that they are not distributions of the current 
year’s earnings.
(4) The accumulated earnings and profits at the be­
ginning of the taxable year.
(5) 25% of the “new capital” for the day, “new cap­
ital” being any amount includible under (1), (2),
 or (3) above which was paid in after the begin­
ning of the first excess profits tax taxable year. 
However, it does not include amounts paid in in 
a tax-free transaction or by some other member 
of a controlled group, nor does it include any 
increases in capital which were reflected in in­
creases in inadmissible assets.
(6) Under certain limited circumstances, the deficit 
in earnings and profits of a transferor attributable 
to property received by the taxpayer in a tax-free 
transaction previous to the day for which the in­
vested capital is being determined.
The items which serve to reduce equity invested 
capital, the minus amounts, are [Code Sec. 718(b)]:
(a) Distributions to stockholders in prior years which 
were not out of accumulated earnings and profits; 
and distributions previously made during the 
taxable year which are not out of earnings and 
profits of such year.
(b) Earnings and profits of another corporation 
which were previously included in the earnings 
and profits of the taxpayer through a tax-free 
transaction and which would, therefore, be dupli­
cated in equity invested capital “plus” items ex­
cept for this elimination.
(c) An amount equal to the portion of any deficit in
earnings and profits which is attributable to prop­
erty transferred to another corporation in a lim­
ited type of tax-free transaction. This is a “con­
tra” adjustment, applicable to the transferor, to 
that set forth in (6) above which is applicable to 
the transferee.
In determining the amount of accumulated earn­
ings and profits at the beginning of any taxable year, 
and the source of any distributions to stockholders, 
the Code provides [Sec. 718(c)(2)] that any distribu­
tions made during the first sixty days of any year shall 
be deemed to have been made on the last day of the
preceding year to the extent of available earnings 
and profits at that time. It is further provided that 
in determining whether a particular distribution was 
out of earnings and profits of the current year, such 
earnings and profits are to be computed as of the 
close of the current year and are not to be reduced 
by either distributions during the year or by federal 
income taxes for the year.
If there is a deficit in accumulated earnings and 
profits as of the beginning of the taxable year, such 
deficit does not serve to reduce invested capital. In 
such a case, earnings and profits as of the beginning 
of the year are considered as zero. However, subse­
quent earnings and profits must be applied against 
the beginning deficit, which must be eliminated be­
fore invested capital can be increased by the inclu­
sion of accumulated earnings and profits.
Special cases not determinable under general 
rule (Code Sec. '723'). Where, because of loss or 
destruction of records or for some other reason, the 
equity invested capital as of the beginning of the 
first taxable year cannot be determined under the 
general statutory provisions, Code Sec. 723 provides 
that the equity invested capital as of that day shall 
be the sum of (a) the money, plus (b) the aggregate 
of the adjusted basis of all the other assets of the tax­
payer, less the indebtedness at that time. In any case 
in which this special provision is applied, the cor­
poration is treated as though it was a newly organized 
company immediately prior to the first day of its first 
excess profits tax taxable year and as though it had 
money paid in for stock equal to the basic figure 
determined under this section. Changes in equity 
invested capital subsequent to the beginning of the 
first excess profits tax taxable year are given effect 
to in the ordinary manner and the use of this provi­
sion does not affect the determination of borrowed 
capital.
Borrowed invested capital (Code Sec. 719).
The second part of invested capital for purposes of 
determining the credit under the invested capital 
method is that titled “Borrowed Invested Capital.” 
The borrowed invested capital as of the beginning 
of any day is 50 per cent of the total borrowed capital 
for such day.
Borrowed capital is primarily the amount of out­
standing indebtedness (not including interest) which 
is evidenced by a bond, note, bill of exchange, deben­
ture, certificate of indebtedness, mortgage, or deed 
of trust. In addition, borrowed capital also includes 
any advance payment by a foreign government, made 
prior to November 8, 1940, which would have to be 
repaid in the event of cancellation of the contracts 
under which the advances were made. In the case of 
insurance companies, borrowed capital also includes a 
certain portion of the average of reserves or unearned 
premiums.
The Code provision relating to borrowed capital
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states that it is to be “the outstanding indebtedness 
of the taxpayer.” The Treasury’s regulations have 
reasonably interpreted this wording to include in­
debtedness to which the taxpayer’s property is sub­
ject even though it might not be a direct or assumed 
obligation of the taxpayer. There is no require­
ment that the indebtedness be interest-bearing in or­
der to be included as borrowed capital; it must, how­
ever, be a bona fide debt.
Admissible and inadmissible assets (Code Sec. 
720). Having determined the average invested capi­
tal for a corporation—aggregate of the equity in­
vested capital and borrowed invested capital averaged 
on a daily basis—such amount must be reduced by 
an amount which is the same percentage of the av­
erage invested capital as the percentage which the 
average of the inadmissible assets is of the average of 
the total assets, in order to arrive at the invested 
capital upon which the credit is based. The per­
centage that the investment in inadmissible assets 
bears to the total assets is also based upon a series of 
daily computations and an average computed for the 
year. In determining the daily averages, the ad­
justed basis of each asset should be used and not its 
value on the date for which the computation is made. 
In actual practice, the investment in inadmissible 
assets has generally been determined on a daily basis, 
but the total assets used for purposes of the per­
centage has been the average of such total assets as 
of the beginning and end of the taxable year. This 
procedure is recognized by and has the sanction of 
the Treasury in its regulations (Sec. 35.720-1, Reg. 
112). If a short-term capital gain has been realized 
during the taxable year from the disposition of an in­
admissible asset, a proportionate adjustment is made 
in the invested capital allocable to such inadmissible 
asset and serves to reduce the inadmissible asset per­
centage.
The term “inadmissible assets” means (a) all cor­
porate stocks except stock in a foreign personal­
holding company and except stock which is not a 
capital asset; and (b) bonds, the interest from which 
is not subject to corporation income tax. The tax­
payer may elect in its return to have the bonds, other­
wise inadmissible assets, treated as admissible assets, 
but in order to do so it must agree to include the in­
come from such bonds in its excess profits net income.
Intercorporate exchanges and liquidations (Sup­
plement C, Code Sec. 760 and 761). The excess 
profits tax provisions of the Code, since their incep­
tion, have contained special provisions for the deter­
mination of invested capital subsequent to intercor­
porate exchanges and liquidations. The Revenue 
Act of 1942 made material revisions in these special 
provisions, effective for taxable years beginning after 
December 31, 1941. Taxpayers were given the right 
to elect to have the changed provisions apply retro­
actively to taxable years beginning in 1940 and 1941.
The special provisions referred to above are con­
tained in Supplement C, the purpose of which is two­
fold:
(1) In Sec. 760 it provides rules for determining the 
amount by which invested capital is increased or 
decreased when property is received in an ex­
change between corporations which requires the 
use of the transferor’s basis of the property re­
ceived, and,
(2) In Sec. 761 it provides rules as to the effect on 
invested capital of the tax-free liquidation of a 
subsidiary.
Exchanges. The provisions of Sec. 760 [(1) above] 
apply to any “exchange” by which one corporation 
(the “transferee”) receives property of another cor­
poration (the “transferor”) and the basis of the prop­
erty in the hands of the transferee for purposes of de­
termining “property paid in for stock, or as paid-in 
surplus, or as a contribution to capital” is determined 
by reference to the basis in the hands of the trans­
feror. The basic rule in determining the amount to 
be included in invested capital as “property paid in” 
in connection with a described “exchange” is: Such 
amount shall be the excess of the basis of the property 
in the hands of the transferee over the sum of (1) any 
liability of the transferor which is assumed by the 
transferee or any liability to which the property is 
subject, (2) any liability of the transferee which rep­
resents consideration for the property received, and
(3) the amount of any money and the fair market value 
of any other property transferred to the transferor.
If the result of the aforementioned computation 
should be a minus quantity, i.e., if the sum of (1),
(2), and (3) should exceed the basis in the hands of 
the transferee of the property received, the minus 
amount serves to reduce the daily invested capital 
otherwise determined.
The aforementioned provisions relate only to ex­
changes between corporations and do not apply to 
tax-free transfers of property to a corporation by in­
dividuals. Invested capital in such cases would be 
determined under the regular provisions and the 
exchange presumably could not result in the minus 
adjustment discussed in the previous paragraph.
Tax-free liquidations. Prior to amendment by the 
Revenue Act of 1942, the Code provided that when a 
tax-free liquidation of a subsidiary [Sec. 112(b)(6)] 
took place, the excess of the tax basis of the sub­
sidiary’s assets over the tax basis of the parent’s in­
vestment in the subsidiary was added to the parent’s 
invested capital. If the tax basis of the investment 
exceeded the basis of the assets of the subsidiary, such 
“loss” on liqidation served to reduce the invested capi­
tal of the parent but not to any amount greater than 
the parent’s earnings and profits.
The Revenue Act of 1942 amended the Code to 
provide a complex method of determining “plus ad­
justments” and “minus adjustments” resulting from
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such liquidations and drew a distinction between 
cases where the stock of the subsidiary was held with 
a “cost” basis by the parent and those cases where 
the stock was held with a basis other than cost. The 
statutory provisions do not define the terms “cost” and 
“other than cost,” such definition being left to the 
Commissioner’s regulations. The terms as defined 
in the regulations (Sec. 35.761-3, Reg. 112) differ ma­
terially from the generally accepted meanings and 
from the meanings ordinarily ascribed thereto in the 
basis section of the law.
The plus or minus adjustments represent the differ­
ence between the basis of the parent’s investment 
in the stock of the subsidiary and the basis of the 
subsidiary’s assets. Where the parent’s investment in 
the stock of the subsidiary has a cost basis, in making 
the foregoing computation the basis of any assets 
owned by the subsidiary when the parent purchased 
its stock is considered to be the price paid by the 
parent for the stock of the subsidiary, and such as­
sets retain this basis for all future invested capital 
purposes only.
When the stock has a “cost” basis in the hands of 
the parent, the plus and minus adjustments are ap­
plied to the earnings and profits of the parent and 
therefore a reduction in invested capital cannot ex­
ceed such earnings and profits of the parent.
When the stock of the subsidiary has a basis “other 
than cost,” the plus and minus adjustments are di­
rect additions to or deductions from the equity in­
vested capital. A reduction, therefore, may exceed 
the accumulated earnings and profits of the parent.
The provisions discussed above relative to the 
determination of invested capital adjustments re­
sulting from tax-free liquidations under Code Sec. 
112(b)(6) are also made applicable to tax-free liquida­
tions taking place during consolidated return periods 
and to certain statutory mergers and statutory con­
solidations having the effect of a tax-free liquida­
tion because of intercorporate stock holdings.
The Unused Excess Profits Credit Carry-Over and 
Carry-Back
An unused excess profits credit carry-over provi­
sion appeared in the law along with the excess profits 
tax itself, being made part of the Internal Revenue 
Code by the Second Revenue Act of 1940. The 1942 
Act introduced provisions relating to unused excess 
profits carry-backs. This legislation permits taxpay­
ers having excess profits credits over and above excess 
profits net income in years immediately before or 
after years in which excess profits taxes have been 
paid to apply the unused credits toward reduction 
or elimination of taxes in such taxable years.
The unused excess profits credit. The amount of 
unused credit for any taxable year is the basis of the 
unused credit carry-over or carry-back from such 
year. For a particular taxable year the* unused credit
is the excess of the amount of the excess profits credit 
over the excess profits net income. Both the excess 
profits credit and the excess profits net income must 
be computed under the same method (either the in­
come credit method or the invested capital credit 
method). The method used will be that which re­
sults in the larger excess profits credit. The specific 
exemption does not enter into the computation. In 
computing the unused excess profits credit the statute 
applicable to the year for which the unused credit is 
being determined must be used except that for a 
taxable year beginning in 1940 the excess profits credit 
and net income are figured under the law applicable 
to taxable years beginning in 1941.
Where a taxable year comprises less than twelve 
months the unused credit is prorated. It is reduced 
to the fraction or that part of the unused excess 
profits credit as the number of days in the short tax­
able year bears to the number of days in the twelve 
months ending with the close of the taxable year. 
In this determination the excess profits net income 
for the taxable year of less than twelve months is first 
placed on an annual basis by reference to the num­
ber of days in the taxable year. The unused credit is 
next converted to the amount of the carry-over and 
carry-back.
The unused credit carry-back. A two-year carry­
back of unused excess profits credit is permitted by 
law. This carry-back is applicable only to taxable 
years beginning on and after January 1, 1941. The 
situation is similar to that of the net operating loss 
carry-back; i.e., the unused credit carried back to 
the first year immediately preceding the year in which 
the credit arose being reduced to the extent of the ad­
justed excess profits net income of the second preced­
ing taxable year and to which the unused credit must 
be first applied. The adjustments necessary to trans­
form the amount of unused credit into the amount of 
unused credit carry-back involve the elimination of 
any unused excess profits credit being carried back, 
and the elimination of the specific exemption.
The unused credit carry-over. The carry-over is 
similar in principle to the unused credit carry-back. 
It is allowed for a two-year period following the year 
in which an unused excess profits credit arises. The 
carry-over in the case of the second taxable year fol­
lowing the unused credit year, is the excess of the 
unused excess profits credit over the adjusted excess 
profits net income for the first taxable year (the in­
tervening year) following the unused credit year. The 
adjustments here again involve computation without 
deductions for the specific exemption, any carry-back 
or the unused credit being carried forward.
Procedure involving both carry-back and carry­
over. Any unused excess profits credit for a par­
ticular taxable year must first be carried back to the 
two preceding years to the extent that it can reduce 
excess profits net income for those years. Any unused
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amount remaining after application to each of the 
preceding years in the manner heretofore mentioned, 
may then be carried over to the two years immediately 
following the year of the unused credit. Thus, an 
unused credit for 1945 would first be carried back to 
1943 and then the excess to 1944. Any remaining 
credit would then be carried forward first to 1946 and, 
finally, to 1947.
Where a taxpayer has an unused credit for more 
than one year, the unused credit of the earlier year 
first operates fully within the statutory period until 
it is used up; then the unused credit for the next later 
year operates until it too is exhausted; and so on.
The complexities of the carry-over and carry-back 
provisions as to the years to which unused credits may 
be carried are not so involved in actual practice. It 
is possible in preparing excess profits tax returns to 
give effect to carry-overs from prior years to the tax­
able year, but carry-backs from future years to the 
taxable year usually will be handled as refund claims.
Procedure for prompt application of carry-backs, 
both sustained and anticipated. The Tax Adjust­
ment Act of 1945 was enacted primarily to facilitate 
reconversion by improving the cash position of busi­
ness enterprises. In the furtherance of this purpose, 
certain new sections were added to the Code (Secs. 
3779, 3780, and 3781) which provide taxpayers with 
means of obtaining prompt benefit from sustained or 
anticipated carry-backs.
Under the first of these new sections, i.e., Sec. 3779, 
any corporation which anticipates a carry-back from 
a taxable year ending after September 30, 1945, may 
obtain an extension of time for the payment of any 
unpaid portion of the prior year’s taxes to the extent 
of the anticipated tax benefit from the carry-back. 
While only the payment of taxes for the immediately 
preceding taxable year may be postponed, the amount 
of taxes that may be postponed is based upon the full 
anticipated tax savings for any preceding taxable year.
Under the provisions of new Code Sec. 3780, any 
taxpayer which has a carry-back from a taxable year 
ending after September 30, 1945, may file an applica­
tion for a tentative carry-back adjustment. Within a 
ninety-day period after the filing of such application, 
or after the close of the month within which the re­
turn must be filed, whichever is later, the Commis­
sioner is required to make a limited review and deter­
mination of the carry-back adjustment. Based upon 
such limited examination, a tentative offset to taxes 
postponed under Sec. 3779 or a tentative refund is 
provided for.
The necessary provisions as to statements to be filed 
supporting estimates, adjustments of deficiencies, in­
terest on additional assessments, etc., are also con­
tained in the aforementioned Code sections. 
Exemptions from Excess Profits Tax
The exemptions from excess profits tax fall into 
two categories, (1) corporations specifically ex­
empted, and (2) certain types of income which are 
exempted even though other income of the same tax­
payer may be subject to tax. As the second group is 
primarily based upon relief considerations, they are 
discussed later under the general heading of Relief 
Provisions.
The statutory provisions relating to exempt cor­
porations are contained in Code Sec. 727 which pro­
vides for exemption of the following:
All corporations exempt from normal tax and surtax 
by the provisions of Sec. 101;
Foreign personal holding companies (such corpora­
tions are exempt because their income, whether dis­
tributed or not, is taxed to the United States share­
holders);
Regulated investment companies (such companies be­
ing subject to special tax provisions of Supplement 
Q of the Code);
Personal holding companies;
Non-resident foreign corporations;
Domestic corporations, the income of which for the 
three-year period preceding the close of the taxable 
year is primarily (95 per cent or more) from sources 
outside the United States and 50 per cent or more of 
the income of which for the same period is from 
active conduct of a trade or business; and
Airlines which carry mail and which must include in 
gross income compensation from the United States 
for such mail transportation, if the operations for 
the year would show a loss except for the govern­
ment mail payments.
Of the above list of exempt corporations, certain 
ones, i.e., a personal holding company, a domestic 
corporation with income from foreign operations, or 
an airline, may elect to be an “includible corpora­
tion” and part of an affiliated group of corporations 
for the purpose of filing consolidated returns and 
therefore lose the exemption in order to obtain the 
benefits from consolidation.
Personal service corporations. In addition to 
the corporations listed above as being exempt from 
excess profits tax, the Code also provides [Sec. 725(b)] 
that a personal service corporation may elect to be 
exempt from such tax and, in lieu thereof, to be taxed 
under Supplement S. A personal service corporation is 
one in which capital is not a material income-pro­
ducing factor and the income of which is derived pri­
marily from the personal activities of shareholders, 
owning at least 70 per cent of the corporation’s stock 
and active in the conduct of its business.
Under Supplement S, a personal service corpora­
tion’s undistributed income is taxed to its shareholders 
on the last day of the taxable year, as though such in­
come had been distributed as a dividend by the com­
pany.
Only those corporations which come within the 
strict definition of a personal service corporation [Sec. 
725(a) and regulations thereunder] have the privilege 
of making the election, and a new election must be
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made in the income tax return for each taxable year.
The personal service corporation classification first 
appeared in the 1918 Act and such corporations were 
specifically exempted from the old excess profits tax.
However, experience at that time showed the extreme 
difficulty of satisfying the Treasury that the corpora­
tion met the definition and indicated that operation 
as a partnership was, in many instances, more advis­
able than attempting to meet the personal service 
classification.
Excess Profits Tax Relief Provisions
The excess profits tax relief provisions contained in 
the Code are of several different kinds and may be 
classified as follows:
(1) Abnormalities in income of the taxable year, 
which are attributable to other years (Sec. 721).
(2) Constructive average base period net income 
where tax is excessive and discriminatory (Sec. 
722).
(3) Relief to corporations completing contracts un­
der the Merchant Marine Act of 1936 (Sec. 726).
(4) Relief to corporations engaged in mining stra­
tegic minerals (Sec. 731).
(5) Exclusion of income from certain mining and 
timber operations, and from natural gas proper­
ties (Sec. 735).
(6) Relief for installment basis taxpayers and tax­
payers with long-term contracts (Sec. 736).
In addition to the foregoing, the adjustments to 
base period net income for abnormal deductions, al­
ready discussed under the heading of Adjustments to 
Income of Base Period Years, are in the nature of re­
lief provisions. The first two classes listed above are 
the only ones of possible general application and are, 
accordingly, emphasized in this review.
Abnormalities in income of the taxable year. 
Items of net abnormal income of the taxable year 
which are attributable to other taxable years are ex­
empted from excess profits tax in the taxable year 
by Code Sec. 721 and are included in the excess 
profits net income of the year to which they are 
attributable. If the excess profits tax is inapplicable 
to such other years, the effect is to exempt such items 
entirely from excess profits tax.
The language of the statute setting forth certain 
classes of income which may be abnormal is un­
usually clear and is quoted below.
Code Sec. 721(a)(2) . . .
(A) Income arising out of a claim, award, judgment, 
or decree, or interest on any of the foregoing; or
(B) Income constituting an amount payable under 
a contract the performance of which required 
more than 12 months (not applicable to taxable 
years beginning after December 31, 1941); or
(C) Income resulting from exploration, discovery, 
prospecting, research, or development of tangible 
property, patents, formulae, or processes, or any
combination of the foregoing, extending over a 
period of more than 12 months; or
(D) Income includible in gross income for the tax­
able year rather than for a different taxable year 
by reason of a change in the taxpayer’s account­
ing period or method of accounting; or
(E) In the case of a lessor of real property, income 
included in gross income for the taxable year 
by reason of the termination of the lease; or
(F) Income consisting of dividends on stock of for­
eign corporations, except foreign personal hold­
ing companies.
Any income of any of the foregoing classes is con­
sidered “abnormal income” if it is abnormal for the 
taxpayer to receive income of such a class. If it is nor­
mal for the taxpayer to receive such income, the 
amount thereof is considered “abnormal income” to 
the extent that it exceeds 125 per cent of the average 
amount of such income received during the four pre­
vious taxable years. In addition to the classes of in­
come set forth in Sec. 721(a)(2), quoted above, any 
class of income may be considered “abnormal” if it 
meets the abnormality tests as applied to the particu­
lar taxpayer.
It is further provided that in determing the amount 
of net abnormal income attributable to other years, 
the abnormal income must be reduced by the amount 
of direct costs and expenses of the taxable year which 
are attributable to such income.
The requirement that net abnormal income must 
be computed by using a deduction of 125 per cent 
of the average of the income of the same class for 
the preceding four years may result in diminishing 
benefits in succeeding years. As the facts which en­
title a taxpayer to relief under Code Sec. 721 may 
also entitle it to relief under Sec. 722, discussed 
subsequently, it may be necessary for many taxpayers 
to claim relief under both sections in order to protect 
their rights. However, as relief under Sec. 721 is 
more dependent on mathematical computation and 
is apparently more readily ascertained, and as the 
Code provides that the claimed relief under Sec. 721 
may be taken directly on the excess profits tax re­
turn, it appears advisable to use this method, where 
applicable, rather than the more elusive relief pos­
sible under Sec. 722.
The manner, method, and extent to which income 
is to be attributed to other years is not set forth with 
any particularity in the Code, and the regulations 
which have been promulgated are narrow in applica­
tion, being devoid of specific rules as to abnormal 
income which does not fall within one or more of 
the statutory classes.
The limitations upon the relief obtainable under 
Sec. 721 are to some extent apparent from the Tax 
Court decision in Premier Products Co. (2 TC 445). 
In that case the taxpayer collected, in 1940, the pro­
ceeds of an insurance policy upon the life of an 
officer, which proceeds, because of the circumstances
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in the case, were taxable income. The taxpayer 
claimed the benefits of Sec. 721 and attributed the 
gain to the years in which the policy had been pur­
chased and premiums paid. The Treasury, under 
its regulations, denied relief to the taxpayer and was 
upheld by the Tax Court.
Constructive average base period net income 
(Code Sec. 722). In addition to the various specific 
relief provisions with reference to the excess profits 
tax, contained in the Code, Sec. 722 was enacted 
and amended in order to afford relief to those tax­
payers not meeting the other provisions for relief 
but which were considered entitled thereto because 
the tax was excessive and discriminatory as the re­
sult of an abnormally low excess profits credit as 
ordinarily computed. A taxpayer which qualifies for 
relief under Sec. 722 is permitted to increase its ex­
cess profits credit to what it would be, on the income 
method, had its earnings during the base period been 
fairly representative of its earning power under nor­
mal conditions.
The text of the original Sec. 722 as enacted by 
the Excess Profits Tax Act of 1940 is quoted below 
solely as a matter of interest because it indicates 
Congressional recognition of the need for some form 
of a general relief provision.
“For the purposes of this subchapter, the Commis­
sioner shall also have authority to make such adjust­
ments as may be necessary to adjust abnormalities 
affecting income or capital, and his decision shall be 
subject to review by the United States Board of Tax 
Appeals.”
The obvious “stop-gap” nature of the foregoing 
provision was recognized by everyone, particularly 
by the Congress that enacted it, and a much more 
elaborate Sec. 722 was included in the Excess Profits 
Tax Amendments of 1941. The 1941 amendments, 
however, were still subjected to a great deal of 
critical comment as to their ineffectiveness, incon­
clusiveness, and lack of clarity. The section was, 
therefore, again completely revised by the Revenue 
Act of 1942 and the revised provisions made retro­
actively applicable to all excess profits tax years.
Many volumes have been and are being written on 
the method of preparation of claims under Sec. 722, 
the type of factual data necessary, and the amount 
and type of evidentiary proof necessary under dif­
ferent circumstances. It seems sufficient for the pur­
poses of this review to outline, in general, the statu­
tory provisions and the particular circumstances which 
are clothed thereby with a mantle of supposition of 
possible need for relief.
The statutory language of Sec. 722(a) requires 
that a taxpayer establish two things in order to 
qualify for relief: (1) That the tax computed with­
out the benefit of Sec. 722 is excessive and discrimina­
tory, and (2) what would be a fair and just amount 
representing normal earnings to be used as a standard
in measuring excess profits. The first of the two 
qualifications is rather dependent upon meeting the 
situations outlined in Sec. 722(b) or (c) and in most 
cases will be easier to meet than the second test.
Sec. 722(b) relates to taxpayers which are en­
titled to use the credit under the average income 
method; i.e., in existence before January 1, 1940, 
either actually or constructively through Supple­
ment A. It is not necessary for a corporation actually 
to have used the average income method for the 
year for which relief is claimed but only that it be 
entitled to use such method. The situations set forth 
in Sec. 722(b) under which the tax is considered to 
be excessive and discriminatory are:
(1) Normal production, output, or operation was 
interrupted or diminished during all or any part 
of the base period because of the occurrence, 
during the base period or immediately prior 
thereto, of events peculiar and unusual in the 
experience of the taxpayer.
(2) There was a depression in the business of the 
taxpayer during the base period because of tem­
porary economic circumstances unusual in the 
case of the taxpayer, or a depression in the busi­
ness of the industry of which the taxpayer is a 
member because of temporary economic circum­
stances unusual in the case of such industry.
(3) The business of the taxpayer was depressed in 
the base period by reason of conditions gen­
erally prevailing in an industry of which the 
taxpayer was a member subjecting such taxpayer 
to either a profits cycle differing materially in 
length and amplitude from the general busi­
ness cycle, or to sporadic and intermittent 
periods of high production and profits which are 
inadequately represented in the base period.
(4) The taxpayer, either during or immediately prior 
to the base period, commenced business or 
changed the character of the business and the 
average base period net income does not reflect 
the normal operation for the entire base period 
of the business.
(5) There was some other factor which affected the 
taxpayer’s business adversely and which may rea­
sonably be considered as resulting in an in­
adequate standard of normal earnings during the 
base period. Relief in such circumstances is de­
pendent upon whether application of Sec. 722 
to the taxpayer would be consistent with the 
principles underlying Sec. 722(b) and the con­
ditions and limitations stated therein.
In the instances of possible application of (4) 
above, certain further rules are laid down.
(I) If, as the result of commencement or change 
in the character of the business during the base 
period, an earnings’ level had not been reached 
by the end of the base period which would have 
been reached if the commencement or change 
had taken place two years earlier than it actually 
did, then such commencement or change is to be
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assumed to have occurred two years earlier and 
the constructive normal earning power deter­
mined on such assumption.
(II) The term “change in the character of the busi­
ness” includes:
(a) a change in the operation or management;
(b) a difference in the products or services fur­
nished;
(c) a difference in the capacity for production 
or operation;
(d) a difference in the ratio of non-borrowed 
capital to total capital; and
(e) the acquisition before January 1, 1940, of 
all or part of the assets of a competitor, with 
the result that the competition of such com­
petitor was eliminated or diminished.
As a general rule in determining a constructive 
average base period income, no regard may be had 
to events or conditions affecting the taxpayer, its in­
dustry, or all taxpayers generally, which occurred or 
existed subsequent to December 31, 1939. However, 
where there is a change in the capacity for production 
or operation [(II)(c) above] which is consummated 
after 1939 but as a result of a course of action to 
which the taxpayer was’ committed prior to 1940, 
such change is considered as having occurred on 
December 31, 1939.
In addition to the relief provisions applicable to 
corporations entitled to use the income credit method, 
taxpayers not in existence, actually or constructively, 
prior to 1940, may avail themselves of the general 
relief provisions of Sec. 722 if the excess profits tax 
is excessive and discriminatory because the invested 
capital credit is an inadequate standard for measuring 
normal earning power for one of the following 
reasons:
The business of the taxpayer is of a class in which 
intangible assets not includible in invested capi­
tal make important contributions to income;
The business of the taxpayer is of a class in which 
capital is not an important income-producing 
factor; or
The invested capital of taxpayer is abnormally low.
In the particular instances set forth above, a tax­
payer is considered to be entitled to use the income 
credit method, but only for the purposes of deter­
mining a constructive base period income. In any 
such case, no adjustments for capital additions or re­
ductions subsequent to the base period are to be made 
if such capital additions and reductions are taken 
into account in determining the constructive normal 
earnings.
Under date of November 2, 1944, the Treasury 
issued a “Bulletin on Section 722 Excess Profits Tax 
Relief,” which, while it does not theoretically have 
the force and effect of a published ruling or regula­
tion, does indicate the Treasury’s attitude and re­
quirements on relief claims much more fully than is 
set forth in applicable regulations.
Special relief provisions. Because of their very 
narrow application, the special excess profits tax relief 
provisions applicable to particular classes of tax­
payers and particular methods of accounting are dis­
cussed only in a very brief manner in the subsequent 
paragraphs.
Code Sec. 726 provides for an alternative tax in 
the case of taxpayers engaged on Maritime Commis­
sion contracts or subcontracts. As many such con­
tracts are subject to a profit refund provision of 
separate legislation, Congress endeavored to protect 
taxpayers subject to the Merchant Marine Act of 1936 
from being subject to two profit limitations at the 
same time. The effect of the provision is to subject 
the recaptured amounts under the Merchant Marine 
Act to the excess profits tax and permit the recovery 
of such recaptured amounts by deducting them from 
the excess profits tax which would otherwise be 
payable.
Under Code Sec. 731, all income from the mining 
of certain minerals deemed of strategic importance 
in the prosecution of the war is exempted from excess 
profits tax. The method of exclusion is to compute 
the amount of excess profits tax based on the income 
without any exclusion, then determine a percentage 
of such tax equal to the ratio of the taxpayer’s ad­
justed excess profits net income minus income exempt 
under Sec. 731 to its regularly computed adjusted 
excess profits net income. The various minerals 
covered by Sec. 731 are specifically set forth therein 
and the list is quite lengthy. The provisions of Sec. 
731 should not be confused with those of Sec. 735, 
next discussed, which apply generally to the mining 
of all minerals and non-metallic substances, but ex­
empts from excess profits tax only a portion of the 
income determined to be from excess output caused 
by abnormally accelerated operations.
As previously discussed under the Determination 
of Excess Profits Net Income of the Taxable Year, 
certain income from the exempt excess output of 
mineral and natural gas producers and lessors, and 
timber operators, and certain bonuses from United 
States Government agencies for production in excess 
of specified quotas by such producers or operators, 
is exempt from excess profits tax. In general, the 
exemption applies where the resource, mineral or 
timber, is being exhausted during the excess profits 
tax years at an accelerated rate in comparison with 
the exhaustion during the base period (generally 
the average for the years 1936 through 1939, in­
clusive). The amount of income from excess output 
which is exempted is dependent upon the relationship 
between production during the year and the amount 
of estimated recoverable units at the end of the tax­
able year; no exemption exists, for example, regardless 
of amount of excess output, if such excess output 
does not exceed 5 per cent of the estimated re­
coverable units. The four basic factors in the com­
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putation or relief, if any, under Sec. 735, and for 
the computation of which the regulations contain 
detailed instructions and examples are: the normal 
unit profit; the estimated recoverable units; the ex­
empt excess output; and the unit net income. The 
aforementioned relief provisions under Sec. 735 do 
not apply to all excess profits tax years. The exemp­
tion relating to bonus payments for above-quota 
output is applicable to taxable years beginning after 
December 31,. 1940, and the general exemption pro­
visions as to exempt excess output apply to taxable 
years beginning after December 31, 1941.
Excess profits tax relief under Code Sec. 736 is 
available to two classes of taxpayers which, because 
of the systems of accounting used, may be unduly 
burdened by the excess profits tax. The first class, 
covered by Sec. 736(a), is that of the instalment basis 
taxpayers. Where a taxpayer which reports its in­
come from instalment sales on the regular instal­
ment basis [Code Sec. 44(a)] can establish that its 
volume of instalment sales was below 80 per cent of 
the average for the four preceding years, or that 
its outstanding instalment accounts receivable at the 
end of the taxable year was less than 80 per cent 
of the average of its instalment accounts receivable 
at the end of each of the preceding four years, it may 
elect to compute its income from instalment sales on 
the accrual basis for purposes of the excess profits tax. 
When such an election is made, recomputation is re­
quired for all prior excess profits tax years and an 
adjustment currently made for any deficiency or 
overpayment. Generally speaking, the election, once 
made, is irrevocable. However, where an instalment 
basis taxpayer can show that, for a taxable year sub­
sequent to that in which the aforementioned election 
is made, it would not be eligible to use the accrual 
method, it may revert to the regular instalment 
method for excess profits tax purposes.
Relief from excess profits tax similar to that 
granted instalment basis taxpayers is granted by Code 
Sec. 736(b) to taxpayers which compute their income 
on the completed, long-term contract basis, if such 
income is abnormal for the taxpayer or if the amount 
thereof exceeds 125 per cent of the average of such 
class of income for the preceding four years. The 
method or form of relief provided for is to allow 
a taxpayer meeting the requirements of the section 
to recompute its income for the current year, for all 
past years subject to excess profits tax, and for all 
years in the base period, on the percentage-of-com­
pletion method. The recomputation is made for 
excess profits tax purposes only and does not directly 
affect the computation of normal and surtax.
Extensive adjustments and material limitations 
enter into any determination of the advisability of 
electing relief under Sec. 736(a) or 736(b), and care­
ful study of the applicable regulations must be made 
to avoid mistaken elections.
Postwar Refund of Excess Profits Tax
General Provisions for Establishment of Postwar 
Credit (Code Sec. 780)
The Revenue Act of 1942 added Code Sec. 780 to 
783, inclusive, to provide for a postwar refund of 10 
per cent of the excess profits tax paid for taxable years 
beginning on or after August 1, 1941, and ending 
after December 31, 1941. Under the provisions of the 
Tax Adjustment Act of 1945, the postwar refund was 
made inapplicable to taxable years beginning after 
December 31, 1943, and a 10 per cent credit was pro­
vided, in lieu thereof, for such subsequent years. The 
credit is applied to the purchase of non-interest-bear­
ing government bonds payable after the war, which 
bonds were non-transferable and non-negotiable dur­
ing the war period. Provision is also made for current 
retention of the refund by the application of a limited 
credit for debt retirement.
Application of credit to purchase of bonds. 
The postwar refund credit was automatically appli­
cable to the purchase of bonds to the extent not 
availed of as a credit for debt retirement. The bonds 
mature, by original statute, on the last day of the 
2nd, 3rd, 4th, or 5th calendar year beginning after 
cessation of hostilities; the particular year being de­
pendent upon the taxable year for which the credit 
arose. However, under the amendments made by the 
Tax Adjustment Act of 1945, an optional payment 
date of January 1, 1946, applies to all postwar refund 
bonds, at the election of the taxpayer. While the 
bonds were ordinarily non-negotiable and non-trans­
ferable during the war period, they may be assigned 
to a “successor” as described in the regulations. The 
proceeds of the postwar refund bonds are not taxable 
income to the taxpayer upon redemption; nor, in 
general, to a “successor” of the taxpayer. The pro­
ceeds would be includible in gross income, however, 
by any other party acquiring them after they become 
negotiable.
Reduction of tax and postwar refund by credit 
for debt retirement. In order to aid corporate 
taxpayers with large amounts of outstanding debt 
which must be retired annually and which, without 
some relief, might not be able to pay both debt in­
stalments and high taxes, a limited credit against 
current excess profits tax liability was provided for 
by the Revenue Act of 1942. To the extent that a 
taxpayer elected to use the debt retirement credit, its 
credit for postwar refund was reduced. The debt re­
tirement credit could not exceed 40 per cent of the 
debt payments made during the year and could not 
exceed 10 per cent of the excess profits tax for the year. 
In order to eliminate duplication in credits between 
years because of fluctations in the amount of debt, 
the limitation is stated as 40 per cent of the amount 
by which the lesser of (1) the amount of indebtedness 
at September 1, 1942, or (2) the smallest amount of
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indebtedness at the close of any preceding taxable 
year ended after September 1, 1942, exceeds the 
amount of indebtedness at the close of the taxable 
year for which the credit is being computed.
The election to take the debt retirement credit 
must be made in the excess profits tax return and 
the tax form is set up to provide for direct applica­
tion of the credit against the computed tax.
The type of “indebtedness,” the retirement of which 
gives rise to a credit, is defined in Code Sec. 783(d) 
and is similar to that defined in other Code sections 
where the same term is used.
Credit against Excess Profits Tax
As previously mentioned, the Tax Adjustment Act 
of 1945 made the postwar refund provisions inappli­
cable to taxable years ending after December 31, 1943. 
In lieu thereof, the 1945 Act added Code Sec. 784 
applicable to any taxable year beginning after Decem­
ber 31, 1943, which section provides for a credit against 
the tax imposed by excess profits tax sections in an 
amount “equal to 10 per cent of such tax.”
Taxation of Corporations in General
Regular Corporation Income Taxes
The preceding discussion in this chapter has re­
lated to the excess profits tax, that subject being the 
major change in the method of federal taxation of 
corporation income in recent years. The only other 
change of importance in the taxation system has 
been the levying of a corporation surtax.
The basic income taxes imposed upon corporations 
in general are now the normal tax imposed under 
Code Sec. 13 or 14, and the surtax imposed under 
Code Sec. 15. These taxes apply to all corporations 
and associations taxed as corporations except (1) cor­
porations exempt from tax under Code Sec. 101;
(2) non-resident foreign corporations subject to tax 
under Sec. 231; (3) foreign personal holding compa­
nies, the shareholders of which are taxed under Code 
Supplement P; (4) insurance companies subject to 
tax under Supplement G; and (5) regulated invest­
ment companies, the undistributed profits of which 
are taxed under Supplement Q. Certain changes have 
been made in some of the aforementioned special 
taxes, but the outline applies, in general, to all tax­
able years beginning after December 31, 1941.
The starting point for computation of the corpora­
tion normal tax and the general corporation surtax is 
the net income; defined in Code Sec. 21(a) as “. . . the 
gross income computed under Sec. 22, less the deduc­
tions allowed by Sec. 23.” The details of the items 
of income and deduction have been discussed else­
where in this course.
Normal-tax net income and rates. For taxable 
years beginning after December 31, 1941, the normal- 
tax rates are applied to the “normal-tax net income,”
which is net income less the credits for partially ex­
empt interest, for adjusted excess profits net income 
and for dividends received from domestic companies. 
The normal-tax rates are now graduated upon nor­
mal-tax net incomes up to $25,000, there is an adjust­
ment rate on income between $25,000 and $50,000, 
and a flat rate of 24 per cent applies when the nor­
mal-tax net income is more than $50,000. The normal 
income tax rates on corporations, effective for taxable 
years beginning after December 31, 1941, may be 
summarized as follows:
Normal Tax 
on Highest Amount
Normal-Tax Rates of in Each Bracket
Net Income Normal-Tax (Cumulative)
$ 0 to $ 5,000 15 pct. $ 750
5,000 to 20,000 17 “ 3,300
20,000 to 25,000 19 “ 4,250
25,000 to 50,000 31 “ 12,000
Over $50,000 24 “
Corporation surtax net income and rates. The
surtax, which in many cases is equivalent to an 
additional income tax, was enacted by the Revenue 
Act of 1941, effective for taxable years beginning 
after December 31, 1940. The section was amended, 
including a change in rates, by the 1942 Act and 
applicable to taxable years beginning after Decem­
ber 31, 1941. The measure of income subjected to 
the surtax is net income less the credit for income 
subject to excess profits tax and less the 85 per cent 
dividends received credit. If the taxpayer is a public 
utility, there may be a further reduction from net 
income because of payments of dividends on certain 
preferred stocks. For surtax purposes, the dividends 
received credit may differ from the regular credit 
because of the different measure upon which the 
limitation is placed.
The points of difference between surtax net income 
and normal-tax net income are: (1) the credit for 
partially exempt interest is allowed for normal tax 
but not for surtax; (2) a credit for dividends paid on 
certain preferred stocks of public utilities is allowed 
for surtax but not for normal tax; (3) dividends re­
ceived on certain preferred stocks of public utilities 
are excluded in determining the dividends received 
credit for surtax but are included in determining the 
credit for normal tax; and (4) the limitation on the 
credit for dividends received may produce a different 
result because of the other differences set forth above.
The credit for dividends paid by public utilities 
on certain preferred stock which is referred to in 
the preceding paragraph is a special credit for surtax 
purposes only which was added by the 1942 Act. 
The meaning of the terms “public utility” and “pre­
ferred stock,” to which the credit applies, is set forth 
in Code Sec. 26(h)(2).
The surtax rates are at bracket amounts, similar 
to the normal tax, and are summarized as follows:
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Corporation Surtax Rates of
Net Income Surtax
$ 0 to $25,000 10 pct.
25,000 to 50,000 22 “
Over $50,000 16 “
Surtax on 
Highest Amount 
in Each Bracket
(Cumulative)
$2,500
8,000
As the effective rate of surtax begins at 10 per cent 
and gradually increases until it becomes 16 per cent 
when the surtax net income reaches $50,000, such rate 
of 16 per cent applies when the surtax net income 
is $50,000 or over.
Special provisions as to normal tax and surtax.
Certain special provisions as to the application or 
non-application of the regular corporation taxes to 
banks, insurance companies, foreign corporations, 
regulated investment companies, Western Hemi­
sphere Trade corporations, etc., appear in the Code 
but because of their specialized nature are not within 
the scope of this work. However, one provision of 
general application which warrants discussion is the 
alternative tax on net long-term capital gains.
Starting with taxable years beginning after Decem­
ber 31, 1941, the tax on net long-term capital gains 
of corporations is limited to the same rate effective 
in the case of individuals. The Code provides in 
effect that for purposes of corporation normal tax 
and surtax and for most other taxes based upon net 
income, the tax on any net long-term capital gain, 
insofar as it exceeds any net short-term capital loss, 
shall not exceed 25 per cent. As the aggregate of 
normal tax and surtax rates in the lowest bracket is 
25 per cent, the alternative tax is applicable in most 
instances of corporate realization of net long-term 
capital gain.
(See discussion in other tax chapters of the defini­
tions and determinations of capital gains and losses.)
Consolidated Returns
Historical Review of Provisions
During the period from 1917 to 1933 the federal 
taxing statutes went through many and varied 
changes with regard to consolidated returns some­
times making them compulsory for some purposes, 
sometimes optional or permissive, sometimes prohib­
iting them. For the years 1934 to 1939, inclusive, no 
consolidated returns were permitted except by cer­
tain railroad corporations.
Upon the enactment of the current excess profits 
tax, the need of consolidated returns in order to 
avoid inequities was recognized, and for taxable years 
beginning in 1940 and 1941, consolidated excess 
profits tax returns were permitted although not re­
quired. The privilege of filing consolidated normal 
tax returns was not, however, extended in those years. 
The Revenue Act of 1942 changed the consolidated 
return provisions and, effective with taxable years
beginning after December 31, 1941, gave affiliated 
corporations the privilege of filing both consolidated 
income and consolidated excess profits tax returns. 
The exercise of the privilege is conditional upon the 
filing of consolidated returns for the purpose of both 
taxes, not one or the other separately.
General Comments on Provisions
The Code does not contain provisions prescribing 
in detail the methods to be used in determining the 
income and excess profits tax liability of affiliated 
groups, consolidated credits for excess profits tax pur­
poses, etc. Under Code Sec. 141(b) the Commissioner, 
with the approval of the Secretary of the Treasury, 
is empowered to make such regulations as are deemed 
necessary for consolidated return purposes. Such 
regulations have been promulgated separately from 
others, Regulations 104 being applicable to consoli­
dated income tax returns and Regulations 110 to con­
solidated excess profits tax returns. Taxpayers filing 
consolidated returns must consent to all regulations 
promulgated prior to the last day prescribed by law 
for filing the consolidated return, and the making 
and filing of a consolidated return, is considered as 
constituting the required consent.
When a consolidated return is filed the tax liability 
of the group is increased by 2 per cent of the con­
solidated corporation surtax net income and only one 
specific exemption is allowed to the affiliated group.
The basic requirement for the filing of consoli­
dated returns is that the group or “family” of cor­
porations meet the statutory definition of an “affiliated 
group.” An affiliated group is one which consists of 
one or more chains of corporations affiliated or con­
nected through stock ownership with a common 
parent corporation which owns at least 95 per cent 
of the stock of at least one of the other corporations 
and at least 95 per cent of the stock of every corpora­
tion within the group (except the common parent) is 
owned by some other corporation or corporations 
within the group. The requirement of 95 per cent 
of ownership means 95 per cent of the voting power 
of all classes of stock, and also, 95 per cent of each 
class of non-voting stock except non-voting stock 
which is limited and preferred as to dividends.
The provisions of regulations relative to the com­
putation of various factors in consolidated returns— 
consolidated invested capital, consolidated base 
period earnings, consolidated normal-tax net income, 
consolidated adjusted excess profits net income, con­
solidated operating loss deductions, etc.—are so 
specialized and voluminous and of such limited ap­
plication, that they are not deemed appropriate for 
inclusion in this work. Detailed study of the regu­
lations is necessary in all instances in which consoli­
dated returns have been or may be filed, particularly 
with reference to the differences in determinations 
between stock of a subsidiary which has a cost basis
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in the hands of the parent and stock with a basis 
other than cost.
Surtax on Corporations Improperly 
Accumulating Surplus
General Purpose of Provisions
In addition to the regular corporation taxes, Code 
Sec. 102 imposes a graduated surtax upon the undis­
tributed net income of any corporation (except a 
personal holding company) which is formed or availed 
of for the purpose of avoiding the imposition of the 
surtax on its shareholders through the improper 
accumulation of its earnings or profits.
Two tests are applied to determine the application 
of the surtax (1) the purpose of preventing the impo­
sition of the surtax upon shareholders must be present 
and (2) the purpose must be accomplished through 
the accumulation of earnings or profits. The tax is 
imposed upon the income of each taxable year and 
the tests apply to such year. It is not material that 
the corporation may have served the forbidden pur­
pose in some prior year or years.
The law provides that the fact that a corporation 
is a mere holding or investment company shall be 
prima facie evidence of the purpose to avoid surtax 
on shareholders, and provides further that permit­
ting earnings or profits to accumulate beyond the rea­
sonable needs of the business is determinative of the 
same purpose unless the corporation proves to the 
contrary by a clear preponderance of evidence.
Since the abandonment of the undistributed profits 
tax on corporations in general, strenuous efforts have 
been made by the Treasury to collect surtax under 
Sec. 102 and, in view of the presumptions in the law, 
defense against imposition is many times quite diffi­
cult where earnings have not been distributed.
Rates of and Basis for Tax
Upon the enactment of the Internal Revenue Code, 
the tax rates under Sec. 102 of the Revenue Act of 
1938 were continued. These rates were 25 per cent 
of the undistributed Sec. 102 net income not in ex­
cess of $100,000, plus 35 per cent upon any excess 
over $100,000. The 10 per cent defense tax, effective 
for 1940, increased the foregoing rates to 27½ per 
cent and 38½ per cent, respectively. The Revenue 
Act of 1941 enacted the latter increased rates as the 
regular statutory rates and repealed the “defense” tax. 
Such increased rates have continued in effect as ap­
plicable to taxable years beginning after December 
31, 1940.
Two specially designated classes of “net income” 
are determinable in Sec. 102, (1) “Sec. 102 net income” 
and (2) “undistributed Sec. 102 net income”; the 
second of these being the base upon which the surtax 
under Sec. 102 is imposed where applicable.
The term “Sec. 102 net income” means net income
as ordinarily computed except without the benefit of 
any capital loss carry-over or net operating loss reduc­
tion, minus the sum of
(A) Federal income taxes (not including the tax 
under Sec. 102 or the excess profits tax);
(B) Contributions or gifts in excess of the 5 per cent 
limitation;
(C) A net capital loss, if any; and
(D) The amount of income subject to excess profits 
tax.
In order to arrive at the “undistributed Sec. 102 
net income,” the “Sec. 102 net income”—determined 
as outlined above—is reduced by the basic surtax 
credit determined under Sec. 27(b). The basic surtax 
credit for Sec. 102 purposes consists of (1) dividends 
actually paid during the taxable year, (2) “consent 
dividends” for the taxable year, and (3) credit for any 
net operating loss for the immediately preceding 
taxable year.
Important Factors Relative to Application of Surtax
Certain factors outlined in Treasury Decision 5398 
(IRB 1944-16,4) require a special report by an ex­
amining internal revenue agent. These factors are:
(1) Failure to distribute at least 70 per cent of the 
current year’s earnings as taxable dividends.
(2) Investment of earnings in securities or other 
property not related to regular and normal 
activities of the business.
(3) Loans or advances to officers or stockholders out 
of undistributed earnings.
(4) Stock ownership within a family group or small 
group of individuals.
(5) Inadequate dividend distributions (even though 
in excess of 70 per cent) after consideration of 
the nature and needs of the business.
Each situation relative to the possible application 
of Sec. 102 must be examined as to its own facts. 
General rules cannot be applied because of the vari­
ance in relative importance of the different factors 
in each case. Among the various purposes which the 
courts have found as being reasonable for the ac­
cumulation of earnings and the non-application of 
Sec. 102 are:
Modernization of plant and equipment,
Reasonable advertising campaigns,
Development of new products,
Contemplated plant acquisition of expansion, 
Protection against fluctuation in raw material prices,
and
Protection against threat of serious adverse legislation.
The fact that a corporation is primarily an operat­
ing company is no defense against the imposition of 
the special surtax; nor is the existence of large un­
realized capital losses a sound reason for the non­
distribution of earnings.
CHAPTER 28
CHANGES IN TAX PROCEDURES AND PRACTICE
By J. K. Lasser
THIS chapter deals with the important procedural changes in federal taxes during the last four or 
five years.
In part, procedure means the method of making 
tax returns, and the mechanics of assessment or col­
lection as it concerns the corporation and individual 
taxpayer. In this chapter the following more impor­
tant changes have been selected for discussion:
New system of collecting taxes at the source.
The new method of advance payments by declarations
of estimated taxes due.
The new mechanics to use in preparing individual tax 
returns.
Annual returns must be filed by some companies that 
were previously exempt.
Method of determining tax for short periods has been 
changed.
Bearing of wage stabilization rules upon allowability 
of deductions for compensation.
Considerable difficulty still exists as a result of the dif­
ferences between the accounting and the tax con­
cepts of income.
Rules for preparing returns after renegotiation and 
termination.
Court cases emphasize the need to file correct tax 
returns.
Changes in the statute of limitations.
But procedure also means the method in which the
Bureau, the Tax Court, and the appellate courts 
handle tax cases. Two of the important changes that 
concern accountants in studying Tax Court and ap­
pellate court decisions are reported here in the fol­
lowing:
Changes in the Tax Court organization and work. 
Result of the Dobson case on tax appeals.
The changes in the activities of the Bureau of In­
ternal Revenue are not discussed within the text, but 
mention should be made of an emphatic change for 
the better in several points on which accountants had 
many complaints before the war. Changes may be 
summarized this way:
(1) Assurance has been given that under present 
Bureau direction revenue agents’ efficiency ratings and 
pay rates do not depend on amount of proposed de­
ficiencies uncovered by them.
(2) A serious effort has lately been made by the 
Bureau to secure the views of outside experts, in­
cluding many members of the accounting profession, 
in such problems as proposed legislation, complicated 
tax forms, complicated regulations, proposed admin­
istrative changes, new rulings and expressions. That 
is a glorious commentary on the good sense of the
present administration of the Bureau. It will aid 
greatly to diminish taxpayer and practitioner prob­
lems and arguments.
(3) There has been much public discussion con­
cerning Bureau technique in sending cases into the 
courts that involve both sides of a tax fence, or where 
Bureau pleadings will give the type of decisions which 
the Bureau itself will have to carry to the Congress 
for reversal. As a result of public airing of this prob­
lem, administrative officers of the Bureau are doing 
much to curb the enthusiasm of those who force bad 
cases into the courts. This last year, particularly, has 
seen private settlements of many issues in comparable 
difficulties. Time only will tell whether this scourge 
is to be lifted. But the background and atmosphere 
are more healthy than they have ever been.
Although a better administrative era has developed, 
complications and controversies are still rampant. 
The Tax Court, at this writing, still has thousands of 
unfinished arguments to consider. It heard 3244 cases 
last year, and 381 tax cases reached the circuit courts. 
Thus the decisions pile up, as do the texts and the 
commentaries. There is a monumental task for those 
who would research even the simplest tax note. How­
ever, the complications and continuing massing of 
precedent are not without their compensations and 
pleasures for the breed of quaint people who live in 
work of this sort.
New System of Collecting Taxes at the 
Source
The major change in the income tax procedure is 
the new system of collecting taxes on wages. Wage 
earners now have their taxes withheld by employers. 
Others estimate their annual income and pay taxes 
at the end of every three months through the system 
of declarations described later*
What Are Wages?
The law has its own definition for wages and wage 
earners for withholding purposes. With very few ex­
ceptions, all employees are included. It takes in sal­
aries, wages, fees, bonuses, commissions on sales, pen­
sions, and retired pay. It makes no difference whether 
wages are paid on the basis of piecework or percent­
age of profits, or whether they are paid hourly, daily, 
weekly, monthly, annually, or by no set payroll 
period. If the wages are paid in stocks, bonds, or other 
kinds of property, there is withholding at the fair 
market value. Tax must also be withheld on vacation 
allowances, dismissal payments, deductions by em­
ployers for taxes, unemployment insurance, or social 
security.
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These are held not to be wages—
Living quarters and meals furnished to an employee 
for the convenience of the employer.
Tips or gratuities paid directly to the employee (one 
result of excluding these items is that the employee 
does not have to account for them to the employer).
Amounts paid to an employee on retirement under a 
pension plan taxed as an annuity.
Employers’ contributions to a pension, stock bonus, 
profit sharing, annuity, or similar plan postponing 
compensation if the employer gets a deduction for 
tax purposes for these payments.
Traveling and other expenses which are ordinary and 
necessary, incurred in the employer’s business. 
These must be segregated from compensation and 
identified for these purposes.
Facilities or privileges—entertainment, medical ser­
vices, “courtesy” discounts for employees, if of small 
value and for morale purposes.
Withholding Does Not Apply to the Following 
8 Classes of Employees
(1) Members of the military or naval forces of the
United States other than for pensions and retired pay.
(2) Agricultural workers (as they are defined in 
the Social Security Act). Specific inclusions are: 
Payment for services on a farm.
Services by an operator of a farm, if a major part of 
his work is on the farm;
Services of employees in ginning cotton, raising poul­
try, mushrooms, producing maple sap and crude 
gum, or working on farm waterways;
Employees of farmer cooperatives and some employees 
of processors.
(3) Domestic servants (not private secretaries) in a 
private home (not hotels, boarding houses, etc.), local 
college club, or local chapter (not alumni clubs) of a 
college fraternity or sorority.
(4) Casual laborers (those whose work is occa­
sional, irregular, incidental) not employed in the 
course of the employer’s trade or business. For exam­
ple, carpenters working at your home.
(5) Employees of a foreign government or of the
Philippines.
(6) Non-resident aliens, other than residents of 
Canada or Mexico, who enter and leave the United 
States at frequent intervals.
(7) Employees who work outside the United States 
the major part of the calendar year. This does not 
cover services on an American vessel under a contract 
entered into within the United States or during the 
performance of which the vessel touches at a port in 
the United States, or an employee employed through 
the War Shipping Administration.
(8) Ministers of the Gospel, who perform services 
in religious interests of their churches.
The withholding applies to employees—not inde­
pendent contractors, or any other persons for whom 
an employer does not have to make deductions for so­
cial security taxes. Thus, there is no withholding 
from payments to—
Doctors, lawyers, accountants, contractors and others 
who follow an independent trade or business, of­
fering their services to the public.
Directors, except those who perform services for a cor­
poration other than through attendance at direc­
tors’ meetings.
Others whose services are not controlled or directed 
by the employer, and where the details by which a 
result is obtained are not controlled—for example, 
sales agents, contractors, servicemen, etc.
Partners of a company (unless the partnership is con­
sidered as a corporation under the tax law—then the 
drawings may be salaries).
Withholding Exemption Certificate
The mechanics of withholding on wages starts with 
the employee signing a “withholding exemption cer­
tificate” (Form W-4). The purpose of this is to let 
the employer know what tax to withhold. Under the 
new tax system, the personal exemption and credit for 
dependents are called surtax exemptions. There is 
one for each taxpayer, one for each dependent, and 
one for a spouse on a separate return when the other 
spouse has no income. (There is no head-of-the-family 
personal exemption any more.)
On the “withholding exemption certificate” the em­
ployee writes the number of his surtax exemptions. 
In cases where both spouses are working one of them 
may take both exemptions and the other take none.
How the Tax Is Withheld
To find the amount of the tax to withhold, the em­
ployer may use official government tables or actually 
compute the amount. There are five of these tables for 
the different payroll periods—weekly, biweekly, semi­
monthly, monthly, and daily or miscellaneous. Know­
ing his payroll period, he finds the amount to with­
hold by the amount of wage for the period and the 
number of exemptions claimed. The amounts on the 
tables approximate the amounts found by using the 
exact method.
Exact Method of Withholding
The basis for this is the number of surtax exemp­
tions. One exemption is $500, plus an allowance of 
10% for deductions, or  $550. Dividing this total by 
the number of payroll periods in the year and round­
ing out the results, the exemptions for withholding 
are as shown in the table on page 3.
The figures in the right-hand column represent the 
maximum amount (over the surtax exemptions) to 
which the 18 per cent rate is applied. Over that 
amount, the rate is 19.8 per cent.
The normal tax is imposed on income over one 
exemption, irrespective of the number of surtax ex­
emptions the taxpayer has. This is because the normal 
tax is now the same for everyone, married or single,
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Column 1 Column 2 Column 3
If the Payroll Period Is The Exemption Is Maximum Amount Taxable at 18% Rate
Weekly $ 11.00 $ 44.00
Biweekly 22.00 88.00
Semimonthly 23.00 92.00
Monthly 46.00 184.00
Quarterly 139.00 556.00
Semiannually 278.00 1,112.00
Annually 556.00 2,224.00
Daily or miscellaneous 1.50 6.00
and regardless of the number of dependents. (There 
is one exception—where a husband and wife file a 
joint return and each reports income.) As the normal 
tax is 3 per cent, less the standard deduction of 10 per 
cent, the normal tax withholdings are always at 2.7 
per cent of the wages in excess of the amount in 
Column 2 in the table above.
To cover the tax for all employees earning up to
$5,000, the withholding is graduated to take in the 
first two surtax brackets. However, when figuring the 
amount of the withholding for the surtax it is neces­
sary to multiply the amount in Column 2 by the num­
ber of surtax exemptions claimed. For example, if 
three surtax exemptions are claimed by a person on a 
weekly payroll period, multiply the amount in Col­
umn 2 by 3. Then the withholding starts over $33. 
The rate for the first surtax bracket is 20 per cent and 
for the second 22 per cent (less the standard deduc­
tion of 10 per cent in each case). To show the highest 
amount in the first surtax bracket reached, the figures 
in Column 3, in the table above, are given. After the 
maximum amount for the first surtax bracket is 
reached then the second bracket amount (22 per cent 
less 2.2 per cent or 19.8 per cent) must be withheld.
The tax withheld under the exact method is the 
sum of:
(1) The normal tax—2.7 per cent over one exemp­
tion.
(2) The first surtax bracket—18 per cent of the 
smaller of—
Wages over the exemption, or
The maximum amount in Column 3 of the table.
(3) 19.8 per cent of wages over the amount in Col­
umn 3 of the table plus the exemption.
In (2) and (3), the exemption referred to is always 
the number of withholding exemptions claimed, mul­
tiplied by the amount of withholding exemption.
Here are two examples of the use of the exact 
method—
Example—Smith has a weekly wage of $50. He is mar­
ried. His wife does not work and he has two de­
pendents. His number of surtax exemptions is 4. 
Smith’s withholdings are:
For the normal tax
2.7% of $39 ($50 less $11—see table above) or $1.05
For the surtax
18% of $6 ($50 less 4 exemptions of $11 each) or $1.08
The total tax deduction from Smith’s wage by the 
actual computation method is $2.13. (On the table, 
Smith’s withholding would be $2.50.)
Example.—Jones is a single man and has one de­
pendent. His biweekly salary is $140. His number 
of exemptions is 2. Jones’ withholdings are:
For the normal tax
2.7% of $118 or $3.19 (see normal tax example above). 
For the surtax
Jones gets two exemptions. He reduces his salary by 
$44, which is the amount of two exemptions for the 
biweekly payroll period. His biweekly salary minus 
the $44 is $96 which is subject to surtax. As this is 
more than the maximum amount subject to the first 
surtax rate of 18% (see right column of the chart), he 
computes his withholdings by two steps:
(a) 18% of $88 or $15.84; plus
(b) 19.8% of $8 (the excess of wages minus exemp­
tions Over the maximum amount of $88) or $1.58.
Jones’ total tax to be withheld for each of his biweekly
payroll periods is—
Normal tax..............................................$ 3.19
First surtax rate...................................... 15.84
Second surtax rate.................................. 1.58
Total .................................................. $20.61
Changes in the Withholding Certificate
If no withholding exemption certificate is filed, the 
employee is credited with no exemptions, if the table 
is used, and only the exemption for normal tax if the 
exact method is used. Penalties are provided for false 
statements by the employee in regard to the number 
of his exemptions or giving false information.
Whenever an employee’s status changes so that he 
is entitled to fewer exemptions he must give his em­
ployer a new certificate within ten days. But if the 
status changes so that he is entitled to more exemp­
tions he may give a new certificate. Here the employer 
has a choice; he can put it into effect at the next pay­
roll period, or he can wait until the following January 
1 or July 1, if he has the certificate for at least thirty 
days.
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Who Is an Employer?
The definition of an employer for the purposes of 
withholding is very broad. It means any person for 
whom an individual performs or performed any serv­
ice as an employee. An employer may be an indi­
vidual, corporation, partnership, trust, estate, associ­
ation, syndicate, group, pool, or other unincorporated 
organization. Nor is it limited to individuals or or­
ganizations in trade or business. It includes organi­
zations exempt from income tax, as religious and char­
itable groups, institutions, clubs, social organizations 
as well as the governments of the United States, the 
states, or agencies and political subdivisions.
The law permits a breakdown in the definition of 
employer so that a branch manager or other repre­
sentative may do the withholding.
Employer’s Functions in the Withholding System
The employer is required to collect the tax by de­
ducting and withholding the amount that he deter­
mines by using either the official tables or the exact 
method. He is liable for the amount of the exact tax 
whether he deducts it or not. The only way he can 
get around this is to show that the employee paid the 
tax. Even here, the employer will be liable for penal­
ties for failure to deduct and withhold. The law pro­
vides for severe penalties for a failure to pay, collect, 
or truthfully account for and pay over, the tax im­
posed or for an attempt in any manner to evade or 
defeat the tax.
The employer is guided by the employee’s with­
holding exemption certificate. He need not investi­
gate to find whether the employee is telling the truth. 
Nor is he required to see whether the employee is 
otherwise employed and has filed a certificate with 
another employer.
Before January 31 of each year he gives his em­
ployees a statement on the total amount of wages paid 
and taxes withheld. This is done on Form W-2 (Rev.) . 
For employees who leave during the year this form 
must be given within thirty days after severance.
Employers make a return and pay the taxes with­
held for each quarter before the end of the following 
month. This is made on Form W-1 and is to be filed 
in the collector’s office for the district where the em­
ployer’s place of business is located. They must keep 
an adequate set of records to show the process. The 
return is signed under the penalties of perjury. A 
final return is filed for the year and this dispenses with 
the use of Form 1099, on which an employer had pre­
viously reported payments of wages.
Every employer who withholds more than $100 dur­
ing the month is required, within ten days after the 
close of the month, to deposit it with a bank. Most 
banks insured by the Federal Deposit Insurance Cor­
poration can qualify as depositaries. Receipts for these 
deposits are included with the employer’s quarterly 
reports to the collector.
The New Method of Advance Payments by 
Declarations of Estimated Taxes Due
The adoption of the pay-as-you-go tax system for 
individuals is one of the outstanding changes in tax 
procedure. This system operates partly through pay­
ment of tax during the year on an estimated basis by 
a declaration on Form 1040-ES, and partly through 
the system of withholding on employees’ compensation 
already discussed. Under the new law, an individual 
must make the declaration on Form 1040-ES if—
Wages or salaries are in excess of $5,000, plus, gener­
ally, $500 for a spouse and each dependent.
Self-employed, a proprietor of a business, a partner, 
of a farmer.
Wages are exempt from withholding (domestics, farm­
ers’ employees, etc.).
There is no withholding and gross income can reason­
ably be expected to be $500 or more.
Despite withholding on wages, there is income from 
rent, interest, dividends, annuities or other sources, 
in excess of $100 and a gross income of $500 or more.
In determining whether to file declarations, a tax­
payer does not—
Count his own exemption (but does count one for his 
spouse).
Subtract “standard deduction” or any other deduc­
tions.
The statutory effort here is to avoid declarations by 
all those whose withholdings will pay nearly all tax 
due.
Example.—Smith is married and has four dependants.
He earns $7400 in salaries. To find if he would 
have to declare, he would deduct $2500 in exemp­
tions and credits for dependents. Therefore, he 
does not have to file a declaration. His gross in­
come, less the $2500, is less than $5000.
Generally, non-resident aliens, estates, and trusts are 
specifically excepted from the requirement to make a 
declaration and from the current payment system. If 
an individual is unable to make his own declaration, 
it must be made by a duly authorized agent or by the 
guardian or other person charged with the care of his 
person or property. In these cases, both parties are re­
sponsible for the declaration and incur liability for 
any penalties provided for erroneous, false, or fraudu­
lent declaration.
Declarations are due March 15 for calendar year 
taxpayers. The law requires the best estimate of in­
come to be made on that date. If, after filing, errors 
are found or if it is first ascertained that an individual 
is required to file after March, changes may be made 
this way:
If errors are found
Before June 2 
Between June 2 and
September 2 
After September 2
File amended 
declarations
June 15
September 15
January 15 or file a final 
return by that date
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In all cases revision must be accompanied by pay­
ment of the amount due.
Alteration of amended payments to conform with 
revised declarations are important to avoid penalties. 
Declarations by Husband and Wife
A joint declaration may be filed by husband and 
wife only if they are both citizens or residents of the 
United States. They do not have to be living together 
when the declaration is filed. A joint declaration is 
permissible even though one has no gross income.
In a joint declaration the aggregate income, deduc­
tions, credits, and tax are computed as though hus­
band and wife were one person. The liability for the 
estimated tax is joint and several. The estimated tax 
may be divided any way on the final returns.
The filing of a joint declaration does not preclude 
the filing of separate returns for the year. In that case, 
the estimated tax for the year may be treated as the 
estimate of either the husband or the wife, or may be 
divided between them in any proportion. If separate 
declarations are filed, overpayment by one spouse will 
not be applied against an underpayment by the other 
on separate final returns.
Declarations of each spouse are treated individually. 
Each declares if each fits the rule. Thus a declaration 
by one or both may be avoided if income is less than 
the amount which requires the filing of a declaration. 
Rules for Farmers
The date for filing farmers’ declarations is January 
15 of the year following the year for which they are 
declaring. Or, if they choose, they may file a final 
return. This will take the place of the declaration 
and will avoid any risk of incurring the penalty for 
underestimating the tax. In order to qualify as a 
farmer for the purposes of declarations, two-thirds of 
the gross income must be from farming.
If a Fiscal Year Is Used.
If a year other than the calendar year is used, the 
declaration would be due on or before the fifteenth 
day of the third month of the fiscal year. The dates 
for possible amendment of the declaration are the 
fifteenth day of the sixth and ninth months of the year 
and the fifteenth day of the first month of the next 
fiscal year.
When Is Payment Made as a Result of Declarations?
The estimated tax must be paid in four equal in­
stalments on the declaration dates. This estimate, at 
the taxpayer’s election, may be revised up or down 
with corresponding changes in tax due, up or down. 
If revised, an amended declaration is filed on or be­
fore June 15, September 15, or January 15, respec­
tively. But note that the estimated tax must be paid 
over the year if the amendment indicates a change. 
If an amendment is made June 15, there are three in­
stalments to pay; if made September 15, two instal­
ments; if made January 15, one instalment.
Example.—Suppose a declaration is filed of the esti­
mated tax on March 15, 1945, for the year 1945, of 
$600. An instalment of $150 is paid at the time of 
filing the return. On June 15, 1945, an amended 
declaration is filed showing a tax of $300 instead of 
$600. The next three instalments will each be $50.
Final Return and Final Payment
The final return will be filed on March 15 of the 
following year. On it, adjustments will be made for 
differences between the tax estimated or withheld, or 
both estimated and withheld, and the correct tax as 
reported on March 15. In preparing the return an in­
dividual and his spouse do not have to follow the 
method (joint or separate) used in making’ the dec­
laration.
To avoid amending a declaration on January 15, a 
final return may be filed. Then the tax must be paid 
in full by January 15. Credit is taken for withhold­
ings and payments previously made on the original 
declaration.
The January or March return is simply an account­
ing of the difference between what is owed and what 
was paid in the previous year or what was withheld 
from wages or salary. If any more is due on the final 
return, it must be paid in one payment, on January 
15 or March 15.
Penalties
These are the penalties for failure to live up to the 
system of declarations:
(1) For failure to file the declaration at the due 
time, or to pay any instalment when due: a penalty 
of 5 per cent of the instalment, plus one per cent of 
the instalment for every month (but the first) that 
it is not paid. The maximum is 10 per cent of each 
instalment. The amount and due date of each instal­
ment will be assumed to be what should have been 
paid, if the individual had complied with the law.
(2) If 80 per cent of the final tax (66⅔ per cent 
for farmers) exceeds the estimated tax plus actual 
withholdings, there is another penalty. It is the lesser 
of—
(a) The actual amount of the difference between 
the estimated tax, plus withholding and 
80 per cent of the total tax. Or
(b) Six per cent of the difference between the 
estimated tax, plus actual withholdings, and 
total tax.
There are other penalties for employees who wilfully 
supply false or fraudulent withholding exemp­
tion certificates or who wilfully fail to supply infor­
mation which would decrease the withholding exemp­
tion These penalties may be a fine of not more than 
$500, or imprisonment of not more than one year, or 
both. The same rule applies to any employees who
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wilfully supply false and fraudulent information, or 
who wilfully fail to supply information which would 
require an increase in the tax to be withheld at source 
on their wages.
The New Mechanics to Use in Preparing 
Individual Tax Returns
In the three preceding tax chapters the radical 
change made in the manner of preparing individual 
tax returns has been explained. Under this section is 
included some of the aids to accountants that will 
help them determine the manner of filing.
Under the new rules, Congress has divided indi­
vidual taxpayers into three groups—
Group A—Those who use a new Form W-2. Through 
it collector will compute the tax due.
Group B—Those who will use the new Form 1040 
and find their tax by using the table on 
page 2 of that form. They will waive the 
right to claim certain deductions and 
credits.
Group C—Those who will also use the new Form 
1040 but will actually compute their tax 
instead of using the table.
The entire difference between the three methods is 
in the amount of deductions and credits given. A 
method of determining which form to use is given in 
the following table:
CONVENIENT WAY TO FIND THE TAX FORM TO USE
Group A* Group B** Group C***
When there are no deductions at all 
and this form may be used, it will 
always give the lowest tax.
When one desires to avoid the bother 
of finding whether other methods 
are cheaper:
When deductions are less than 10% 
of gross income.
When a little more time to pay the 
tax is wanted. The collector will 
send a bill for what is owed. That 
gives at least another month to set­
 tle the account. Ordinarily payment 
is made when the return is filed on 
March 15. If the collector takes an­
other month to send a bill (after 
March 15)—that would give 2 extra 
months. Even though the form is 
received from the employer about 
January 31, the employee need not 
file until March 15.
When this form can be used and it is 
cheaper to do it.
When, even though a lower tax results 
by filling out Form 1040 completely, 
the taxpayer wishes to avoid the 
bother.
Where a lower tax results by complete­
ly filing Form 1040, but preference 
is for the standard deduction rather 
than to have to prove actual deduc­
tions when the tax return is ex­
amined.
Where the standard deduction (10% 
of adjusted gross income) is greater 
than actual deductions.
Where one spouse uses the method, 
the other must use this method or, if 
permitted, take $500 if page 3 of 
Form 1040 is completely filled.
For example, if the husband itemizes 
his deductions in order to get the 
lower tax, the wife cannot file this 
way. She must file under Group C. 
There, she too will itemize her de­
ductions.
When adjusted gross income is over 
$5,000—this form must be used.
When entitled to a credit for interest 
on partially taxed U. S. obligations, 
taxes paid at the source or to a for­
eign government—use this form to 
get them, if that makes a real dif­
ference.
When adjusted gross income is less 
than $5,000, but actual deductions 
will give a lower tax than the tax 
table requires, use this form. Lower 
taxes may be found, due. to the fact 
that the standard deduction is less 
than the actual deductions.
Even where (in a case like the last) the 
standard deduction equals the actual 
deduction, the actual tax may be a 
bit less if the tax is computed in­
stead of using the table on Form 
1040. The taxes in the table are 
figured on the midpoint of the 
brackets noted there.
*Not all persons can be in Group A and use the W-2 form 
that is filed to do this. In order to use it, taxpayer must be a 
wage earner with a gross income less than $5,000, including not 
more than $100 from interest and wages not subject to with­
holding.
**In order to qualify here, file Form 1040, and find the tax on
New Scheme of Deductions
Deductions should now be divided into two classes:
(1) Certain personal expenses like union dues, uni­
form costs, interest, taxes, medical costs, etc.
(2) Those that are deductible from gross income 
because they were incurred in one of the following
its table. Use this method only if adjusted gross income is less 
than $5,000.
***File Form 1040 and compute the tax. Use of this method 
does not prevent using the standard deduction. But that is so 
only if adjusted gross income is $5,000 or more. Then the 
standard deduction is always $500.
four income seeking objectives. The result is called 
“Adjusted Gross Income.”
(a) As ordinary and necessary expenses in a pro­
fession, trade or business (except for employ­
ees) . But an employee may have a separate 
business. Here separate trade and business 
expenses are deductible,
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(b) As an employee, for non-reimbursed travel­
ing expenses, or these and other expenses for 
which he is reimbursed by his employer 
through an expense allowance,
(c) In the production of rental on property or 
royalty income,
(d) As losses from the sale or exchange of prop­
erty, worthless securities, and non-business 
bad debts.
Before 1944 this division was unimportant. For ex­
ample, one may have had interest on a note for bor­
rowings for business. This could be listed as a busi­
ness expense or deducted as interest on the face of the 
return. Now, because of the optional standard deduc­
tion, the distinction is very important. Here is the 
reason—
Group
A
Files Form 
W-2
1040 (using 
the tax 
table)
1040
B
C
And Gets as a Deduction 
Only 10% of total income—none 
of the deductions in (1) or (2) 
above. This 10% is called the 
standard deduction.
All of the costs in (2), plus 10% 
of adjusted gross income. That 
is total income, less the costs in 
(2). This 10% is called the 
standard deduction.
All of the costs in (1) and (2). 
Or on an election, the costs in 
(2) and $500. But this can only 
be taken if the adjusted gross in­
come is over $5,000.
Returns for Husband and Wife
Whether husbands and wives should use the stand­
ard deduction is wholly a mathematical problem. Sev­
eral rules are important—
If a joint return is filed on Form 1040 only one stand­
ard deduction is secured.
If spouses file separately on Form 1040 or on Form
W-2, each gets 10 per cent of adjusted gross income 
or $500—whichever is smaller.
But if one takes advantage of the standard deduction, 
the other must do it. Otherwise, both are denied 
the privilege.
That does not apply unless spouses are living together 
at the end of the year. If they are divorced or sep­
arated, they may do as they choose.
But if one dies during the year, the other can use the 
standard deduction only if it was used in filing the 
deceased’s return.
Obviously it will take a lot of calculating to find 
which way results in a lower tax. Several points can 
be made to help-
joint returns might be expensive where gross income 
is over $5,000 and the standard deduction of $500 
is used.
But joint returns may be cheaper if one spouse has 
gross income of less than $500 or an adjusted gross 
loss, and the standard deduction is used.
There is a new system of exemptions. It is not nec­
essary to know the dollar exemption for Group A or 
B. The number of exemptions is sufficient. But in 
filing under Group C, there is a specific dollar exemp­
tion. These exemptions are—
Number or Dollars of 
Exemptions
On joint 
return
2*
1
Each gets 
on separate 
return
1
1
$500** $500
, $1,000 $500
, $500 $500
Group A or Group B
But have no dependents ...  ........
For each dependent.....................
Group C
To compute normal tax regardless 
of the number of dependents...
And to compute surtax
If no dependents.....................
For each dependent............
*If spouse has no income and is not claimed as a de­
pendent by someone else, then there are two exemptions.
**Plus the adjusted gross income of spouse, but no more 
than an extra $500. If, for example, wife had $300 of inter­
est and no other income, normal tax exemption would be 
$800.
In computing the surtax exemption for Group C, 
and in getting the total exemptions for Group A, and 
B, these rules apply—
(1) Spouses do not have to live together to get the 
two exemptions. Even if voluntarily separated, or 
separated by court order, they will get two exemp­
tions by filing a joint return.
(2) A joint return may not be filed if: spouses were 
divorced during or prior to this year; either spouse is 
a non-resident alien; either dies during the year; they 
have different tax years (for example, one files on 
December 31 and the other for a year ending June 30).
If there was a divorce during the year, the husband 
and wife must file separate returns. In that case, each 
is entitled to one exemption. The husband cannot 
get an exemption for his divorced wife, even if he con­
tributes to all of her support.
A married person may be a dependent. But no one 
person can be the basis of more than one exemption. 
So if the wife gives an exemption to her husband she 
cannot be a dependent of anyone else. In computing 
the normal tax (Group C, only) there is one exemp­
tion regardless of marital status. But it may be in­
creased by spouse’s adjusted gross income, but not 
more than $500. If one spouse goes into either Group 
A or B, in making returns—the other must, too. That 
is, spouses may use either return. But there cannot be 
one member in Group C and the other in Group A 
or B.
Deductions for Those in Business
In a business or profession (not an employee) the 
amount of the standard deduction is 10 per cent of 
adjusted gross income (but the tax must be found by 
the tax table) or $500 if adjusted gross income is more 
than $5,000. To get adjusted gross income there is 
subtracted from total income—
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All ordinary and necessary costs to conduct operations, 
including all interest, taxes, losses, contributions, and 
other costs directly connected with income from
business.
What are direct expenses in a trade or business?
Congress intended a deduction only for expenses in­
curred in business activities. A few particular points 
should be noted—
State income taxes are not a business expense. But all 
other taxes imposed on business property held, or 
on the business itself, are deducted here. That 
would include licenses, personal property, old age, 
sales, use, etc.
Interest must be concerned with business operations. 
That would bar interest on home property except 
to the extent it was used in the business.
Bad debts must be actually concerned with the present 
business.
Contributions are not to be allowed unless it can be 
argued that they were directly made to get a business 
benefit.
Losses include any arising in the business operations.
It is obvious that it will be tremendously important 
for some people to find whether they are in a trade or 
business. If they are, they may get far more deduc­
tions than they could ordinarily claim.
An employee may operate his own separate trade or 
business, but his expenses as an employee would not 
be considered for adjusted gross income unless they 
were—
Incurred for traveling, meals and lodging while away 
from home on business.
Reimbursed by the employer.
But if in addition to being an employee, one had costs 
of conducting other enterprises they would be in­
cluded to get adjusted gross income. To fit into this 
class one must be holding himself out to others as 
selling goods or services. Under that definition, our 
courts have included as conducting a trade or business:
A professional golfer;
An author who, himself, is publishing books for 
profit;
A painter of murals;
but not a mere investor, even if he has all sorts of ex­
penses in the production or collection of income.
One is probably conducting a trade or business if 
he undertakes an enterprise, even if he also holds a 
job, with the idea of making a profit or producing in­
come. The fact that he does not get income is im­
material, provided he can prove that he did not take 
on the cost as a part of a hobby. That he is not regu­
larly engaged at his side activities is not important.
Annual Returns Must Be Filed by Some 
Companies That Were Previously Exempt
There is an important procedural change effecting 
previously exempt companies. The Congress has re­
quired that tax returns (but no tax) be filed annually
by every tax-exempt organization unless it is specify 
cally excused from filing. Those excused are, in gen­
eral: religious organizations, particularly churches; 
educational organizations which normally have a regu­
lar faculty, curriculum, and student body; charitable 
organizations if primarily supported by contributions 
of the general public or by governmental funds; fra­
ternal beneficiary societies such as the Masons, Odd 
Fellows, and Knights of Columbus.
All other exempt organizations must file the new 
return. For example, the statute also requires returns 
from certain charitable and educational organizations 
such as Boy Scouts, Girl Scouts, libraries, YWCA, 
YMCA, and similar non-profit organizations.
The new forms are information returns. They ask 
for specific information regarding income and expen­
ditures. In those cases where rental income of any 
type is reported, or the organization is engaged in any 
kind of business activity, a balance sheet must be 
submitted.
If a tax-exempt organization has two or more char­
tered, affiliated, or associated local organizations, the 
subordinate units may either file separate returns or 
they may ask their parent or central organization to 
file a group return for them. The parent organization, 
however, must file a separate return covering its own 
income and expenditures in any event. If any of the 
subordinate organizations included in a group return 
have had any income from rents or from business 
activities, a separate balance sheet for each of those 
must be attached to the group return. Separate data 
will thereby be shown for each of them relating to the 
value of its property, or business producing rental or 
business income. In addition, the group return will 
show the total of business income, rent, and other 
types of income and expenditures reported for the sub­
ordinate organizations included in the return.
Method of Determining Tax for Short 
Periods
All persons and firms report on the basis of an an­
nual accounting period, fiscal or calendar year, ac­
cording to the method used in keeping the books. For 
individuals, all items of income are included in the 
taxable year received. There has been a change in 
accounting for a decedent. Here accruals, arising only 
by reason of the death, are not to be included in de­
termining income for the period in which the death 
happened. If income due the deceased is realized later, 
it is taxed to the person receiving it as it would have 
been taxed to the deceased if he had lived.
Short Period—Individuals
A taxable year means a calendar year or a fiscal 
year upon which the income is based. It may also 
mean a fractional part of a year for which a return 
is made.
It has always been necessary to get permission from
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the Commissioner to make a change in an accounting 
period. This must be done, under present regulations, 
at least sixty days before the end of the short period 
that comes from the change. Then the new return is 
due on the fifteenth day of the third month following 
the close of the new period.
For a period of less than twelve months, which re­
sults from a change in the accounting period. The 
general rule, in effect for many years, requires that 
income be placed on an annual basis. Simply, this is 
secured by multiplying the income for the short period 
by 12 and dividing by the number of months in the 
short period. This gives the income that would have 
resulted from a full year on the same basis as the short 
period. A tax is then computed on the “annualized” 
income and of this computed tax there is taken a pro­
rata fraction according to the fraction which the num­
ber of actual months in the period is of a full year. 
This, then, is the tax for a short period under the 
general rule. But individuals have an option which 
may be taken if it results in a lower tax than that de­
termined under the general rule. This option permits 
a determination of income and tax using a full twelve- 
month period beginning with the first day of the short 
period. However, if the taxpayer is not in existence 
for a full twelve-month period beginning with the 
first day of the short period, then the taxpayer may 
substitute a twelve-month period ending with the 
close of the short period.
Short Period Returns—Corporations
Before 1942, corporations computing normal or 
* surtaxes were not required to place the income of a 
short period resulting from a change in the account­
ing period on an annual basis. A change in the Code 
requires corporations to do this, in the case of new 
accounting periods, for purposes of the normal, sur­
tax, and excess profits taxes. For the income tax, the 
general rule is like that for individuals as explained 
above. The Regulations contain the adjustments for 
the credits that reduce income, for dividends received, 
for partially exempt interest, and the credit for in­
come subject to the profits tax.
So much for short periods in computing the com­
posite income and surtax. No change is made in the 
normal method of reporting unless there is a change 
in the accounting period. A taxpayer does not annual­
ize when a change in the accounting period results 
from starting new companies or closing down old 
companies, even if they have short years. They use 
the short years in their tax returns.
But in the matter of computing the excess profits 
taxes, a new theory is asserted. It is necessary to 
annualize income no matter what the cause. The 
process is the same as for the income tax, except that 
the annualization is on a daily instead of a monthly 
basis.
In these cases, income for the short period is placed
on an annual basis by computing want would have 
been earned at the same rate for a full year. The ex­
cess profits tax is then computed on the new basis. It 
is pro-rated to reflect the proper calculation for the 
number of actual days in the period. This method 
will give an unfairly high tax if the earnings in the 
short period exceed average earnings for the year. 
Recognizing this, Congress has created alternative 
methods of computing the tax. First, before going 
into the exact mechanics of computing the excess 
profits tax, it might be helpful to note several points—
(1) The total tax—excess, normal, surtax—can 
never be more than 80 per cent of the surtax net 
income.
(2) There is always a full $10,000 exemption for 
the excess profits tax—it is never annualized.
Next, if it will reduce the tax (this part of the law 
cannot increase liabilities) income may be determined • 
subject to the profits tax by using a yearly period 
beginning with the first day of the short period.
Example.—Assume a short year beginning January 1 
and ending April 30, 1944. If desired, the income 
for the entire year 1944 can be determined and then 
pro-rated according to the ratio of the excess profits 
net income for the four months to that of the twelve 
months of 1944.
Where a company has disposed of substantially all 
of its assets prior to one year from the date of the be­
ginning of the short period and desires to use the 
optional method, it is required to substitute a twelve- 
month period ending with the close of the short period 
in computing the tax.
Example.—Assume a company sold its assets and dis­
solved on April 30, 1943. Assume that it had re­
ported for the year ended December 31, 1942, and 
now had a short period ended April 30, 1943. If it 
desired this relief, it would have to use the twelve 
months ended April 30, 1943. It could prepare its 
return on that basis.
But if this method is used there are several rules to 
note—
(1) The credits reducing the tax are the same as 
those that would have been used for the short period. 
Thus, capital additions after close of the short year 
would not increase the credit.
(2) The income determined under this method 
cannot be less than the income for the short period 
itself.
Where corporations have been affiliated or are about 
to become affiliated, and short-year accounting is in­
volved, reference must be made to the Regulations to 
ascertain the rules.
When are these computations made under the op­
tional methods? If income can be determined (as in 
the case of a company using its year ended with the 
short period) the change is made on the tax return. 
But when the year beginning with the short period is
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used, a claim must generally be filed within one year 
after the time used for filing the return for its short 
year.
Example.—A company changes its accounting period 
from the calendar-year basis to the fiscal year end­
ing September 30 and files a return for the period 
from January 1, 1944, to September 30, 1944. In this 
case, the application must be filed not later than 
December 15, 1945, the time prescribed for filing 
the return for its fiscal year ending September 30, 
1945.
Bearing of Wage Stabilization upon Allow­
ability Deductions for Compensation
One of the brand new procedural changes the return­
ing tax man will meet is the threat of new examina­
tions to study disallowance of deductions for violation 
of wartime salary and wage controls. These have been 
created during the war under Economic Stabilization 
Orders, pursuant to powers given in the Emergency 
Price Control Acts. As yet there has been little litiga­
tion concerning the validity of the routine.
EXAMPLE OF ANNUALIZING TAX WHEN ACCOUNTING PERIOD CHANGES
Optional Tax If
Excess Profits Tax
General
Rule
Corporation
continues
Corporation
liquidates
before
12/31/44
(a) Annualize excess profits net income on daily basis 366/213 X $120,000 $206,197.18
Find excess profits net income for—
(b) 12 months beginning 1/1/44—assume $140,000.00
(c) 12 months ending 7/31/44—assume $135,000.00
(d) Adjusted excess profits net income on annual basis [ (a), (b), or (c)—$100,000] 106,197.18 40,000.00 35,000.00
 @ 95% x 213/366 58,713.12
(e) Taxi @ 95% X 120,000/140,000 (b) 32,571.42
95% X 120,000/135,000 (c) 29,555.56
Normal and Surtax
(f) Annualize net income on monthly basis 12/7 X 120,000 $205,714.29 $205,714.29 $205,714.29
(g) Credit for adjusted excess profits net income
General rule: (d) above 106,197.18
Exceptions: [ (e) ÷ (95%) ] X 12/7 58,775.48 53,333.33
(h) Income subject to normal and surtax [ (f)—(g)] 99,517.11 146,938.81 152,380.96
(i) Tax @ 40% X 7/12 23,220.66 34,285.72 35,555.56
Total tax [(e) + (i)] $ 81,933.78 $ 66,857.14 $ 65,111.12
SAVING 15,076.64 16,822.66
EXAMPLE OF ANNUALIZING TAX WHEN THERE IS NO CHANGE IN ACCOUNTING PERIOD
Optional Tax If
Excess Profits Tax
General
Rule
Corporation
continues
Corporation
liquidates
(a) Annualize excess profits net income on daily basis 366/213 X $120,000 $206,197.18
Find excess profits net income for—
(b) 12 months beginning 1/1/44—assume $140,000.00
(c) 12 months ending 7/31/44—assume $135,000.00
(d) Adjusted excess profits net income on annual basis [ (a), (b), or (c)—$100,000] 106,197.18 40,000.00 35,000.00
  @ 95% X 213/366 58,713.12
(e) Tax  @ 95% X 120,000/140,000 (b) 32,571.42
 @ 95% X 120,000/135,000 (c) 29,555.56
Normal and Surtax
(f) Net income for short period $120,000.00 $120,000.00 $120,000.00
(g) Credit for adjusted excess profits net income
[(e) + (95%)] 61,803.28 34,285.71 31,111.11
(h) Income subject to normal and surtax $ 58,196.72 $ 85,714.29 $ 88,888.89
(i) Tax @ 40% 23,278.69 34,285.72 35,555.56
Total tax [(e) + (i)] $ 81,991.81 $ 66,857.14 $ 65,111.12
SAVING 15,134.67 16,880.69
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The serious thing about contraventions of the orders 
is the amount of potential disallowances. Treasury 
regulations provide that deductions are to be handled 
this way:
(1) If there has been an illegal increase in compen­
sation, the disallowance might be the entire amount 
of the wage or salary paid after the change—not only 
the increase. Thus if a weekly salary of $100 was in­
creased to $150, the whole $150 might be disallowed 
unless it has been increased under approval or pur­
suant to the provisions of the regulations.
(2) In illegal decreases of compensation, again the 
entire amount paid after the decrease is the question­
able deduction. If Smith were cut from $100 to $90 
without approval, the $90 might be disallowed.
The wage and salary stabilization regulations are 
discussed in Chapter 32.
Considerable Difficulty Still Exists as a 
Result of the Difference between the 
Accounting and the Tax Concepts of Income
Tax cases over the past four years have created a 
hopeless maze of distortions of accounting concepts. 
The growing number of divergences between account­
ing for tax purposes as prescribed by regulations and 
court decisions, on the one hand, and generally ac­
cepted accounting principles, on the other, is the 
despair of businessmen, accountants, and tax practi­
tioners alike. These have become a continuous source 
of irritating adjustments of tax returns which, in the 
long run, yield no revenue to the government because 
they merely represent shifts between years. The sim­
plicity of a procedure which would conform tax ac­
counting with the accounting methods employed in 
preparation of the taxpayer’s financial and credit re­
ports and accounting records, speaks for itself.
Certainly it was the basic intention that such pro­
cedure be followed. Sec. 41 of the Code provides that:
“The net income . . . shall be computed in accord­
ance with the method of accounting regularly em­
ployed in keeping the books of such taxpayer; but . . . 
if the method employed does not clearly reflect the 
income, the computation shall be made in accordance 
with such method as in the opinion of the Commis­
sioner does clearly reflect the income.”
The regulations (Reg. 111) provide:
“Although taxable net income is a statutory concep­
tion, it follows, subject to certain modifications as to 
exemptions and as to deductions for partial losses in 
some cases, the lines of commercial usage. Subject to 
these modifications statutory net income is commercial 
net income. This appears from the fact that ordinarily 
it is to be computed in accordance with the method 
of accounting regularly employed in keeping the books 
of the taxpayer.” (Sec. 29:21-1)
“If the method of accounting regularly employed 
by him in keeping his books clearly reflects his income, 
it is to be followed with respect to the time as of
which items of gross income and deductions are to be 
accounted for.” (Sec. 29.41-1)
“Approved standard methods of accounting will 
ordinarily be regarded as clearly reflecting income.” 
(Sec. 29.41-2)
“It is recognized that no uniform method of account­
ing can be prescribed for all taxpayers, and the law 
contemplates that each taxpayer shall adopt such 
forms and systems of accounting as are in his judgment 
best suited to his purpose.” (Sec. 29.41-3)
The Supreme Court, in the leading case of U. S. v. 
Anderson 269 U. S. 422 (1926), in referring to the 
original statutory forerunner of the above-quoted ex­
cerpts from Sec. 41, and to a Treasury Decision pro­
mulgated thereunder, stated:
“It [the Treasury Decision] recognized the right of 
the corporation to deduct all accruals and reserves 
without distinction made on its books to meet liabili­
ties, provided the return included income accrued 
and, as made, reflected true net income. ... It [the 
purpose of the statute] was to enable taxpayers to keep 
their books and make their returns according to scien­
tific accounting principles, by charging against income 
earned during a taxable period, the expenses incurred 
in and properly attributable to the process of earning 
income during that period.”
Despite that explicit language, we have had an 
alarming increase in distortions between generally ac­
cepted accounting principles and tax accounting meth­
ods. They come principally in the treatment of pre­
paid income, the deduction of property, franchise and 
other taxes, the treatment of reserves for expenses and 
losses, and adjustments applicable to prior years’ 
transactions.
With prepaid income, the Tax Court, and a number 
of the appellate courts, have held that income received 
in advance, even though there is involved a continued 
obligation to perform services and incur expenditures 
over a period of time in order to earn the income, is 
nevertheless taxable in year of receipt, despite the fact 
that generally accepted accounting principles, and the 
accounting methods consistently employed by the tax­
payer, call for the deferment of the reporting of such 
income until the period or periods in which such 
income is earned by the rendering of the services and 
the incurring of related expenditures. This has cre­
ated all sorts of absurd tax results, arising out of the 
basic difficulty that net income is bound to be dis­
torted if the income is required to be included in one 
period, while the related expenditures are included in 
a later period.
A striking example of such distortion occurs where 
a landlord, negotiating a long-term lease, in order to 
finance the payment of the broker’s commission, ar­
ranges for the payment in advance of rentals appli­
cable to the last few years of the lease. The decisions 
have held that the rental thus received in advance 
must be included in taxable income in the year of 
receipt, whereas the broker’s commissions, which such
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advance rentals were intended to finance, may not be 
deducted in the year of payment, but must be spread 
over the life of the lease. In such cases the result fre­
quently is an abnormally large taxable net income in 
the first year of the lease, and equally unreal losses in 
the last few years of the lease—not by reason of any 
real variations in results of operation, but solely by 
reason of the artificial accounting procedure enforced 
for tax purposes.
This is no place to review or list all the types of dis­
tortions between accounting and tax concepts. A tax 
man should have a current tax service or manual be­
side him to check existing rulings in the controversial 
fields of—
Handling of prepaid income—here the tax law holds 
the receipt or accrual to be income despite services 
to be rendered.
Deduction of taxes—the deductibility of each type 
should be checked.
Treatment of reserves—generally no deduction is al­
lowable for any cause, although sometimes one is 
permitted as the diminishment of sales income on 
good legal grounds.
Prior years transactions adjustments—each one should 
be checked to the law. Some adjustments create no 
tax or no deduction; some alter present income or 
deductions; some have a tax effect through the tax 
benefit rules.
Rules for Preparing Returns after 
Renegotiation and Termination*
Settlement of war contracts has brought in new law 
and new rulings that concern computation of net in­
come in the years of settlements. Contract accounting 
has a number of distinctions from tax practices. They 
may give us a wide discrepancy between income tax 
recording and the basis for payment under a specific 
order. For example—
In Tax Accounting
Taxable income, of course; is concerned with entire 
profit for the year, after deducting all of ordinary and 
necessary expenses. Under present rules it contains a 
growing recognition of the cyclical character of all 
business in the three classes of carry-overs, net operat­
ing loss, unused excess profits credits, capital-loss carry­
over.
Exact yearly results are also disregarded in such re­
lief provisions as those in Secs. 721, 722, 736, and 
22 (d) (6) . In addition, under current administration, 
there is recognition of postwar needs in the approval 
of deductions for expenses in maintaining the business 
so as to have it ready for postwar operations. For 
example, the Bureau of Internal Revenue permits an 
allowable advertising deduction if it is measured by 
patronage reasonably to be expected in the future, new 
products and lines, and even changes in buying habits 
now being evidenced in every class of consumers as a 
result of war conditions.
Most important, of course, is the right to deduct 
two prior years’ operating losses from the income of 
the taxable year or to carry this year’s loss backward 
two years.
In War Contracts
Contract income confines costs to the terminated 
contract. On top of that, the law creates problems of 
public policy and cut-off periods. They produce dif­
ferent results than those in tax rules allowing deduc­
tions that are ordinary and necessary.
It is not necessary to tie costs into the exact tax • 
periods. Thus, a 1945 cost might well be allowed in 
1944 if it is clearly applicable to the contract, even • 
though paid in another year.
Losses under one contract are never permitted to be 
absorbed by another. Each stands on its own feet.
Failure to terminate quickly, or to require subcon­
tractors to terminate quickly, may give rise to costs 
that a contractor alone must bear. They may be miti­
gated only if he can prove that he was not negligent 
or if he can make specific arrangements with the con­
tracting officers.
Renegotiation
When contracts have been renegotiated there is a 
determination of excess profits for a given year. Re­
gardless as to when that finding occurs, the excessive 
profit required to be refunded to the government is 
reduced by the taxes originally paid for the year nego­
tiated. Thus we include in the tax return for the 
year all of the income of individuals or corporations 
even though renegotiation is expected. The amount 
refunded to the government through renegotiation is 
reduced by the tax paid for this amount.
Actual mechanics to accomplish this arise during 
the renegotiation. At that time proof of tax payment 
is made. A new amount of renegotiable profits (ex­
cessive profit less the taxes already paid) is thereupon 
agreed to with the government.
Termination of Contracts
The tax problems arising after the settlement are 
much more complicated. Two rulings of the Treasury 
Department provide that the compensation arising 
out of the settlement of a terminated contract should 
be reported in the year of termination. This was in­
tended to discourage dilatory tactics by contractors 
who might otherwise think that they could get an ad­
vantage by delaying settlement until a year in which 
a smaller tax liability might be incurred. Subcontrac­
tors would be injured by such delays by upper tier 
contractors, and the contracting agencies would find 
it more difficult to clear quickly the backlog of termi­
nated contracts.
*This section contains extracts from the author’s How to 
Speed Up Settlement of Your Terminated War Contract, pub­
lished by McGraw-Hill in 1945 and reprinted here with their 
permission.
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The conclusions of the Treasury Department were 
in part based upon the rights which a contractor is 
given by the Contract Settlement Act on the termina­
tion of his contract and in part upon the desirability 
of facilitating this speedy method of settling termi­
nated contracts. There is the same check on the pro­
priety and deductibility of the expenses of the termi­
nated contract as on any other expenses in his tax 
return or renegotiation proceeding.
Here is how both a prime and a subcontractor com­
pute their tax returns after—
The ordinary negotiated settlement.
A “no-cost” settlement—one in which a contractor
waives all claims to compensation for the termina­
tion.
Income and Deductions after Termination
In negotiated settlements
Income—For contracts terminated in years ending 
prior to July 21, 1944 (the effective date of the present 
law), you include settlement income in the earliest 
one of the following:
The year in which the claim is fully determined (when 
the claim is allowed or the settlement proposal is 
accepted), or
The year in which its value is otherwise definitely 
determined, or
The first taxable year ending after July 20, 1944.
But it is not necessary or permissible to include in 
that year income reported in the year of termination.
For contracts terminated in taxable years ending on 
or after July 21, 1944, the income from the termination 
is included in the taxable year of the contract termina­
tion. This applies unless a different method is ap­
proved by the Treasury on an application. The 
amount of compensation may not be received or 
known until after the year in which it must be in­
cluded. In that case it will not be known exactly how 
much to report for that year. Then the amount ex­
pected to be received must be estimated. It must be 
reported as if received. Attach a statement identify­
ing the contract termination to which the estimate 
relates. Later, when the right amount is ascertained, 
go back and correct the estimate.
Deductions—As a general rule, the deductions related 
to the terminated part of the contract are taken in 
the year the termination income is taxed. But (for 
contracts terminated in years ending before July 21, 
1944) that does not entitle one to deduct again (for 
the year accounted for) any expenses or losses that 
have already been deducted in a prior year. And for 
termination in years ending after July 21, 1944, one 
cannot deduct expenses or losses incurred in years 
prior to termination, i.e., they must be deducted when 
they are incurred.
In “no cost” settlements
Income—There is no income from the contract ter­
mination. If any amount was included in the return 
for any year, the return may be adjusted. This may be
done at any time within the statute of limitations, re­
gardless of when the no-cost settlement is made.
Deductions—One is entitled to deduct all ordinary 
costs as they are incurred. The settlement does not 
alone determine the year to deduct and does not per­
mit deduction of items that would otherwise be un­
allowable. Deductibility is determined upon the basis 
of ordinary tax rules, irrespective of the no-cost settle­
ment. Expense should be deducted when it is paid (or 
when the liability to pay it becomes fixed). Loss 
should be deducted when it is sustained.
Remember that deduction of expenses incurred or 
of losses, depreciation, or amortization sustained, in 
connection with the terminated contract, is not pre­
vented or delayed simply because they are due or 
otherwise related to the uncompleted portion of such 
contract.
Regardless of when the no-cost settlement is made, 
items includible in the closing inventory should be 
determined—
On the ordinary valuation of articles for inventory 
purposes, and
Without regard to waiver or to any termination com­
pensation previously received.
The rules outlined above do not apply to con­
tractors who report their income on the cash receipts 
and disbursements method. They always (regardless 
of the type of contract or settlement) report their in­
come and take their deductions in the year of receipt 
or disbursement. But even for contractors on the ac­
crual basis, the above rules relate only to negotiated 
settlements of fixed-price contracts. They apparently 
do not apply to—
Contracts which, for any reason, are not subject to 
termination under this law. In the case of such a 
contract, the settlement should be reported in the 
year in which it was allowed or in which its value 
was definitely determined. Expenses or losses are 
deducted according to ordinary tax rules.
“Cost-plus-a-fixed-fee” contracts terminated under this 
law, whether the settlement is negotiated or not. 
The income should be reported in the year when 
the contract was terminated. There is an exception, 
however, if any part of the total compensation is 
attributable to cost, expenses, or losses incurred in 
a year subsequent to the year of termination. Such 
compensation is reported in the year in which the 
expenditure or loss to which it is attributable was 
incurred.
Fixed-price contracts terminated under this law, in • 
which the settlement was not* negotiated. (These 
cases probably include those which were taken to 
the Appeal Board or the courts.) These termina­
tions are governed by the same rules applicable to 
“cost-plus-a-fixed-fee” contracts (see above).
“Formula” settlements if there is a determination 
against a contractor.
Note this about negotiated (fixed-price contract) 
settlements made today—an estimate of income may 
be guesswork at the end of the tax year. Estimates of
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deductions may be equally difficult until all problems 
are settled. Both errors can be corrected by adjusting 
the original returns within a 3-year period after filing 
returns. Even if profits are not known, an estimate 
must be submitted. It must be recognized, however, 
that the tax will have to be paid when the return is 
amended to pick up the termination settlement. This 
method of estimation tax reporting should be used 
even if—
Title to inventory does not pass to the government 
before the year ends.
That is equivalent to valuing the inventory on hand 
at its selling* price.
Its effect is to put the sale in the year of termination 
rather than in any later year in which delivery or 
collection is made.
No-Cost Settlements
This method of settling termination claims was 
clarified by two rulings issued by the Treasury Depart­
ment in 1944. These rulings made it clear that a con­
tractor’s waiver of his claim to compensation for the 
termination of a contract did not affect the deducti­
bility of expenses, losses, depreciation, or amortization 
in connection with the terminated contract. The de­
ductibility of these items continued to be governed by 
the rules that would have applied irrespective of the 
waiver.
The no-cost settlement will permit the rapid dis­
position of the following termination claims:
Those that are small or not worth the time and trou­
ble required to settle.
Where it is desired to avoid the process of hard work 
to collect amounts upon termination which will 
have to be paid to the government in taxes or re­
negotiation.
Where a great deal of trouble is anticipated in valuing 
the termination inventory—
And it can be sold quickly to establish the tax loss 
in the same tax year the contract is terminated;
Or the inventory can be disposed of in a subsequent 
year when there will be the same tax advantages 
through carry-backs of net operating losses or
 unused excess profits credits.
Where it is desired to avoid inventory delays in clear­
ances. Under this method materials can be disposed 
of as desired without waiting for government clear­
ance or its approval of prices.
This method does not aid in claiming inventory 
losses. The full inventory must still be valued at a 
fair figure at the year’s end and then the income for 
the year determined. A no-cost settlement does not 
create a deduction not previously allowable. Nor does 
it accelerate the time of any deduction. Losses are 
realized only by sales or scrapping of the inventory. 
It may be possible, of course, to claim a reduction in 
its value. For example, if inventory is unsalable, it 
might be valued at actual offering prices. If it consists 
of raw materials or partly finished goods, it might also
be valued at offering prices based upon usability and 
condition.
In no-cost settlements a prime contractor deducts 
the estimated amount due subcontractors in the year 
of contract termination. Should payments to vendors 
be accrued by them? Probably so, if the facts necessary 
to estimate the liability are in the possession of the 
subcontractor.
Lump-Sum Settlements
Ordinarily, a lump-sum settlement is not to be con­
sidered as a reimbursement for any particular loss or 
expenditure that may have been incurred. In that 
case, the entire settlement should be reported as in­
come, using the rules outlined above to determine the 
year in which it is to be reported. But the settlement 
agreement may specify that a part of the sum paid is 
a reimbursement for a particular item of property, 
cost, expense, or loss. In that event, the portion of the 
settlement representing a specific reimbursement—
May not be includible in income at all, or
May be includible in income for a year other than the 
one in which termination income is, or would nor­
mally have been, reported.
It is not includible in income for any year if—
The reimbursement is for an item of property ac­
quired but not charged off in a tax return, and if
Under ordinary tax rules, the reimbursement would be 
applied to reduce the cost or “basis” of the property.
It is includible in income of a year other than the one 
in which termination settlements would normally be 
reported if—
The reimbursement is for an item which had been 
deducted in a prior year’s return, and if
Under ordinary tax rules, the reimbursement would 
have been reportable in the year in which the de­
duction was taken.
Court Cases Emphasize the Need to File 
Correct Tax Returns
A correct return must be filed to' prevent penalties 
and to start the Statute of Limitations running. The 
Supreme Court once ruled that a return on a wrong 
form disclosing all necessary information avoided 
penalty, and started the Statute running. But its most 
recent pronouncement holds that this is limited to 
cases where one tax is being paid. Where, for example, 
a taxpayer was required to file a return for a personal 
holding company, the filing of the normal tax return 
did not avoid the penalty.
Long experience has shown that it is always advis­
able to file a return in cases where the taxpayer be­
lieves he is exempt or his income is insufficient. In 
this way, the costly penalties for failure to file can be 
avoided if subsequent decisions or corrections of in­
come or deductions indicate that a return should have 
been filed.
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Filing a return might even start the running of the 
Statute of Limitations, thereby avoiding tax under 
certain conditions, even if it is eventually found due.
Changes in the Statute of Limitations
Recent law has cleared up a disputed point that had 
bothered practitioners. The Code required a claim for 
a credit or refund to be filed within three years from 
the time the return was filed or two years from the 
time the tax was paid. This was taken to mean three 
years from the day of filing. Then if a taxpayer filed 
on January 2 his time to claim a refund expired three 
years to the day. By the 1942 amendment this was 
changed. Now a return filed before the last day set by 
the law is considered, for this purpose, to be filed on 
the last day. The filing of a return before the due 
date does not advance the start of the Statute of Lim­
itations. This rule applies only to returns which are 
filed before the due date. It does not affect returns 
filed later under an extension of time.
Trouble has always been encountered in finding the 
proper year to claim a bad debt and worthless security 
loss. Too often a taxpayer picked the wrong year and 
found he could not get the loss because he should 
have claimed in an earlier year barred by the three- 
year Statute of Limitations. Now there is a new period 
of limitation for bad debts and worthless securities. 
In these cases it is seven years instead of the usual 
three years. The new law is retroactive. It goes back 
to all years beginning after December 31, 1937. Under 
it a claim may be filed within seven years from the 
due date of the return for the year the claim is made. 
This provision does not apply to partial worthlessness. 
It is only where the debt becomes totally worthless 
in the taxed year. This new amendment may also 
affect carry-overs of capital losses or net operating 
losses.
Another important change in the Statute of Limita­
ations covers interdependent taxes. Different taxes 
under the law may have had varying periods of limi­
tation. Often an adjustment for one affects another. 
The normal tax, surtax, and the Sec. 102 surtax are in 
one chapter of the Code. The excess profits tax, the 
declared value tax, and the personal holding company 
surtax are in another chapter. Yet all of these taxes 
are related because all are based on income. An item 
of income, a deduction, or credit affecting one tax may 
affect other taxes of the same company for the same 
year.
To avoid confusion and deal fairly with taxpayers, 
provision for adjustment of related taxes was added 
to the Code in 1943. It affects years beginning after 
December 31, 1939.
If a deficiency is assessed or a credit or refund is 
allowed for one of the taxes, an adjustment may be 
made for a related tax of the same year. A resulting 
deficiency or refund for the related tax may be claimed 
within one year after the first determination. In the
case of affiliated groups, the adjustment is permitted 
for any other member of the group affected by the 
original determination.
Changes in the Tax Court Organization and 
Work
Before the war, the Tax Court was known as the 
Board of Tax Appeals. Its name was changed in 1942 
to the Tax Court of the United States. Its members 
are now called judges. But the work of the Court 
continues to be nearly the same as it was before the 
war.
Here is an important note for accountants: the Tax 
Court has now been given exclusive jurisdiction to re­
view abnormality and relief cases arising under Secs. 
721, 722, and some parts of Sec. 711 of the excess 
profits tax law. Under the law the writer believes 
that no appeal from its decisions to the higher courts 
may be had in these cases except:
• (1) If based on fraud or other irregularities.
(2) If based upon no evidence, or contrary to law, 
or so manifestly arbitrary and unreasonable as to 
amount to an abuse of discretion.
(3) If the Tax Court refused to take jurisdiction 
to review the Commissioner’s determination, or dis­
posed of the case arbitrarily, or without exercising its 
own independent judgment.
(4) If the Commissioner were to apply the abnor­
mality provisions under Sec. 722, and possibly under 
Sec. 711 (b) (1) (H), (I), (J) or (K) or Sec. 721, on 
his own volition, and compute the excess profits tax 
liability accordingly; and if this computation were 
sustained by the Tax Court. For example, if the tax­
payer were in the 80 per cent bracket, and in certain 
situations affected by the carry-over provisions, it 
would result in a disadvantage to accept the “bene­
fits” of these provisions. Obviously, under these cir­
cumstances, the taxpayer would not request or apply 
for “relief” under the abnormality provisions of the 
Code.
Rules of the Tax Court involving admission were 
drastically changed in 1943. Previously any reputable 
attorney or certified public accountant could practice 
before the Court. Now accountants generally are re­
quired to take an examination given by the Court. 
Attorneys are excused from written examinations but 
may be asked to take oral examinations. These exami­
nations test the applicant’s knowledge of—
Rules of practice of the Court.
The exact current practice before the Court in plead­
ings, motions, briefs, etc.
The rules of evidence applicable in the Court.
The principles of legal ethics.
The structure and history of the Internal Revenue
Code and the cases discussing it.
The constitutional and general substantive law in­
volved in cases coming before the Court.
The examinations are difficult. Few CPA’s pass them. 
The result is, in the opinion of this author, wholly 
foreign to the intent of the Congress in creating the
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Court. It is to be hoped that the Court will change its 
practice so as to make it simpler for tax practitioners 
who are accountants and not attorneys, to carry on 
with the work they have been doing for the past 
twenty years. The present procedure of barring them 
from Tax Court practice because they cannot pass ex­
aminations on rules of evidence, principles of legal 
ethics, etc., suggests that we soon shall have no ac­
countants pleading before the Court.
Accountants, generally, have not been exclusively 
trying the more complicated cases before the Court. 
The trend is toward joint pleadings by counsel and 
experienced accountants. More often than not, coun­
sel relies upon the accountant for tax accounting and 
tax background material in tax decisions, since coun­
sel is generally concerned in pleadings before many 
branches of the federal courts. It is hoped that some 
way can be found to maintain this active cooperation.
Result of the Dobson Case upon Tax 
Appeals
Under the statute, decisions of the Tax Court of 
the United States are reviewed by a Circuit Court or 
by the United States Court of Appeals in the District 
of Columbia if a petition is brought within three 
months after the Tax Court decision is reached.
Dobson v. Commissioner concerned a simple ques­
tion under the “tax benefit” rule—is income created by 
a recovery of an item deducted in a year when no 
tax benefit was received. Holding that the Tax Court 
decision could not be disturbed by a circuit court, the 
Supreme Court used the case to make the following 
startling pronouncements:
(1) Reviewing courts have paid too little attention 
to the purpose of the Congress in creating the Tax 
Court, i.e., to cut down the number of cases to be 
reviewed.
(2) By its experience and knowledge, the Tax 
Court is best able to determine questions involving 
tax accounting. The Supreme Court used this lan­
guage, “Congress has invested the Tax Court with pri­
mary authority for redetermining deficiencies which 
constitute the greater part of tax litigation. This re­
quires it to consider both law and facts. Whatever 
latitude exists in resolving questions such as those of 
proper accounting, treating a series of transactions as 
one for tax purposes, or treating apparently separate 
ones as single in their tax consequences, exists in the 
Tax Court and not in the regular courts; when the 
court cannot separate the elements of a decision so as 
to identify a clear-cut mistake of law, the decision of 
the Tax Court must stand.”
At this writing, we seem to be in a period in which 
the circuits are attempting to comply with the 
Supreme Court’s requirement of avoiding questions of 
accounting review. The decisions following Dobson 
may help to determine a question of law rather than 
one of fact or accounting.
The Supreme Court first held that what seemed like 
fact or accounting questions were reviewable: whether
expenses were ordinary and necessary might be re­
viewed where it could be argued that the Tax Court 
had mistakenly followed prior Circuit Court decisions 
(Heininger) ; review is possible when the question in­
volved the application of deductions to state the in­
come properly (Security Flour Mills'). Lately it held 
not reviewable, a question involving denial of a de­
duction for taxes contested by an accrual basis tax­
payer until the year the contest was settled (Dixie 
Pine Products). Finally, it has now refused review in 
cases where it could urge (McDonald, Court Holding 
Co., Scottish American Investment) that the cases 
exemplify a “type of factual dispute where judicial 
abstinence should be pronounced. The factual pattern 
is too decisive and too varied from case to case to war­
rant a great expenditure of appellate court energy on 
unraveling conflicting factual inferences. The skilled 
judgment of the Tax Court, which is the basic fact 
finding and inference-making body, should thus be 
given wide range in such proceedings.”
In the circuits, in the light of this direction, there 
is now refusal to entertain review in such “tax ac­
counting” matters as: whether Sec. 102 should be ap­
plied in a problem involving accumulation of surplus 
beyond the need of a business; ascertainment of the 
portion of a distribution chargeable to capital and to 
earnings and profits; what is a capital asset; determi­
nation as to whether an individual was a trader, etc.
Despite this experience in the courts, it is some­
times said that no real pattern has yet developed to 
show the type of cases that might be reviewed by the 
circuits under Dobson. But other eminent counsel 
has pointed out that under the present interpretation 
of Dobson, review of Tax Court decisions is likely to 
be restricted to cases where: ,
(1) There is a constitutional question.
(2) There is a question of local law upon which 
a circuit court knows more about the case and facts 
than the Tax Court.
(3) The problem concerns itself with some concept 
of law which derives from the common law.
(4) The Tax Court decision arrived at cannot be 
said to have been secured from “an independent exer­
cise of judgment,” or “mistakenly depends upon prior 
appellate rulings,” which should not have been used.
If this is to be the field of appellate courts in the 
future, the effect of Dobson seems to make the Tax 
Court what Justice Frankfurter in McDonald calls 
"the main agency for nationwide supervision of tax 
administration” and thus “the exchequer court of the 
country.”
For accountants, privileged to appear before the 
Tax Court, Dobson adds material dignity to their 
status. If the taxpayer’s case truly concerns a question 
of tax accounting, successful prosecution is ended in 
the Tax Court. Previously the accountant had been 
forced to retire from review pleadings. He may now 
start and finish all cases that are problems of tax 
accounting.
CHAPTER 29
INCOME TAXATION OF TRUSTS AND ESTATES
By Marquis G. Eaton
ESTATES in process of administration, and trusts, are subject to the federal income taxes imposed upon individuals. The net income of the estate or 
trust is computed in the same manner and on the 
same basis as in the case of an individual, with certain 
exceptions. The exceptions, and a number of other 
specialized matters having to do with estates and 
trusts, are dealt with in sections 161-172 of the Code, 
being Supplement E, Chapter 1, Subtitle A. Supple­
ment E will sometimes hereinafter be referred to as 
the “trust supplement.”
During the period 1940-1944 the trust supplement 
has undergone broad statutory revision and amplifi­
cation. Of the nine revenue acts which have become 
effective in whole or in part during the five years, 
four have amended or added to the trust supplement. 
These were the Revenue Act of 1939 (effective in part 
after December 31, 1939), the Revenue Acts of 1942 
and 1943, and the Individual Income Tax Act of 1944. 
The changes have been so far-reaching as to represent 
in some particulars an about-face in the basic theory 
upon which estates and trusts are taxed. Under such 
circumstances it would be difficult, and perhaps futile, 
to discuss the changes of the period without recogni­
tion of the structure upon which they were imposed.
It will be the aim of this chapter, then, to discuss 
the trust supplement in its entirety, but with more 
detailed treatment of the new provisions than of the 
old. Where material statutory changes have been 
made in the 1940-1944 period mention will be made 
of that fact. The arrangement follows the order of the 
sections in the Code.
By the method of their taxation estates and trusts 
encounter most of the problems that vex individuals 
in the determination of net income, plus others grow­
ing out of statutory exceptions applicable only to es­
tates and trusts. A full discussion of all the problems 
inherent in the taxation of estates and trusts is as 
broad as income taxation itself and is beyond the prac­
tical limits or purpose of this chapter. For a more 
comprehensive treatment of the subject in its various 
phases the reader is referred to two excellent writings—
Jacob Mertens, Jr., Law of Federal Income Taxation 
(Chicago: Callaghan & Company, 1942), particularly 
chapters 36 and 37 (Vol. 6, pp. 154-400).
Robert H. Montgomery, Federal Taxes on Estates, 
Trusts and Gifts—1944-45 (New York: The Ronald 
Press Co.), pp. 37-350.
Further to bring this chapter within proper limits, 
it does not attempt to deal with subjects treated in the 
Code as general concepts of income, or deduction, etc.,
even when particularly applicable to estates and trusts 
(as where Code Sec. 113 prescribes the basis of property 
acquired by gift or transmitted at death) but is con­
fined to the subjects treated in the trust supplement.
Imposition of Tax—Sec. 161 IRC
By the general rule, the income taxes imposed upon 
individuals apply to the income of trusts when ac­
cumulated or held for future distribution, or when 
retained by a fiduciary who has discretion in that re­
spect, and to the undistributed income of estates dur­
ing the period of settlement. If distributed, the in­
come is taxed to the beneficiaries. It is the intention 
of the statute that the income of an estate or trust 
shall be taxed either to the fiduciary or the bene­
ficiaries, and the first sections of the trust supplement 
are devoted largely to determination of the share tax­
able to each. Exceptions applicable in the case of em­
ployees’ trusts, revocable trusts, trusts the income of 
which may be used for the benefit of the grantor, and 
common trust funds will be discussed later herein.
The tax of the estate or trust is required to be re­
ported (Sec. 142, IRC) and paid by the fiduciary.
Computation of Net Income—Sec. 162 IRC
The shifting of the tax from the fiduciary to the 
beneficiaries is accomplished by granting the fiduciary 
a deduction, in computing net income, of the part 
thereof distributable to beneficiaries and by requiring 
the inclusion of a like amount in the net income of 
the beneficiaries.
The net income of the estate or trust is first com­
puted as in the case of an individual, but with a more 
liberal deduction for charitable contributions. Insofar 
as contributions are made pursuant to the terms of 
the will or the instrument creating the trust they may 
be deducted without the 15 per cent limitation im­
posed upon individuals and may be made to a broader 
group of donees and for a greater number of purposes 
(Sec. 162(a) IRC). From the net income remaining 
the fiduciary is allowed either of two types of deduc­
tion for income which is taxable to the beneficiary.
Income Which Is to Be Distributed
(Sec. 162 (b) IRC)
The language of Sec. 162 (b) is,
“There shall be allowed as an additional deduction 
in computing the net income of the estate or trust the 
amount of the income of the estate or trust for its tax­
able year which is to be distributed currently by the 
fiduciary to the legatees, heirs, or beneficiaries, but
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the amount so allowed as a deduction shall be in­
cluded in computing the net income of the legatees, 
heirs, or beneficiaries whether distributed to them or 
not. As used in this subsection, ‘income which is to be 
distributed currently’ includes income for the taxable 
year of the estate or trust which, within the taxable 
year, becomes payable to the legatee, heir, or bene­
ficiary. Any amount allowed as a deduction under 
this paragraph shall not be allowed as a deduction 
under subsection (c) of this section in the same or any 
succeeding taxable year”;
The italicized words were added by Sec. 111(b) of 
the Revenue Act of 1942. The addition of the words 
referring to legatees and heirs was made only for the 
sake of consistency in the trust supplement.
Prior to the amendment there had been some con­
troversy regarding whether the income of an estate or 
trust for the taxable year in which it becomes payable 
as part of an accumulation is taxable to the fiduciary 
or the beneficiary. It is now plain that such income is 
taxable to the beneficiary. As an example, if the in­
come of a trust is to be accumulated until the twenty- 
first birthday of the beneficiary, which falls on Decem­
ber 31, 1944, the income of the trust for 1944 (assum­
ing it to be on a calendar-year basis) is to be included 
by the beneficiary and is deductible by the fiduciary.
Sec. 111(e) of the 1942 Act provides that the amend­
ments mentioned above are effective for taxable years 
beginning after December 31, 1941. The Senate 
Finance Committee, in its report on the bill, stated 
that the amendments were intended only to clarify 
the law. It appears, then, that despite the definite 
effective date the amendments should be taken as ap­
plicable to all open years.
In computing the “net income” of the estate or trust 
the fiduciary is allowed as a deduction the amount of 
the “income” of the estate or trust which is to be dis­
tributed currently. “Net income” is, of course, defined 
in the Code and is to be determined thereunder. The 
distributable “income” of the estate or trust, however, 
is to be determined under the provisions of the trust 
or other instrument, and under applicable state law. 
Income, as established by state law for the purposes of 
estates and trusts, or as defined in the trust or other 
instrument, has no application in computing taxable 
net income except in determining the shares taxable 
to the fiduciary and the beneficiary. Under these cir­
cumstances the amount taxable to beneficiaries may 
be the same as the “net income” of the estate or 
trust computed without the deduction afforded by 
Sec. 162(b). Such a result may, for example, arise 
from the treatment of capital gains as corpus in com­
puting “income” when they are required by the Code 
to be included as gains in computing “net income.”
The portion of the income taxable to the bene­
ficiary is that which “is to be distributed” currently. 
It is not necessary that distribution actually be made. 
The statute is satisfied if, under the terms of the will 
or trust instrument, the fiduciary is obligated to make
distribution. If the beneficiary has a present right to 
receive the income he is taxable thereon, whether or 
not it is actually paid over to him, and whether or not 
he is on the cash basis.
The income, to be deductible by the fiduciary, must 
be distributable “currently.” Currently, as the word is 
used here, has been held to mean periodically, and it 
is the necessity for periodic distribution that renders 
this section inapplicable to most estates.
Income as to Which Fiduciary Has Discretion 
(Sec. 162(c) IRC)
The second type of deduction employed by the 
statute in shifting the tax from the fiduciary to the 
beneficiary is of income properly paid during the year 
to such beneficiary, under circumstances in which the 
fiduciary has discretion as between payment and 
accumulation.
The deduction is provided in the case of—
(1) Income received by estates of deceased persons 
during the process of administration or settle­
ment, and
(2) Income which, in the discretion of the fiduciary, 
may be either distributed to the beneficiary or 
accumulated.
Deduction is allowed for any amount of the “in­
come” of the estate or trust for its taxable year which 
is properly paid or credited during such year to any 
legatee, heir, or beneficiary. The amount allowed as a 
deduction to the fiduciary is to be included in com­
puting the net income of the legatee, heir, or bene­
ficiary.
There were no statutory changes in this subsection 
in the 1940-1944 period.
An estate is in process of administration for the 
period of time required for the purpose, whether that 
be longer or shorter than the period specified in the 
local statute. The termination of the period will be 
determined under all of the facts.
As in Sec. 162(b), the deduction is of “income” of 
the estate or trust properly paid or credited to the 
legatee, heir, or beneficiary; and the deduction is, of 
course, allowed in computing the “net income” of the 
estate or trust. The dissimilarities between “income” 
and “net income,” mentioned above in connection 
with Sec. 162(b), are in point here.
The fiduciary’s deduction is of the amount “prop­
erly paid or credited.” The will or trust instrument, 
the state law, and the action of the parties may be con­
sulted to determine whether payment is proper. The 
federal courts are bound by the findings of the state 
courts in this respect. The amount need not be paid 
directly to the beneficiary but may be credited to him. 
A mere bookkeeping entry does not suffice. The in­
come must be separated from the fiduciary, as where 
applied to the debts of the beneficiary.
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Rules for Application of Subsections (b) and (c)
(As Stated in Subsection 162(d) IRC)
Subsection (d) was added to the Code in part by Sec. 
111(c) of the Revenue Act of 1942, and in part by 
Sec. 133(a) of the Revenue Act of 1943. The paragraph 
added by the 1943 Act was made effective as though it 
were a part of Sec. 111 of the 1942 Act, so all of sub­
section (d) is here dealt with together. Sec. 111 of the 
1942 Act is effective generally for taxable years begin­
ning after December 31, 1941 (but see subsection 
111(e) of the Act for exceptions).
Amounts distributed out of income or corpus 
[subsection 162(d)(1)]. Prior to the 1942 Act, 
Sec. 22 (b) (3) excluded from income “the value of 
property acquired by gift, bequest, devise, or inheri­
tance (but the income from such property shall be 
included in gross income).”
It had been held under this language that where 
periodic payments were to be made in any event, 
whether or not out of corpus, the amounts were to be 
excluded from the income of the beneficiary1 and 
were not deductible by the fiduciary.2 Often, particu­
larly in the case of annuity trusts, the payments were 
in fact made partly or wholly from income. The Sen­
ate Finance Committee felt that this construction re­
sulted in payment of the tax by the trust upon income 
actually received by the beneficiary, in some instances 
furnishing an instrument of tax avoidance by the 
beneficiary and in others resulting in hardship to some 
beneficiaries whose share of trust income was reduced 
by taxes paid for the benefit of another.
Accordingly Sec. 22(b)(3) was amended to require 
inclusion by the beneficiary of amounts distributable 
out of income or corpus by saying, “There shall not be 
excluded from gross income under this paragraph, the 
income from such property, or, in case the gift, be­
quest, devise, or inheritance is of income from prop­
erty, the amount of such income. For the purposes of 
this paragraph, if, under the terms of the gift, bequest, 
devise, or inheritance, payment, crediting, or distribu­
tion thereof is to be made at intervals, to the extent 
that it is paid or credited or to be distributed out of 
income from property, it shall be considered a gift, be­
quest, devise, or inheritance of income from property.” 
Code Sec. 162(d)(1) was added at the same time to pro­
vide a corresponding deduction for the fiduciary. The 
Finance Committee was careful to point out that it 
“is not intended to state a new rule with respect to 
taxability of trust income between the nominal bene­
ficiary and the creator of the trust where the latter 
would be taxable under Sec. 22(a) upon the income 
of the trust, or with respect to the assignment of earn­
ings or other income where the assignor remains 
taxable.”
It should be noted that subsection (d) does not af­
ford another deduction to the fiduciary but only states 
rules for the application of subsection (b) (income 
which is “to be distributed”) and subsection (c) (in­
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come “paid or credited” to the beneficiary where the 
fiduciary has discretion in that respect).
Using the word “paid” to include “credited, or to 
be distributed,” subsection (d)(1) provides that in 
cases where the amount paid can be paid out of other 
than income, the amount paid during the taxable year 
of the estate or trust shall be considered as income of 
the estate or trust which is paid, if the aggregate of 
the amounts paid does not exceed the distributable 
income of the estate or trust for its taxable year. If 
the aggregate of the amounts paid during the taxable 
year of the estate or trust exceeds its distributable in­
come for the taxable year the amount paid to any 
beneficiary shall be considered income of the estate or 
trust for its taxable year in an amount which bears the 
same ratio to the distributable income as the amount 
paid to the beneficiary bears to the aggregate of 
amounts paid to all beneficiaries. Amounts paid un­
der a gift, bequest, devise, or inheritance which is not 
to be paid at intervals, are excluded from the provi­
sions of this subsection. Stated more generally for the 
sake of clarity (and, thus, somewhat inaccurately), it 
is provided that where amounts can be paid out of 
either income or corpus, all payments are considered 
payments out of the income of the trust to the extent 
thereof; if payments exceed the trust’s income each 
beneficiary is regarded as having received his ratable 
share of the income. A gift or bequest intended to be 
paid in a lump sum is excluded, even though paid 
from income.
The outside limit of the amount to be included by 
the beneficiaries, where payment can be made from 
either income or corpus, is the “distributable income 
of the estate or trust for its taxable year.” “Distribut­
able income” is defined to mean either (A) the net 
income of the estate or trust computed with the de­
ductions allowed under subsections (b) (income which 
is to be distributed) or (c) (income paid or credited) 
in cases to which this paragraph does not apply, or 
(B) the income of the estate or trust minus the deduc­
tions provided in subsections (b) and (c) in cases to 
which this paragraph does not apply, whichever is 
greater. Here, again, the distinction between “net 
income” under the Code, and “income” under laws 
applicable to estates and trusts should be noted.
As an example, assume a trust whose net income 
for tax purposes, and income for distribution pur­
poses, is $10,000. The beneficiaries are A, who received 
one-half the income, and B, who receives $6,000 per 
year. Subsection (d)(1) applies only where payment 
can be made from sources other than income. Sub­
sections (b) and (c) apply where payment can be made 
only from income. By the definition of distributable 
income in subsection (d)(1) the amount “to be dis­
tributed,” [subsection (b)] or the amount “paid or 
credited,” [subsection (c)], only from income would
1Burnet v. Whitehouse (283 U. S. 148 [ 1931]) .
-Helvering v. Pardee (290 U. S. 365 [1933]) .
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be deducted in computing the “distributable income” 
to which subsection (d)(1) would be applied. The 
distributable income would be computed thus,
“Net income” and “income” of the trust..........$10,000
Amount paid A, deducted under subsections
162(b) or (c) .................................................... 5,000
Distributable income...........................................$ 5,000
Of the $6,000 received by B $5,000 would be deducted 
by the fiduciary under Sec. 162(d)(1) and a like 
amount would be included by B.
In computing “distributable income” the deduc­
tions under subsections (b) and (c) are determined 
without the application of subsection 162(d)(2) dis­
cussed below, that is, without application of the prin­
ciple that distributions after the first 65 days of the 
taxable year, of income accumulated in prior periods, 
may be deductible by the fiduciary as though a dis­
tribution of the income of the current taxable year.
Amounts distributable out of income of prior 
periods [subsection 162(d)(2)]. If, on a date 
more than sixty-five days after the beginning of the 
taxable year of the estate or trust, its income for any 
period becomes payable to a beneficiary, the amount 
of the income so paid shall be considered a distribu­
tion of income of the estate or trust for the taxable 
year in which payment is made, to the extent of the 
income of the period in relation to which distribution 
is made, but if the period is longer than twelve 
months, the last twelve months thereof, this provision 
applies to cases other than those described in Sec. 
162(d)(1), i.e., it applies only to cases where payment
must be made from income.
As an example, if, in the case of a trust on the calen­
dar year basis, it distributes on June 30, 1944, the 
income accumulated in 1943, the trust would take a 
deduction in computing 1944 net income equal to the 
amount of the 1943 income then distributed and the 
beneficiary would include a like amount in his 1944 in­
come. If the distribution made June 30, 1944, was of 
income accumulated in 1942 and 1943 the deduction 
in 1944 would be of the amount accumulated in 1943. 
(Sec. 162(d)(4) would limit the amount to be included 
by the beneficiary, in both examples, to the income of 
the trust for the year in which distribution occurs.)
Distributions in first sixty-five days of taxable 
year [subsection 162(d)(3)], The stated purpose 
of this subsection is to prevent tax avoidance (Senate 
Finance Committee report on 1942 Revenue Bill). 
Under prior law the income of the estate or trust 
might be distributed shortly after the end of the tax­
able year leaving the fiduciary to pay the tax thereon. 
As the statute is now written distributions made with­
in sixty-five days after the end of the taxable year of 
the estate or trust may be related back to the preced­
ing taxable year in whole or in part, both for the pur­
pose of determining the fiduciary’s deduction and the
beneficiary’s income.
If the distribution can be made only from income, 
and relates to a period beginning before the taxable 
year in which distribution is made, such income, to 
the extent attributable to the period preceding the 
taxable year, is considered as distributed on the last 
day of the preceding taxable year. If the period pre­
ceding the taxable year is longer than twelve months, 
only the income of the last twelve months thereof is 
considered as distributed on the last day of the period. 
If the amount of income distributed for any period 
is less than the total income for the period the amount 
distributed is considered as the most recently accumu­
lated income of the period.
If the distribution can be made at intervals out of 
other than income (annuity), there is considered as 
distributed on the last day of the preceding year the 
proportion of the amount distributed which bears the 
same ratio to the total amount as the part of the in­
terval preceding the year of distribution bears to the 
total interval. If the proportion of the interval pre­
ceding the taxable year is longer than twelve months, 
the interval is considered as beginning twelve months 
before the beginning of the taxable year in which 
distribution is made. The statute as enacted displays 
the obvious omission of the word “preceding” so that 
it reads to mean that the total interval may be re­
garded as no longer than twelve months. The intent 
unquestionably was to say that the total interval may 
be regarded as no longer than twelve months plus the 
part of the current taxable year from its beginning to 
the date of distribution. The meaning here imputed 
to the language of the Code is in agreement with the 
Senate Finance Committee Report on the bill and 
with the Commissioner’s regulations.
Examples of the application of this subsection are:
(1) A trust on the calendar year basis has income—
March 1-December 31, 1943 ..................$ 5,000
January 1-December 31, 1944 ........ 15,000
January 1-February 28, 1945 ................. 2,000
Total.......... ....................................... $22,000
On February 28, 1945, $20,000 of the income is dis­
tributed under a requirement that the income be 
distributed every second year on February 28, but not 
to exceed $20,000. The distribution is regarded as 
from the most recent income and $15,000 is to be 
treated by the fiduciary and the beneficiary as though 
distributed on December 31, 1944.
(2) A trust on the calendar year basis distributed 
$20,000 on February 28, 1945, under a requirement 
that such an amount be paid every second year on 
February 28, whether income is available for the pur­
pose or not. The amount to be considered by the 
fiduciary and the beneficiary as distributed on Decem­
ber 31, 1944, is 365/424 of $20,000, (i.e., the fraction 
relating to the period January 1-December 31, 1944, 
out of the total period January 1, 1944-February 28, 
1945). Having found the amount which is to be con­
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sidered as distributed out of income or corpus on 
December 31, 1944, the principles of subsection 162(d)
(1) would be applied to determine the 1944 deduction 
of the trust and the corresponding amount to be in­
cluded as 1944 income by the beneficiary.
Excess deductions (subsection 162(d)(4) 
IRC). Paragraph (4) of subsection 162(d) was added 
to the Code by the Revenue Act of 1943, and is effec­
tive as though it were part of the Revenue Act of 1942. 
Its somewhat belated purpose was to grant relief from 
double taxation which might occur by reason of the 
provisions of paragraphs (2) and (3)(A) of subsection 
(d). The Commissioner points out that the para­
graph is notably unsuccessful in this respect, saying 
(in Sec. 29.162-2(d), Regulations 111), “The provisions 
of Sec. 162(d)(4) do not prevent the taxation of in­
come distributed to legatees, heirs, or beneficiaries 
merely because the income may have been previously 
taxed to the estate or trust,” and furnishes an example. 
Some comfort may be taken from the fact that the 
Senate Finance Committee in its report on the 1943 
Revenue Bill acknowledged that Sec. 162 (d) had given 
rise to considerable difficulty in administration and 
promised that a complete revision would be under­
taken in connection with the next revenue bill.
Because its meaning is to be found only in cryptic 
reference to other parts of the trust supplement, para­
graph (4) is quoted below:
“If for any taxable year of an estate or trust the de­
ductions allowed under subsection (b) or (c) solely by 
reason of paragraph (2) or (3)(A) in respect of any 
income which becomes payable to a legatee, heir, or 
beneficiary exceed the net income of the estate or trust 
for such year, computed without such deductions, the 
amount of such excess shall not be included in com- 
shall be divided among such legatees, heirs, and bene­
ficiary under subsection (b) or (c). In cases where the 
income deductible solely by reason of paragraph (2) 
or (3)(A) becomes payable to two or more legatees, 
heirs, or beneficiaries, the benefit of such exclusion 
shall be divided among such legatees, heirs, and bene­
ficiaries, in the proportions in which they share in 
such income. In any case where the estate or trust is 
entitled to a deduction by reason of paragraph (1), in 
the determination of the net income of the estate or 
trust for the purposes of this paragraph the amount 
of such deduction shall be determined with the appli­
cation of paragraph (3)(A).”
In general, then, paragraph (4) provides that where 
a distribution by a fiduciary of income only is related 
to a particular taxable year, though accumulated in a 
prior year or distributed in a subsequent year, and the 
effect is to afford the estate or trust a deduction in 
excess of the net income for such taxable year, the 
amount of the excess is to be excluded from the in­
come of the beneficiaries. If there are two or more 
beneficiaries they share the exclusion in the same pro­
portions as they share the income. If the fiduciary is 
entitled to a deduction on account of a distribution
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that can be made from income or corpus, then in de­
termining net income for the purpose of calculating 
the beneficiary’s exclusion under this paragraph the in­
come distributed within the first sixty-five days of the 
succeeding taxable year shall, if otherwise proper, be re­
lated back to the year to which paragraph (4) is applied.
The circuitous way in which the statute seeks its 
objective is shown by the following example taken 
from Sec. 162-2(d) of Regulations 111, which in turn 
adapted it from the Senate Finance Committee’s re­
port on the 1943 Revenue Bill.
Under an existing trust the trustee in his discretion 
may either accumulate or distribute the income to the 
beneficiaries, A and B, who share equally in the in­
come of the trust. The returns of the trust and of the 
beneficiaries are made upon the calendar year basis. 
Under the terms of the trust, the trustee is required 
to pay an annuity of $4,000 to C on April 1 of each 
year. During the year 1942 the trust had gross income 
of $9,000 and expenses of $1,000 which were deduct­
ible in computing the net income under the Internal 
Revenue Code and were chargeable against income 
under the terms of the trust instrument.
The following distributions were made by the 
trustee during 1942 and the first sixty-five days of 1943:
$6,000 was paid to A on April 1, 1942; $5,000 as his 
share of the trust income during the last nine months 
of 1941 and $1,000 as his share of the trust income 
during the first three months of 1942.
$2,000 was paid to A on November 1, 1942, out of 
income received by the trust after March 31, 1942.
$3,000 was paid to B on January 5, 1943, out of his 
share of trust income for 1942.
$4,000 was paid to C, the annuitant, on April 1, 
1942. Of the $15,000 distributed, the trust is allowed 
deductions of only $13,000 by reason of such distri­
butions, since only $2,000 of the $4,000 paid to C is 
deductible by the trust inasmuch as the distributable 
income as defined in Sec. 162(d)(1) is only $2,000, 
that is, $8,000 less: $1,000 of the April 1, 19.42, distri­
bution to A, the $2,000 distribution to A on Novem­
ber 1, 1942, and the $3,000 distribution to B on 
January 5, 1943.
The amount of the deductions of the trust which 
is to be excluded under Sec. 162(d)(4) in computing 
the net income of A and B is $5,000 computed as 
follows:
(a) Without the application of Sec. 162(d)(2) and
(3)(A), the following deductions would not 
have been taken by the trust:
$5,000 paid to A on April 1, 1942, out of 
1941 income, and deductible under Sec. 
162(d)(2)......................................................$5,000
Amount paid to B on January 5, 1943, de­
ductible for 1942 under Sec. 162(d)(3)(A) 3,000
Total ................................................... $8,000
(b) The net income for the purpose of Sec. 162(d)(4),
is computed without applying Sec. 162(d)(2)
Ch. 29-p. 6 Contemporary Accounting
and (3)(A), except that in computing the de­
duction allowed under Sec. 162(d)(1) it is neces­
sary to apply Sec. 162(d)(3)(A) in determining 
the amount of the deduction allowable to the 
trust under Sec. 162(d)(1). The net income so 
computed is $3,000, determined as follows:
(1) Net income before any deductions un­
der Sec. 162 ........................................$8,000
(2) Less deductions allowable other
than under Sec. 162 (d) (2) 
and (3) (A):
Paid to A on April 1, 1942, out 
of 1942 income...................... $1,000
Paid to A on November 1, 1942, 
out of 1942 income.............. 2,000
Portion of the $4,000 paid to C, 
the annuitant (the distribut­
able income under Sec. 162(d)
In summary, the example reaches this result:
Distributions by trustee:
4/1/42—1941 trust income to A .................. $5,000
1942 trust income to A.................. 1,000
Paid to annuitant C........................
11/1/42—1942 trust income to A ..................
1/5/43—1942 trust income to B ..................
Total distribution............................
Less, corpus distributed to C..............................
Income (of 1941-1942) distributed..................
Less, amount excluded by beneficiaries under
Sec. 162(d)(4)......................................................
Income of 1942 distributed ($3,000 of it in 1943), 
and amount taxable to beneficiaries in 1942 .
It does not seem unreasonable of us to wish that 
the statute had, somehow, found a more direct route.
In passing from 162(d)(4) it should be emphasized 
that the paragraph operates to exclude amounts from 
beneficiaries’ incomes only when the fiduciary’s excess 
deduction results from attributing to the current year 
distributions therein of the income of past periods 
[162(d)(2)] or from attributing to the current year dis­
tributions of its income made during the first sixty- 
five days of the next year [162(d)(3)(A)]. The Code 
affords no relief to beneficiaries if the trust’s excess 
deductions result from distribution of the income of 
the taxable year during such year, i.e., if the deduc­
tion is taken under 162(b) or (c) without the applica­
tion of 162(d)(2) or (3)(A). Such excess deduction may 
result if the trust’s income, computed under applicable 
local law, exceeds taxable net income as defined by 
the Code.
Deductions for Estate Tax and Income Tax Purposes 
(Sec. 162(e) and (f) IRC)
By the provisions of this subsection and the regula-
(1) being only $2,000 in view 
of the $3,000 paid to B with­
in the first 65 days of 1943). . 2,000
  5,000
(3) Net income for the purpose of
Sec. 162(d)(4)......................................$3,000
(c) The deductions of $8,000 (from (a) above) ex­
ceeded the net income of $3,000 (from (b)(3) 
above) by $5,000. Such excess is excluded from 
the net income of A and B (the beneficiaries 
receiving the income in (a) above in the fol­
lowing proportions:
5,000 of $5,000 is excluded from A’s income. 
 8,000
3,000 of $5,000 is excluded from B’s income. 
8,000
Beneficiaries
Total A B C
($6,000) $6,000 $ $
( 4,000) 4,000
( 2,000) 2,000
( 3,000) 3,000
(15,000) 8,000 3,000 4,000
2,000 (2,000)
(13,000) 8,000 3,000 2,000
5,000 (3,125) (1,875)
($8,000) $4,875 $1,125 $2,000
tions thereunder certain expenses which might be 
claimed as a deduction in computing the net estate of 
a decedent under Code Sec. 812(b) are denied as a 
deduction in computing the net income of the estate 
unless a statement is filed in duplicate with the income 
tax return of the estate to the effect that the items 
have not been claimed or allowed under Sec. 812(b), 
and waiving any right to have the items allowed as a 
deduction under that section at any time. An excep­
tion is made in the case of deductions which are 
attributable to the life period of the decedent and 
which are deductible under Code Sec. 23(w). This 
provision [subsection 161(e)] was added to the Code 
by Sec. 161(a) of the Revenue Act of 1942, and is 
effective, generally, for taxable years beginning after 
December 31, 1941, though an exception in the effec­
tive dates should be noted (see subsections 161(b) 
and 121(d) and (e) of the 1942 Act) insofar as non­
trade and non-business expenses are concerned.
The standard deduction of $500 or less, allowed 
individuals by Code subsection 23(aa), is denied es­
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tates and trusts [subsection 162(f)]. The effective date 
here is the same as that applicable to subsection 
23(aa), December 31, 1943. Nor is an estate or trust 
with adjusted gross income of $5,000 or less permitted 
to compute its tax under Supplement T (see Sec. 
404 IRC).
Credits against Net Income—Sec. 163 IRC
For taxable years beginning before January 1, 1944,
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an estate was allowed the same normal and surtax 
exemption allowed a single person. For taxable years 
beginning after December 31, 1943, an estate is al­
lowed the same normal tax exemption as is allowed 
a single person and the same surtax exemption as is 
allowed an individual. During the 1940-1944 period 
the amount of this exemption has changed from time 
to time with the amendments to Code Sec. 25. The 
effective amount for the various years is shown by the 
following:
Originally in Code..........................
1940 Act ............................................
1941 Act ............................................
1942 Act ............................................
Individual Income Tax Act of 1944
Taxable Years Normal
Beginning After and Surtax Normal Tax Surtax
. 12/31/38 $1,000.00 $ $
. 12/31/39 800.00
. 12/31/40 750.00
. 12/31/41 500.00
. 12/31/43 500.00 500.00
In lieu of the normal tax and surtax exemption 
available to individuals a trust is allowed a credit 
against net income of $100. This amount has not 
changed during the. 1940-1944 period.
Neither an estate nor a trust is allowed a credit for 
dependents.
The credit available to individuals for purposes of 
the normal tax, of interest on obligations of the 
United States or its instrumentalities (Sec. 25(a) IRC) 
is available also to estates and trusts if no part of the 
income of the estate or trust is included in computing 
the net income of the beneficiaries. If all the net in­
come of the estate or trust is included in computing 
the net income of the beneficiaries each of them, in 
addition to the credit allowed the beneficiary directly 
by Code Sec. 25(a), is entitled to a credit in relation to 
such interest included in the distributive income of 
the estate or trust. This credit, as to each beneficiary, 
is his proportionate part as determined by reference 
to his share in the total distributive income. If only 
part of the net income of the estate or trust is distribu­
table, or is properly paid or credited to beneficiaries, 
the credit is divided between the estate or trust on the 
one hand, and the beneficiaries on the other, in pro­
portion as the net income of the estate or trust is tax­
able to the fiduciary and the beneficiaries. In any case, 
if the interest specified in Code Sec. 25(a) is in excess 
of the net income of the estate or trust the credit of 
any beneficiary in relation thereto cannot exceed his 
distributive share of the net income.
For taxable years beginning after December 31, 
1941, an estate or trust may elect to treat premium on 
bonds as amortizable under Code Sec. 125. If it does 
so elect, the credit under Code Sec. 25(a) for interest 
on obligations of the United States or its instrumental­
ities is reduced by the amount of the amortizable bond 
premium for the taxable year in relation to such obli­
gations. This reduction of the interest credit follows
the credit itself into the hands of the fiduciary or the 
beneficiaries in accordance with the rules mentioned 
above, i.e., in proportion as the income is accumulated 
or distributed.
Different Taxable Years—Sec. 164 IRC
If the taxable year of a beneficiary differs from that 
of the estate or trust the amount required to be in­
cluded in computing the net income of the beneficiary 
under Code Sec. 162(b) (i.e., because the amount is 
“to be distributed”) is determined by reference to the 
net income of the estate or trust for its taxable year 
ending within or with the taxable year of the bene­
ficiary. In cases where the beneficiary is required to 
include part or all of the income of the estate or trust 
because it is “properly paid or credited” under Code 
Sec. 162(c) the income is taken up in the year when 
so paid or credited.
The only statutory change in this section in the 
1940-1944 period was the addition, by the 1942 Act, 
of the words “legatee, heir, or” to that of “beneficiary” 
for the sake of consistency within the trust supplement.
Employees’ Trusts—Sec. 165 IRC
The Internal Revenue Code and predecessor reve­
nue acts have for many years contained provisions ex­
empting employees’ stock bonus, pension, and profit- 
sharing trusts from income taxation. Prior to the 1938 
Act there was no requirement that the trust be irrev­
ocable. The 1938 Act introduced an additional re­
quirement that the trust was to be exempt only if 
under the trust instrument forming part of a stock 
bonus, pension, or profit-sharing plan of an employer 
“it is impossible, at any time prior to the satisfaction 
of all liabilities with respect to employees under the 
trust, for any part of the corpus or income to be (with­
in the taxable year or thereafter) used for, or diverted 
to, purposes other than for the exclusive benefit of
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his employees.” The 1938 Act provided that the new 
language dealing with irrevocability was not applica­
ble to taxable years beginning before January 1, 1939. 
As the 1940-1944 period began the 1939 Act had ex­
tended the period so that the new language was not 
applicable to taxable years beginning prior to January 
1, 1940. The statute existed in this condition until 
Sec. 165 was entirely rewritten by the 1942 Act. The 
amendments to Sec. 165 made by the 1942 Act are 
effective generally for taxable years beginning after 
December 31, 1941, though more particular reference 
will be made hereinafter to effective dates of specific 
provisions. Thus in the 1940-1944 period old Sec. 165, 
with the language in regard to irrevocability added, 
was effective in 1940-1941, and new Sec. 165 was effec­
tive in 1942-1944.
The increase in popularity of the employees’ trust 
has been enormously accelerated by three conditions 
growing out of the war. High taxes on employers, par­
ticularly the excess profits tax, have enabled them in 
many instances to make contributions to such trusts 
largely out of tax savings. The fact that the income 
of employees from such a trust is deferred until later 
years is an important factor when individual income 
tax rates are high. Wartime restrictions on salary and 
wage increases have furnished a third reason for util­
izing the employees’ trust device. Limited amounts 
contributed by the employer are exempt from the re­
strictions otherwise imposed on wage increases. These 
benefits are, of course, intentional on the part of the 
Congress, which seeks to encourage the formation of 
employees’ trusts.
The purposes of the 1942 amendments to Sec. 165 
are stated in the Report of the Ways and Means Com­
mittee on the 1942 Revenue Bill: “The present law 
endeavors to encourage the setting up of retirement 
benefits by employers for their employees and in pur­
suance of this policy permits employers to take as a 
deduction amounts irrevocably set aside in a pension 
trust or other fund to provide annuities or retirement 
benefits for superannuated employees. This provision 
has been considerably abused by the use of discrimina­
tory plans which either cover only a small percentage 
of the employees or else favor the higher-paid or stock­
holding employees as against the lower-paid or non­
stockholding employees. Under the present law, it is 
contended the officers of a corporation may set up 
pension plans for themselves and make no provision 
for the other employees. Such actions are not in keep­
ing with the purpose of this provision.” The 1942 Act 
seeks to remedy these defects by requiring broader 
coverage of employees and non-discrimination.
Sec. 165 deals directly with two things; it exempts 
from income taxation trusts qualified thereunder and 
specifies the method of taxing beneficiaries of such 
trusts. The section, however, has a much broader 
place than this in the scheme of income taxation. 
The employer’s deductions on account of contribu­
tions to the trust must be taken under Sec. 23(p) 
which in turn sometimes demands that the trust meet 
the standards of Sec. 165. The most noteworthy of 
the results brought about by this interplay of one 
section on the other is that where an employer makes 
contributions to an employees’ trust the amount is 
both deductible by the employer and deferred as 
income to the employee only if the trust qualifies 
under Sec. 165. If the trust does not qualify under 
Sec. 165 the employer’s contribution is deductible 
only if the amount is immediately income of the 
employee; if the amount is not immediately income 
of the employee it is not deductible by the employer 
in the year in which contributed or at any other 
time.
The tax and other benefits to be derived by both 
employers and employees, leading to the adoption of 
a large number of plans under Sec. 165, and the 
somewhat uncertain application of the language of 
the section to various fact situations, have combined 
to bring into existence a new group of specialists, 
both within the Treasury and out, who deal with 
employees’ trust problems.
The qualification of a trust forming part of a stock 
bonus, pension, or profit-sharing plan under Sec. 165 
is a technical matter—all of the requirements must 
be squarely met. Under these circumstances any dis­
cussion of the section without reference to its exact 
language would be difficult. Subsection 165(a) is 
quoted and the discussion follows:
“(a) Exemption from Tax.—A trust forming part of 
a stock bonus, pension, or profit-sharing plan 
of an employer for the exclusive benefit of his 
employees or their beneficiaries shall not be 
taxable under this supplement and no other 
provision of this supplement shall apply with 
respect to such trust or to its beneficiary—
“(1) if contributions are made to the trust by such 
employer, or employees, or both, for the purpose 
of distributing to such employees or their bene­
ficiaries the corpus and income of the fund 
accumulated by the trust in accordance with 
such plan;
“(2) if under the trust instrument it is impossible, 
at any time prior to the satisfaction of all lia­
bilities with respect to employees and their 
beneficiaries under the trust, for any part of 
the corpus or income to be (within the taxable 
year or thereafter) used for, or diverted to, 
purposes other than for the exclusive benefit 
of his employees or their beneficiaries;
“(3) if the trust, or two or more trusts, or the trust 
or trusts and annuity plan or plans are desig­
nated by the employer as constituting parts of 
a plan intended to qualify under this subsec­
tion which benefits either—
“(A) 70 per centum or more of all the employees, 
or 80 per centum or more of all the employees 
who are eligible to benefit under the plan if 
70 per centum or more of all the employees
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are eligible to benefit under the plan, excluding 
in each case employees who have been em­
ployed not more than a minimum period pre­
scribed by the plan, not exceeding five years, 
employees whose customary employment is for 
not more than twenty hours in any one week, 
and employees whose customary employment is 
for not more than five months in any calendar 
year, or
“(B) such employees as qualify under a classification 
set up by the employer and found by the Com­
missioner not to be discriminatory in favor of 
employees who are officers, shareholders, per­
sons whose principal duties consist in supervis­
ing the work of other employees, or highly com­
pensated employees; and
“(4) if the contributions or benefits provided under 
the plan do not discriminate in favor of em­
ployees who are officers, shareholders, persons 
whose principal duties consist in supervising 
the work of other employees, or highly com­
pensated employees.
“(5) A classification shall not be considered dis­
criminatory within the meaning of paragraphs
(3) (B) or (4) of this subsection merely because 
it excludes employees the whole of whose re­
muneration constitutes ‘wages’ under Sec. 1426
(a) (1) (relating to the Federal Insurance Con­
tributions Act) or merely because it is limited 
to salaried or clerical employees. Neither shall 
a plan be considered discriminatory within the 
meaning of such provisions merely because the 
contributions or benefits of or on behalf of 
the employees - under the plan bear a uniform 
relationship to the total compensation, or the 
basic or regular rate of compensation, of such 
employees, or merely because the contributions 
or benefits based on that part of an employee’s 
remuneration which is excluded from ‘wages’ 
by Sec. 1426 (a) (1) differ from the contribu­
tions or benefits based on employee’s remunera­
tion not so excluded, or differ because of any 
retirement benefits created under state or fed­
eral law.
“(6) A plan shall be considered as meeting the re­
quirements of paragraph (3) of this subsection 
during the whole of any taxable year of the 
plan if on one day in each quarter it satisfied 
such requirements.”
Much of the discussion below is based upon the
Commissioner’s regulations and rulings which in turn 
are often based upon committee reports as the bill 
was on its course through the Congress. Though 
these regulations are too recent to have had much 
testing in the courts they are doubtless accurate in 
most respects as exemplifying the intent of the Con­
gress.
The Plan
The trust must relate to a “plan” and must be 
utilized solely to enable the employees or their bene­
ficiaries to share in the capital or profits of the em­
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ployer or to provide pensions. The plan must be a 
definite written program and must be communicated 
to the employees.
A profit-sharing plan is one based on a definite 
predetermined formula for determining profits to be 
shared, and a definite predetermined formula for dis­
tributing the accumulated funds after a fixed number 
of years, the attainment of a stated age, or upon the 
prior occurrence of some event such as illness, death, 
or retirement. A formula providing for contributions 
of a stated percentage of annual profits, plus an addi­
tional amount in the discretion of the board of 
directors, is not definite.
A stock bonus plan is similar to a profit-sharing 
plan except that contributions are not necessarily 
related to profits, and contributions and benefit pay­
ments are in stock of the employer corporation. The 
plan is otherwise subject to the requirements of 
definiteness, etc., of a profit-sharing plan.
A pension plan is one established and maintained 
primarily to provide systematically for the payment 
of definitely determinable benefits to employees over 
a period of years after retirement. The determina­
tion of the employer’s contributions is not related to 
profits.
The plan must be permanent, and abandonment 
of the plan, for reason other than business neces­
sity, within a few years after it was begun will be 
taken as evidence that the plan from its inception 
was not a bona fide program for the exclusive benefit 
of employees in general. In judging the permanency 
of the plan the Commissioner will consider the like­
lihood of the employer’s ability to continue the 
planned contributions.
The plan must be for the exclusive benefit of 
employees or their beneficiaries. Any taint of benefit 
to the employer, or to shareholders, will disqualify it. 
A plan is for the exclusive benefit of employees or 
their beneficiaries even though it also covers former 
employees or employees on leave, as in the military 
service. Beneficiaries of an employee include his 
estate, his dependents, persons who are the natural 
objects of his bounty, and any person designated by 
the employee to share in the benefits of the plan 
after his death. The statutory reference to “bene­
ficiaries” is new with the amendments of the 1942 
Act though that had been held to be the meaning of 
the prior law.
There is no specific limitation on the type of in­
vestments that may be made by the trustees, but if 
investments are made in securities of the employer 
full disclosure must be made to the Commissioner 
so that he may judge whether the trust is being 
utilized for any purpose other than for the exclusive 
benefit of employees and their beneficiaries. An 
affiliated group of. corporations may have a plan for 
all their employees if the requirements are otherwise 
satisfied.
Contemporary AccountingCh. 29-p. 10
The persons benefited must be employees, and an 
attorney on an annual retainer but otherwise en­
gaged in other practice is not an employee. A plan 
under which employees are restricted in their desig­
nation of beneficiaries is not acceptable.
Impossibility of Diversion of Trust Income or Corpus
The trust instrument must definitely and affirma­
tively make impossible the diversion of trust income 
or corpus to purposes other than for the exclusive 
benefit of employees or their beneficiaries. If diver­
sion could occur by operation or natural termination, 
or by exercise of power of revocation or amendment, 
or by the happening of a contingency, or through 
collateral arrangement, or in any other way this re­
quirement is not met. But the employer may retain 
the power to modify or terminate the rights of cer­
tain employees so long as this power does not infringe 
the rights under the trust of the employees covered 
thereby as a whole.
It is intended that after the satisfaction of all lia­
bilities to employees and their beneficiaries, and at 
the termination of the trust, any balance remaining 
that is due to erroneous actuarial computations dur­
ing the life of the trust shall be recoverable by the 
employer. The balance due to erroneous actuarial 
computation must arise solely because actual require­
ments differ from the expected requirements based 
upon reasonable assumptions as to mortality, inter­
est, etc., as made by a careful person skilled in such 
calculations. If the balance remaining at the termina­
tion of the trust is due, for example, to a change in 
the eligibility requirements or benefit provisions, it 
must not be recoverable by the employer. “Liabili­
ties with respect to employees and their beneficiaries” 
include all obligations either fixed or contingent. 
The trust instrument must contain a definite affirma­
tive provision barring diversion by the employer ex­
cept under the narrow circumstances in which that 
is proper.
Coverage and Discrimination
It was here, particularly, that the Congress in­
tended to reach what it regarded as abuses under 
prior law and to prevent the utilization of the em­
ployees’ trust device principally for the benefit of 
stockholders, officers, or supervisory employees.
The percentage provision of 80 per cent of 70 per 
cent may render a plan exempt that applies to 56 per 
cent of the employees. It refers to all active em­
ployees, including those temporarily on leave if they 
are eligible under the plan, excluding for purposes 
of the percentage applications temporary or part- 
time employees and employees with a minimum period 
of service.
So long as the plan is not discriminatory in favor 
of stockholders, officers, supervisory employees, etc., it 
was intended that the percentage provisions in the
law were not to be applied strictly. The Senate 
Finance Committee in its report on the 1942 Revenue 
Bill said, “The acceptable provisions mentioned in 
the law are not intended to be exclusive: For ex­
ample, there would also be permitted to qualify under 
Sec. 165 (a) (3) (B) plans limited to employees who 
have reached a designated age or have been in the 
employer’s employment for a designated number of 
years or are employed in certain designated depart­
ments or are in other classifications, provided that 
the effect of covering only such employees does not 
discriminate in favor of officers, shareholders, super­
visory employees, or highly compensated employees. 
The provisions with respect to contributions or bene­
fits among employees may vary as long as the effect 
of the plan as a whole does not favor officers, share­
holders, supervisory employees, or highly compen­
sated employees over the other employees.”
A plan is not discriminatory merely because it sup­
plements benefits which may be received under the 
Federal Social Security Act or retirement benefits cre­
ated under state or federal law. The Commissioner’s 
regulations state that such a supplementary plan will 
not be regarded as discriminatory if the “total benefits 
under the plan and under such law establish an in­
tegrated and correlated retirement system satisfying 
the tests of Sec. 165 (a).”
If the plan qualifies on one day in each quarter 
of a taxable year it qualifies for the whole taxable 
year. This affords a period within which to obtain 
participants in a new plan, or to obtain new partici­
pants in place of old ones dropping out in the case 
of an established plan.
Every trust claiming exemption must prove its 
right thereto by filing an elaborate list of documents 
and other information with the Commissioner. Under 
the established procedure it is possible to obtain 
approval before the plan becomes effective.
Plans in Effect September 1, 1942
To afford a period of time within which plans, in 
effect before the 1942 amendments, might be changed 
to conform with the new requirements the several 
paragraphs of Sec. 165(a) were given progressive 
effective dates. Subsequent enactment has extended 
the original dates in some instances.
As the dates are now fixed, in the case of plans 
in effect on or before September 1, 1942, paragraphs
(1) and (2) of Sec. 165(a) are effective for taxable 
years beginning after December 31, 1941. Paragraphs
(3) (4) (5) and (6) of Sec.l65(a) are effective generally 
for taxable years beginning after December 31, 1942. 
If, however, the plan is brought into harmony with 
paragraphs (3) (4) (5) and (6) by June 30, 1945, and 
if all provisions necessary to satisfy these paragraphs 
are effective for all purposes for the period after 
December 31, 1943, then the plan shall be considered 
as satisfying the mentioned paragraphs for the entire
Income Taxation of
period from the beginning of the first taxable year 
after December 31, 1942, and ending June 30, 1945.
In the case of a plan put into effect after Sep­
tember 1, 1942, but before January 1, 1945, para­
graphs (3) (4) (5) and (6) have the same effective dates 
as with plans in effect September 1, 1942. That is to 
say, if the requirements are satisfied by June 30, 1945, 
and the necessary provisions are in effect for all 
periods after December 31, 1943, the plan is con­
sidered as satisfying these paragraphs from December 
31, 1942, or its inception, to June 30, 1945.
Plans put into effect after December 31, 1944, are 
considered as satisfying paragraphs (3) (4) (5) and 
(6) from inception of the fifteenth day of the third 
month after the close of the taxable year of the 
employer in which the plan was put into effect, if by 
the latter date all necessary provisions are in effect 
and have been made effective for the whole period.
Taxability of the Beneficiary3
Formerly amounts distributed to employee-bene­
ficiaries were taxable when received. The employee’s 
cost, represented by his contributions, was first per­
mitted to be recovered and any additional amounts 
received were taxed as ordinary income. The 1942 
Act made major changes in this rule.
In the case of a trust exempt under Sec. 165(a) 
no amount is taxable to the employee on account of 
the employer’s contributions or otherwise until dis­
tribution is actually made. This is so whether or not 
the employee’s rights are forfeitable at the time the 
contribution is made or at any time thereafter. If 
the entire amount with respect to any employee is 
distributed to him within one of his taxable years 
on account of his separation from the service of the 
employer the distribution is taxed as a long-term 
capital gain, the employee using the total of his own 
contributions as his cost. If the amount with respect 
to an employee is distributed under any other cir­
cumstances than within one taxable year, and on 
account of separation from the service of the em­
ployer, it is taxable as an annuity under Sec. 22 (b); 
i.e., an amount equal to 3 per cent of the employee’s 
total contributions is taxed as ordinary income each 
year until the aggregate of the excluded amounts 
equals the employee’s total contributions, after which 
the distributions are taxable in their entirety.
If the trust is not exempt under Sec. 165 (a) any 
contributions made by the employer, at a time when 
the employee’s rights under the trust are nonfor­
feitable, are income of the employee when made. 
In such case future distributions by the trust are 
taxed to the employee as an annuity the cost of which 
is the sum of the employee’s contributions plus the 
employer’s contributions previously recognized by the 
employee as income.
The 1942 amendments here are applicable to the
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employee for taxable years of the employer beginning 
after December 31, 1941.
Trusts for the Benefit of the Grantor 
Secs. 166,167, 22(a) IRC
In this confused recess of the law the happenings 
of the 1940-1944 period have been so numerous and 
far-reaching as, when imposed upon the state of 
affairs at the beginning thereof, to present a subject 
entirely too formidable for the limitations of this 
space. The Congress has made some new law, the 
courts have made much, and it is still largely uncer­
tain just what the new law, as well as the old, may 
be taken to mean. The main outlines of the subject 
may, however, be noted.
Because the taxation of the income of a trust to 
the grantor thereof may be held sanctioned by either 
Sec. 166, 167 or 22(a), or by all of them, the three 
will here be considered together. In whichever of 
them the grantor finds his liability for tax the equity 
of the situation, if equity be present, is bottomed on 
the proposition that “The government is not required 
to tax trusts as separate taxable entities where the 
terms of the trust instrument and the manner of 
conducting the trusts indicate that they are not en­
titled to be distinguished from the grantor for tax 
purposes.” The statute reaches such situations di­
rectly through sections 166 and 167, and indirectly, 
so the courts have found, through Sec. 22 (a), the 
general definition of income.
Sec. 166 has not been amended and taxes the 
grantor on the income from any part of a trust the 
corpus of which may be revested in the grantor by 
the exercise of power in him for such purpose, or by 
the exercise of such power by any person not having 
a substantial adverse interest in the disposition of 
the corpus, or by the two acting together. Sec. 167 
contains similar provisions relating to any part of the 
income of a trust which may be distributed to the 
grantor, or accumulated for future distribution to 
him, or applied to the payment of premiums on poli­
cies on his life (except policies for charitable pur­
poses) .
Trusts have often been created to provide for the 
care and maintenance of minor children. Until De­
cember 14, 1942, it was thought that if the trustee 
had discretion whether or not to use the income in 
that manner, then to the extent the income was so 
used it was taxable to the grantor (as relieving him 
of a legal liability) but, to the extent accumulated 
or used for other approved purposes, was not to be 
included in the grantor’s income. On that date, 
however, the United States Supreme Court handed 
down its decision in Helvering v. Stuart, 317 U. S. 
154, 87 L.Ed. 154, 63 S. Ct. 140. The Court held 
that where trustees without any interest adverse to the
3See the discussion of this subject in Chapter 25.
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grantor were authorized to devote so much of the net 
income of trusts as “to them shall seem advisable” 
to the “education, support and maintenance” of the 
grantor’s minor children, the possibility of the use 
of the income to relieve the grantor, pro tanto, of 
his parental obligation was sufficient to justify taxa­
tion of the entire income of such trusts to the grantor 
under Sec. 167.
In its report on the 1943 Revenue Bill the Senate 
Finance Committee rather pointedly felt that the 
Court had misconstrued the Congressional purpose. 
The report said, “Prior to the decision of the Supreme 
Court in the Stuart case, the Bureau of Internal Reve­
nue, The Tax Court of the United States, and the 
lower courts had held that where the trust income or 
a portion thereof might, in the discretion of the 
trustees, have been used to support minor children 
of the grantor, only the amount of the trust income 
actually distributed for the support and maintenance 
of such beneficiaries was taxable to the grantor. Your 
committee believes that the rule in effect prior to the 
Stuart case is a sound rule and has inserted a pro­
vision in the bill to restore the old rule.” The pro­
vision referred to added a new subsection (c) to Code 
Sec. 167, as follows:
“ (c) Income of a trust shall not be considered taxable 
to the grantor under subsection (a) or any other 
provision of this chapter merely because such 
income, in the discretion of another person, the 
trustee, or the grantor acting as trustee or co­
trustee, may be applied or distributed for the 
support or maintenance of a beneficiary whom 
the grantor is legally obligated to support or 
maintain, except to the extent that such income 
is so applied or distributed. In cases where the 
amounts so applied or distributed are paid out 
of corpus or out of other than income for the 
taxable year, such amounts shall be considered 
paid out of income to the extent of the income 
of the trust for such taxable year which is not 
paid, credited, or to be distributed under Sec. 
162 and which is not otherwise taxable to the 
grantor.”
The amendment applies generally to taxable years 
beginning after December 31, 1942, but Sec. 134(b) 
of the 1943 Act should be consulted for further pro­
visions in regard to retroactivity where consents are 
filed, extension of the period of limitation on de­
ficiencies and refunds, etc.
This is the only statutory change during the 1940- 
1944 period directly dealing with trusts taxable to 
the grantor, though, as will appear later in this chap­
ter, new Code Sec. 171 dealing with alimony trusts 
has bearing here.
Without doubt the most important development 
during 1940-1944 in the theories under which trust 
income is attributed to the grantor was the Supreme 
Court’s decision in Helvering v. Clifford, 309 U. S. 
331, 84 L.Ed. 788, 60 S.Ct. 554, February 26, 1940.
The grantor was held taxable under Sec. 22(a). As 
some indication of its importance, and perhaps of 
the number of questions it left unanswered, is the fact 
that the Clifford case has, to the date of this writing, 
been cited in upwards of five hundred court decisions. 
Even a sketchy review of the developments of the 
period must include an examination of the Court’s 
reasoning in the Clifford case.
There the taxpayer owned securities which he 
placed in a trust, naming himself as trustee. All of 
the net income was to be held for the “exclusive 
benefit” of his wife. The trust was created for a 
term of five years, terminable earlier on the death of 
either the taxpayer or his wife. Upon termination the 
corpus was to go to the taxpayer, and all “accrued or 
undistributed net income” and “any proceeds from 
the investment of such net income” was to be treated 
as property owned absolutely by the wife. During 
the continuance of the trust the taxpayer, as trustee, 
was to pay over to his wife the whole or any part 
of the net income as he in his “absolute discretion” 
might determine. During the period of the trust he 
had full power (a) to exercise all voting powers of 
the trusteed stock; (b) to “sell, exchange, mortgage, 
or pledge” any of the securities of the trust; (c) 
to invest “any cash or money in the trust estate or 
any income therefrom” without restriction; (d) to 
collect all income; (e) to compromise any claims;
(f) to hold the trust’s property in his own name or 
in the names of other persons. Extraordinary cash 
dividends, stock dividends, proceeds from the sale of 
subscription rights, or any enhancement, realized or 
not, in the value of the securities were to be treated 
as principal, not income. The trust instrument pur­
ported to protect the trustee from all losses except 
those occasioned by his own wilful and deliberate 
breach of duties as trustee. It was provided that 
neither the principal nor any future or accrued in­
come should be liable for debts of the wife and that 
she could not transfer, encumber, or anticipate any 
interest in the trust or any income therefrom. It was 
stipulated that though the tax effects of the transac­
tion were considered they were not the sole considera­
tion in the taxpayer’s decision to establish the trust 
as through it and other gifts he intended to give 
security and economic independence to his wife and 
children. The wife had substantial income from other 
sources and there was no restriction on her use of the 
trust income, all of it being deposited in her per­
sonal checking account where it was intermingled 
with her other funds and expended by her on her­
self, her children, and relatives. It was stipulated that 
the trust was not designed to relieve the taxpayer 
of family or household expenses and during the period 
of the trust he used large sums of his personal funds 
for such purposes. The taxpayer paid a federal gift 
tax on the transfer.
The Court said, “The broad sweep [of the language
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of Sec. 22(a)] indicates the purpose of Congress to 
use the full measure of its taxing power within those 
definable categories . . . Hence our construction of 
the statute should be consonant with that purpose. 
Technical considerations, niceties of the law of 
trusts or conveyances, or the legal paraphernalia 
which inventive genius may construct as a refuge 
from surtaxes should not obscure the basic issue. That 
issue is whether the grantor after the trust has been 
established may still be treated, under this statutory 
scheme, as the owner of the corpus ... In absence of 
more precise standards or guides supplied by statute 
or appropriate regulations, the answer to that ques­
tion must depend on an analysis of the terms of the 
trust and all the circumstances attendant on its cre­
ation and operation. And where the grantor is the 
trustee and the beneficiaries are members of his family 
group, special scrutiny of the arrangement is neces­
sary lest what is in reality but one economic unit be 
multiplied into two or more by devices which, though 
valid under state law, are not conclusive so far as 
Sec. 22 (a) is concerned. In this case we cannot con­
clude as a matter of law that respondent ceased to be 
the owner of the corpus after the trust was created. 
Rather, the short duration of the trust, the fact that 
the wife was the beneficiary, and the retention of con­
trol over the corpus by respondent all lead irresistibly 
to the conclusion that respondent continued to be the 
Owner for purposes of Sec. 22 (a). So far as his 
dominion and control were concerned it seems clear 
that the trust did not effect any substantial change.
In substance his control over the corpus was in all 
essential respects the same after the trust was created, 
as before. The wide powers which he retained in­
cluded for all practical purposes most of the control 
which he as an individual would have. There were, 
we may assume, exceptions, such as his disability 
to make a gift of the corpus to others during the 
term of the trust and to make loans to himself. But 
this dilution in his control would seem to be insig­
nificant and immaterial, since control over the in­
vestment remained. If it be said that such control 
is the type of dominion exercised by any trustee, the 
answer is simple. We have at best a temporary reallo­
cation of income within an intimate family group. 
Since the income remains in the family and since the 
husband retains control over the investment, he has 
rather complete assurance that the trust will not 
effect any substantial change in his economic posi­
tion. It is hard to imagine that respondent felt him­
self the poorer after this trust had been executed or, 
if he did, that it had any rational foundation in fact. 
For as a result of the terms of the trust and the inti­
imacy of the familial relationship respondent retained 
the substance of full enjoyment of all the rights which 
previously he had in the property ... no one fact 
is normally decisive but ... all considerations and 
circumstances of the kind we have mentioned are
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relevant to the question of ownership and are appro­
priate foundations for findings on that issue . . . The 
bundle of rights which he retained was so substantial 
that respondent cannot be heard to complain that he 
is the ‘victim of despotic power when for the purpose 
of taxation he is treated as owner altogether.’ ”
It is noteworthy that the Court’s opinion relied 
upon the short duration of the trust, the fact that 
the wife was beneficiary, and retention of control over 
the corpus by the grantor. It now seems clear that 
all these elements need not be present; in cases seek­
ing to follow Clifford they have been applied with 
others, in varied Combinations. No rule can yet be 
made out. In Cherry (3TC 1171, 1177) the Tax 
Court said, “Notwithstanding the welter of cases 
which have come before this tribunal and the appel­
late courts since the Clifford decision, there is still... 
‘some uncertainty as to the extent of the applica­
bility of Sec. 22 (a) ’ under that decision . . . This is 
probably due largely to the fact that each case must 
be decided upon its facts. Precedents, therefore, while 
not to be ignored, furnish but a modicum of assist­
ance ... It would be futile to attempt to reconcile 
all the decisions.”
In summary on the taxation of trust income to the 
grantor it. may be said that by direct statutory pro­
vision (sections 166 and 167) the grantor will be 
taxed if—
(1) He retains the right to revoke at any time, or 
places the right in a person not having a sub­
stantial adverse interest. (The grantor is not 
taxable here merely because the trust is limited 
to a term of years.)
(2) The income is, or, in the discretion of the 
grantor or a person not having a substantial 
adverse interest, may be,
(a) Distributed to the grantor.
(b) Held or accumulated for future distribu­
tion to him.
(c) Applied to the payment of premiums upon 
policies of insurance on his life (except 
policies for charitable purposes).
In addition, the grantor may be taxed under Sec. 
22 (a) on the income of the trust because he has re­
tained too many of the usual incidents of ownership, 
among them control. If the reader’s curiosity demands 
satisfaction on the application of Sec. 22(a) to 
grantors of trusts he must be referred to other less 
restricted writings, among the best being the two 
referred to at the beginning of this chapter.
Foreign Tax Credit—Sec. 168 IRC
Inasmuch as estates and trusts are taxed as indi­
viduals they are entitled to a credit, against the tax, 
for foreign taxes paid or accrued within the taxable 
year (Sec. 131 IRC). If any part of the income of 
the estate or trust for the taxable year is taxable to 
a beneficiary he is entitled to a proportionate part of
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the foreign tax credit (Sec. 168, as it refers to Sec. 131). 
During the 1940-1944 period there has been no change 
in the reference in Sec. 168 to Sec. 131. There have, 
however, been numerous changes in Sec. 131, which 
deals with foreign tax credits generally. Discussion 
of them is outside the scope of this chapter.
Common Trust Funds—Sec. 169 IRC
Prior to the enactment of the Revenue Act of 1936 
a composite investment fund of a bank acting as 
fiduciary for a number of estates and trusts had been 
held, in at least one instance, an association taxable 
as a corporation. This conclusion was virtually com­
pelled by the law as it then existed. The first statu­
tory provision in relation to common trust funds was 
contained in the 1936 Act. The only amendments to 
Code Sec. 169 in the 1940-1944 period were technical 
in their nature and were necessary to adapt the sec­
tion to other amendments applicable to taxpayers 
generally. They dealt with amortizable bond pre­
miums, and capital gains and losses (in the 1942 Act), 
and the standard deduction provided by Sec. 23 (aa) 
(in the Individual Income Tax Act of 1944).
Lacking the machinery for commingling invest­
ments in a common fund, it is often unprofitable for 
banks to act as trustee or executor in the case of 
trusts or estates with limited funds. Sec. 169 pro­
vides a tax-fee vehicle for this purpose. The plan of 
the section is to deal with common trust funds in 
much the same manner as the Code deals with part­
nerships; the common trust fund is a reporter of 
taxable income but is not a taxpayer—the partici­
pants (like partners) recognizing their share of the 
income of the fund whether distributed or not.
The term “common trust fund” is defined by the 
Code and means a fund maintained by a bank (i.e., 
a bank incorporated under the laws of the United 
States, any state or territory, or the District of Colum­
bia, a substantial part of whose business consists of 
receiving deposits and making loans, or exercising 
fiduciary powers, and which by law is subject to 
supervision),
(1) Exclusively for the collective investment of 
moneys contributed thereto by the bank in its 
capacity as trustee, executor, administrator, or 
guardian, and
(2) In conformity with the rules and regulations 
of the board of governors of the Federal Re­
serve System pertaining to the collective invest­
ment of trust funds by national banks.
A common trust fund is not subject to the taxes 
imposed by Chapter 1 of the Code (income tax) 
nor to the capital stock tax, the declared value excess 
profits tax, or the surtax on personal holding compa­
nies, and for the purpose of such taxes is not con­
sidered a corporation. Although one of the original 
purposes was to permit common trust funds to operate 
free of tax as corporations (Senate Finance Commit­
tee Report on 1936 Revenue Bill) it is not clear 
just how such trust funds are exempt from the present 
excess profits tax. If, in a given instance, the com­
mon trust fund be accepted as an association other­
wise taxable as a corporation, Sec. 169(b) exempts 
it from the taxes enumerated above but does not 
specifically exempt it from the excess profits tax. This 
is probably the result of a legislative inadvertence; 
the exempting section was written into the law before 
the excess profits tax was enacted. The Commissioner 
does not appear to have made any effort to impose 
the excess profits tax on such funds and if he did the 
Congress would undoubtedly correct the situation 
through retroactive legislation. In any event, the 
nature of the common trust fund’s income would 
seldom subject it to the excess profits tax.
In computing its own income each participant in 
the fund recognizes its proportionate share of:
(1) Gains and losses of the fund from sales or ex­
changes of capital assets held for not more than 
six months;
(2) Gains and losses of the fund from sales or ex­
changes of capital assets held for more than six 
months [a common trust fund is not allowed 
the benefit of the capital loss carry-over pro­
vided by Sec. 117(e)];
(3) The ordinary net income or loss of the fund 
(this is computed as in the case of an individual 
except that no deduction is allowed for charita­
ble contributions or for net operating losses, and 
the standard deduction provided by Sec. 23 (aa) 
is not allowed);
(4) Interest on United States obligations, credit for 
which is granted by Sec. 25 (a) (if the fund 
elects under Sec. 125 to amortize the premium 
on such bonds the credit is correspondingly 
reduced);
(5) Any tax withheld at the source from income of 
the fund.
The elements mentioned above are to be deter­
mined in accordance with the method of accounting 
adopted by the bank in the written plan under which 
the fund is administered. The several elements are 
to be allocated to the periods between valuation 
dates during the taxable year as established by the 
written plan. Each participant’s share is then deter­
mined for each of the periods, the total of all such 
shares for all periods of the taxable year reflecting 
the result of the fund’s operations for the year.
The basis for determinig gain or loss from the sale 
of capital assets by the fund, and the holding period, 
are determined by reference to the operation of the 
fund as a whole and without regard to the admission 
or withdrawal of participants. This may result in an 
advantage or disadvantage to a participant admitted 
to the fund at a valuation date when a capital asset 
has decreased or increased in value as compared with 
its basis to the fund.
No gain or loss is realized by the fund from the
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admission or withdrawal of a participant. Insofar as 
the participant is concerned the withdrawal is treated 
as a sale or exchange of his interest. The basis of 
the participant’s interest is determined in the same 
way as is the basis of an interest in a partnership; 
the first cost is increased by his share of the ordinary 
net income, the capital gains, the exempt income, 
etc., and is decreased by his share of the ordinary net 
losses, capital losses, and by previous withdrawals.
A return for the common trust fund must be made 
by the bank. No special form has been provided by 
the Commissioner for the purpose, but form 1065 
(the partnership return) is used.
If the taxable year of the common trust fund dif­
fers from that of a participant the amounts to be 
included by the participant with respect to the fund 
are based upon the taxable year of the fund ending 
with or within the taxable year of the participant.
Net Operating Losses—Sec. 170 IRC
The benefit of the net operating loss deduction 
provided by Sections 23 (s), and 122 is allowed to 
estates and trusts by Sec. 170. The deduction is not 
allowed to common trust funds but is allowed to the 
participants therein.
Sec. 170 was added to the Code by the Revenue 
Act of 1939 which also added Sections 23 (s) and 
122. It is effective for taxable years beginning after 
December 31, 1939.
The net operating loss deduction of an estate or 
trust is computed as prescribed by Sec. 122 except 
that,
(1) A net operating loss for any year in which a 
trust is exempt under Sec. 165 may not be 
used in computing the net loss carry-over.
(2) In computing the net operating loss a trust shall 
not include income or deductions attributable 
to the grantor under Sec. 166 (power to revest 
the corpus).
(3) In computing the net operating loss of an estate 
or trust no deduction is allowed under Sec. 162 
for amounts distributed or distributable to bene­
ficiaries.
Though no operating loss deduction is allowed to 
common trust funds the participants therein are al­
lowed the deduction. Its amount is computed as in 
the case of a partnership, i.e., the participant looks 
through the fabric of the trust and adopts his propor­
tionate part of all items properly entering the net 
operating loss calculation.
Alimony Trusts—Sec. 171 IRC4
Sec. 171 was added to the Code as part of Sec. 120 
of the Revenue Act of 1942 which also contained new 
sections 22 (k) (alimony as wife’s income) and 23 (u) 
(alimony as husband’s deduction). Sec. 171 is effective 
generally for taxable years beginning after December
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31, 1941, though there is a special provision where 
the husband and wife have different taxable years.
It provides for inclusion by a wife, who is divorced 
or legally separated of the amount of the income of 
any trust which she is entitled to receive and which, 
but for the provisions of Sec. 171(a), would be 
included in the income of the husband. As used here 
husband may mean wife in appropriate cases and wife 
may mean husband.
It is the purpose of Sec. 171 that the spouse actually 
entitled to receive the income of the trust shall report 
it for tax purposes, rather than the spouse in dis­
charge of whose obligations the payments are made. 
This produces “uniformity in the treatment of 
amounts paid in the nature of or in lieu of alimony re­
gardless of variance in the laws of different states con­
cerning the existence and continuance of an obligation 
to pay alimony.” (Senate Finance Committee report 
on 1942 Revenue Bill.) Sec. 171 (a) does not apply to 
any case to which Sec. 22 (k) applies. The Commis­
sioner’s regulations say, “Although Sec. 171 (a) and 
Sec. 22 (k) seemingly cover some of the same situa­
tions there are important differences between them. 
Thus, Sec. 171 (a) applies, for example, to a trust 
created before the divorce or separation and not in 
contemplation of it, while Sec. 22 (k) applies only if 
the creation of the trust or payments by a previously 
created trust are in discharge of a legal obligation im­
posed upon or assumed by the husband (or made spe­
cific) under the court decree or an instrument inci­
dent to the divorce or legal separation. On the other 
hand, Sec. 22 (k) requires inclusion in the wife’s in­
come of the full amount of periodic payments received 
attributable to property in trust (whether or not out 
of trust income), while Sec. 171 (a) requires amounts 
paid, credited or to be distributed to her to be included 
only to the extent such amounts are out of income 
of the taxable year (determined as provided in Sec. 
162).” As a general statement in summary it may be 
said that the wife includes as income,
(1) under Sec. 22 (k), amounts paid by a trust 
(whether of income or corpus) as a legal obli­
gation of the husband;
(2) under Sec. 171(a), amounts paid by a trust 
(out of income only) to which she is entitled, 
and which would otherwise be taxed to the 
husband.
For the purpose of computing the net income of 
the estate or trust, and the net income of the wife as 
affected by sections 22 (k) and 171(a), she is con­
sidered a beneficiary for all purposes of the trust 
supplement.
A periodic payment under Sec. 22(k) (which is to 
be included by the wife as income even though paid 
from corpus) to any part of which the provisions of 
the trust supplement are applicable shall be included,
4See the further discussion in Chapter 25.
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as to the entire amount of such payment, in the gross 
income of the wife in the taxable year in which under 
the trust supplement the part is to be included. As an 
example, the wife is to be paid an annuity of $5,000 
each December 31, out of trust income if possible and, 
if not, out of corpus. Of the $5,000 distributable 
on December 31, 1944, $4,000 is payable out of in­
come and $1,000 out of corpus. The distribution is 
made in 1945. Sec. 162(b) requires the inclusion of 
the $4,000 amount in the wife’s 1944 income. Sec. 
171 (b) requires the inclusion of the $1,000 amount 
in the same year.
Sec. 171 (b) contains a provision similar to one in 
Sec. 22 (k), “This subsection shall not apply to that 
part of any such income of the trust which the terms 
of the decree or trust instrument fix, in terms of an 
amount of money or a portion of such income, as a 
sum which is payable for the support of minor chil­
dren of such husband. In case such income is less 
than the amount specified in the decree or instru­
ment, for the purpose of applying the preceding 
sentence, such income, to the extent of such sum pay­
able for such support, shall be considered a payment 
for such support.” The meaning of the second sen­
tence is somewhat elusive. The Commissioner in his 
regulations explains it thus, “The statute prescribes 
the treatment in cases where under the terms of the 
decree or trust instrument a specific amount of trust 
income is to be paid but a lesser amount becomes 
payable.
In such cases, to the extent of the sum which 
would be payable for such support out of the origi­
nally specified amount of trust income, such trust 
income is considered payable for support of such 
minor children.” An example might be: The trust 
instrument provides for the payment annually of 
$4,000 to the wife and $1,000 for the support of minor
children, but payable from income. The income of 
the year is only $2,500. Of this amount $1,000 is 
regarded as for the support of minor children and 
$1,500 is regarded as the income of the wife.
Allowance of Amortization Deduction 
Sec. 172 IRC
Sec. 172 was added to the Code by Sec. 155 (g) of 
the Revenue Act of 1942 and is effective retroactively 
as though part of the original amortization provisions 
of the Second Revenue Act of 1940, i.e., on October 
8, 1940. Sec. 172 was enacted in connection with 
other Code amendments which extended to indi­
viduals the same privileges with respect to amortiza­
tion of emergency facilities as had theretofore been 
accorded only to corporations.
Sec. 172 provides:
“The benefit of the deduction for amortization of 
emergency facilities allowed by Sec. 23 (t) shall be 
allowed to estates and trusts in the same manner and 
to the same extent as in the case of an individual. 
The allowable deduction shall be apportioned be­
tween the income beneficiaries and the fiduciary under 
regulations prescribed by the Commissioner with the 
approval of the Secretary.”
The Commissioner’s regulations say, “The princi­
ples governing the apportionment of depreciation in 
the case of property held in trust are applicable with 
respect to the amortization of an emergency facility 
of an estate or trust.” The deduction for amortiza­
tion of emergency facilities would, then, be appor­
tioned between the beneficiaries and the fiduciary in 
accordance with the pertinent provisions of the will 
or trust instrument, or if there are no such provisions, 
on the basis of the income which is allocable to the 
fiduciary and beneficiaries respectively,
CHAPTER 30
GIFT AND ESTATE TAXES
By Walter A. Hurley
Part I—Federal Gift Tax
THE federal gift tax is an excise imposed upon the transfer of property by gift after June 6, 1932. It applies only to gifts of individuals made before 
death.
Before the enactment of gift tax legislation, prop­
erty transferred by gift escaped taxation as a part of 
the donor’s estate at his death. Consequently, many 
gifts were made to avoid estate and inheritance taxes.
Although the gift tax is supplementary to the estate 
tax and the courts have generally construed the one 
in the light of decisions affecting the other, the two 
are not always mutally exclusive. Property transferred 
by gift may also be required to be included in the 
estate of the donor, but in computing the estate tax 
in such cases a credit is allowed for the gift tax pre­
viously paid on such property.
The receipt of property as a gift is not subject to 
income tax, and taxable gifts, as a general rule, are 
not allowable deductions in computing the taxable 
income of the donor. Income derived from property 
received as a gift is taxable to the recipient for income 
tax purposes. In case the gift is of income from prop­
erty, the amount of such income is likewise taxable 
to the recipient. However, while the transfer of the 
right to receive income is subject to the gift tax, the 
income received by the donee is, in certain cases, still 
taxable to the donor.
The first tax on gifts was imposed by the Revenue 
Act of 1924. There was considerable agitation against 
this innovation in taxation, and the tax was repealed 
by the Revenue Act of 1926.
A tax on gifts was reinstated in the Revenue Act of 
1932 and was continued in force by successive revenue 
acts through the calendar year 1939. For the calendar 
year 1940 and subsequent years the tax is imposed by 
Chapter 4 of the Internal Revenue Code, Sec. 1000- 
1031.
Regulations 79, promulgated by the Commissioner 
of Internal Revenue, apply to the gift tax imposed by 
the Revenue Act of 1932 as amended. Regulations 
108 apply to the gift tax imposed by Chapter 4 of the 
Internal Revenue Code on transfers of property by 
gift made during the year 1940 and subsequent 
calendar years.
Outline of the Tax
The tax applies only to transfers by individuals. 
If this limitation were construed literally, the tax 
could easily be avoided by having gifts made by trusts, 
estates, partnerships, or corporations. The regulations
therefore provide that such gifts are regarded as hav­
ing been made by the beneficiaries, partners, or stock­
holders. In the case of non-resident aliens, the tax 
applies only to gifts of property situated within the 
United States. The tax is imposed at progressive 
rates, ranging from 2¼ per cent on the first $5,000 
of net gifts to 57¾ per cent on the excess of net gifts 
exceeding $10,000,000.
The percentage rates for the gift tax are exactly 
three-fourths of the rates in the same brackets of the 
tentative estate tax, shown in column (2) of the table 
on page 2. However, the savings which can be effected 
by the partial distribution of an estate before death 
are greater than the 25 per cent differential in per­
centage rates would indicate. In addition to the lower 
rates, the gift tax provides for a specific exemption, 
hereinafter explained. The specific exemption used 
for gift tax purposes in no way reduces the specific 
exemption allowed in the computation of the estate 
tax. Then, too, the division of an estate between the 
gift and estate taxes usually subjects the whole to 
lower tax rates. In effect, the amount subjected to the 
gift tax removes from the estate tax, property which 
would otherwise be taxed at higher brackets. This 
saving is similar to that effected by reporting the 
income of a husband and wife in separate returns, 
rather than including the total in a joint return.
In order to make fully effective the progressive gift 
tax rates, the tax on the net gifts for the year is com­
puted on a cumulative basis. For this purpose it is 
necessary to report the net gifts and specific exemp­
tion claimed in prior years. In this way the net gifts 
for the year are taxed at progressively higher rates as 
the total net gifts since June 6, 1932, reaches the 
higher brackets. The scheme of the tax is to compute 
the tax at current rates on the aggregate net gifts 
made to date; then to subtract therefrom the tax, also 
computed on the basis of the same rate schedule, on 
the aggregate of the net gifts made in years prior to 
the current calendar year. The term “net gifts” means 
the total amount of gifts made during the year, less 
the deductions allowed. The deductions allowed are 
of three kinds:
(1) The exclusion of the first $3,000 of gifts made to 
any one donee during the calendar year, except 
gifts of future interest in property, for which no 
exclusion is granted,
(2) A deduction for the full amount of every chari­
table, public, and similar gift, less any amount 
thereof claimed as an exclusion under (1),
(3) A specific exemption of $30,000, less the sum of 
the amounts claimed as a specific exemption in 
prior taxable years.
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Gifts of future interests in property are discussed 
later and must be reported regardless of amount. 
Other gifts must be reported only if they aggregate in 
excess of $3,000 in value to any one donee during the 
calendar year.
For the period June 7 to December 31, 1932, and 
for the calendar years 1933 through 1938, the annual 
exclusion per donee was $5,000. It was reduced to 
$4,000 for the calendar years 1939 through 1942, after 
which it was reduced to the present amount of $3,000.
As with other gifts, those for charitable, public, and 
similar purposes must be reported if in excess of 
$3,000 to any one donee during the calendar year or, 
regardless of amount, if the gifts are of future inter­
ests in property. In either case the full amount of the 
gift is excluded in the determination of net gifts for 
the year.
The specific exemption of $30,000 is limited to an 
individual who was a citizen or resident at the time 
the gift was made. It may be taken in a single year
or spread over a number of years, at the option of the 
donor, but after the full amount of $30,000 has been 
claimed, no further exemption is allowed. For the 
period June 7, 1932, through the calendar year 1935, 
the specific exemption was $50,000. It was then re­
duced to $40,000 and, for 1943 and subsequent years, 
to the present amount of $30,000.
When increased gift tax rates are in prospect, many 
donors do not elect to claim the full specific exemp­
tion to which they are entitled. The net effect is to 
pay the tax on gifts at current rates, deferring until 
future calendar years the right to claim the specific 
exemption, when rates are expected to be higher. 
When the increase in rates is accomplished by a reduc­
tion in the specific exemption, a donor may lose some 
part of the deduction he might otherwise have claimed.
As previously indicated, there is no provision for 
carrying over to the estate tax any unused portion 
of the specific exemption allowed for gift tax pur­
poses.
COMBINED TABLE FOR COMPUTATION OF ESTATE AND GIFT TAXES
(A) (B)
Net estate Net estate not
equaling— exceding—
— or — — or —
Amount of net Amount of net
gifts equaling— gifts not 
exceeding—
$5,000
$5,000
10,000
10,000 20,000
20,000 30,000
30,000 40,000
40,000 50,000
50,000 60,000
60,000 70,000
70,000 100,000
100,000 200,000
200,000 250,000
250,000 400,000
400,000 500,000
500,000 600,000
600,000 750,000
750,000 800,000
800,000 1,000,000
1,000,000 1,250,000
1,250,000 1,500,000
1,500,000 2,000,000
2,000,000 2,500,000
2,500,000 3,000,000
3,000,000 3,500,000
3,500,000 4,000,000
4,000,000 4,500,000
4,500,000 5,000,000
5,000,000 6,000,000
6,000,000 7,000,000
7,000,000 8,000,000
8,000,000 9,000,000
9,000,000 10,000,000
10,000,000 ■
(1)
For basic estate tax
Tax on amount 
in column (A)
Rate of tax on 
excess over 
amount in 
column (A)
Percent
1
$50 1
100 1
200 1
300 1
400 1
500) 2
700 2
900 2
1,500 3
4,500 4
6,500 4
12,500 5
17,500 5
22,500 6
31,500 6
34,500 7
48,500 8
68,500 8
88,500 9
133,500 10
183,500 11
238,500 12
298,500 13
363,500 14
433,500 14
503,500 15
653,500 16
813,500 17
983,500 18
1,163,500 19
1,353,500 20
Tax on amount 
in column (A)
Rate of tax on 
excess over 
amount in 
column (A)
Percent
3
$150 7
500 11
1,600 14
3,000 18
4,800 22
7,000 25
9,500 28
12,300 28
20,700 30
50,700 30
65,700 32
113,700 32
145,700 35
180,700 35
233,200 37
251,700 37
325,700 39
423,200 42
528,200 45
753,200 49
998,200 53
1,263,200 . 56
1,543,200 59
1,838,200 63
2,153,200 63
2,468,200 67
3,138,200 70
3,838,200 73
4,568,200 76
5,328,200 76
6,088,200 77
(2)
For additional estate tax (tentative 
tax—total gross basic and 
additional taxes)
In effect after September 20, 
1941
(3)
For Gift Tax
In effect for calendar year 1942 
and for each calendar year 
thereafter
Tax on amount 
in column (A)
Rate of tax on 
excess over 
amount in 
column (A)
Percent
2%
$112.50 5%
375.00 8%
1,200.00 10½
2,250.00 13½
3,600.00 16½
5,250.00 183¾
7,125.00 21
9,225.00 21
15,525.00 22½
38,025.00 22½
49,275.00 24
85,275.00 24
109,275,00 26%
135,525.00 26%
174,900.00 27¾
188,775.00 27¾
244,275.00 29%
317,400.00 31½
396,150.00 33¾
564,900.00 36¾
748,650.00 39%
947,400.00 42
1,157,400.00 44%
1,378,650.00 47¼
1,614,900.00 47%
1,851,150.00 50¼
2,353,650.00 52½
2,878,650.00 54¾
3,426,150.00 57
3,996,150.00 • 57
4,566,150.00 57¾
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Taxable Gifts and Their Valuation
Transfers are taxable whether made in trust or 
-otherwise, whether the gift is direct or indirect, and 
whether the property is real or personal, tangible or 
intangible. A transfer subject to the gift tax must be 
valid and complete. The essential elements of a taxa­
ble transfer may be stated as follows:
(1) A donor competent to make a gift.
(2) A donee competent to accept a gift.
(3) An irrevocable transfer of valuable property by 
the donor to the donee, with donative intent.
(4) A clear and unmistakable intention on the part 
of the donor to divest himself of title to, and 
control over, the gift property.
(5) The acceptance of the gift by the donee.
In addition to the outright gift of cash, securities, 
or other property, taxable transfers may be effected 
by the declaration of a trust, the forgiving of a debt, 
the exercise or release of a power of appointment, the 
assignment of the benefits of a contract of insurance, 
and in many other ways.
The gift tax is not limited to transfers without 
consideration, but includes sales and exchanges for 
less than a full consideration in money or money’s 
worth. A bona fide transaction made in the ordinary 
course of business, without donative intent, is con­
sidered as made for an adequate and full considera­
tion. Otherwise, where the transfer is made for less 
than a full consideration, the amount of the gift is 
the amount by which the value of the property trans­
ferred exceeds the value of the consideration.
Where the consideration is natural love and affec­
tion, promise of marriage, etc., the consideration is not 
reducible to a money value and the entire value of 
the gift is taxable. There are, however, certain marital 
rights which do have a value in money or money’s 
worth and their relinquishment does constitute a 
valuable consideration.
Since the gift tax is an excise upon the transfer 
rather than the subject of the gift, the various statu­
tory provisions which exempt from taxation bonds, 
notes, and other federal government obligations are 
not applicable to the gift tax.
A gift made in property is includible at the fair 
market value of the property at the time of the gift. 
This is the price at which such property would change 
hands between a willing buyer and a willing seller, 
neither being under any compulsion to buy or sell. 
The principles with respect to the value of property 
for gift tax purposes are the same as those applicable 
to the estate tax. See Part II of this chapter.
In the case of securities listed on a stock exchange, 
the mean between the highest and lowest quoted sell­
ing prices on the date of the gift is generally con­
sidered the fair market value per share or bond. If 
there are no sales on that date but there are sales 
within a reasonable period before and after, the value
is computed by interpolation. Whenever the value 
so determined does not reflect the fair market value 
of the gift, the Commissioner will consider some modi­
fication or other relevant facts and elements of value 
in determining fair market value. The latter question 
often arises when a large block of stock is the subject 
of the gift and the quoted prices represent sales of 
small lots. For the valuation of other stocks and 
bonds, interest in business, and notes receivable, see 
Reg. 108, Sec. 86.19(c), (d), and (e).
The 1936 edition of Reg. 79, following a num­
ber of court decisions, held that the value for gift 
tax purposes of an irrevocable assignment of a life 
insurance policy was the net cash surrender value, 
if any, plus the prepaid insurance premium at the 
date of the gift. Following two later United States 
Supreme Court decisions, current regulations now 
hold that the value of the gift is not the value so 
computed but is the cost of replacing the policy on 
the life of a person of the age of the insured. For 
every taxable gift of life insurance the donor must 
procure a statement by the insurance company on 
Form 938, revised, and file it with the collector of 
internal revenue. The value to be included in the 
return is the amount shown on the last line on the 
first page of the form, which is the value for gift tax 
purposes as certified by the company.
As in the case of an insurance policy, an annuity 
contract issued by an insurance or annuity company 
and gratuitously assigned to a donee is includible at 
its replacement cost.
The valuation of an annuity, other than an an­
nuity purchased from a life insurance or other com­
pany regularly engaged in issuing annuity contracts, 
is determined by reference to Table A or Table B, 
which are reproduced on pages 5 and 6. If the annuity 
is payable for the life of an individual, the amount 
payable annually should be multiplied by the figure 
in column 2 of Table A opposite the number of years 
in column 1 of that table nearest the age of the indi­
vidual, as of the date of gift, whose life measures the 
duration of the annuity. While such an annuity is 
generally based upon the life of the donee, it may, 
of course, be based on the life of the donor or some 
other person. Example: The donee is made the bene­
ficiary of an annuity of $1,000, payable in annual rents 
during his life. The age of the donee at the date of 
the gift is 42 years and 4 months. By reference to 
Table A it is found that the figure in column 2 oppo­
site 42 years, the number nearest to the donee’s age, 
is $14,621.22.' The value of the gift is, therefore, 
$14,621.22.
If the annuity is payable for a definite number of 
years, the amount payable annually should be multi­
plied by the figure in column 2 of Table B opposite 
the number of years in column 1 of that table that 
such annuity is payable. Example: The donor was 
entitled to receive an annuity of $1,000 a year payable
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in annual rents throughout a term of 20 years. The 
donor, when eight years have elapsed, makes a gift 
thereof to the donee. By reference to Table B it is 
found that the figure in column 2 opposite 12 years, 
the unexpired portion of the 20-year period, is 
$9,385.07. The value of the gift is, therefore, $9,385.07.
If the annuity is payable semiannually, quarterly, 
or monthly, rather than annually, the value obtained 
by reference to column 2 of the tables should be mul­
tiplied 1.00990 for semiannual payments, 1.01488 for 
quarterly payments, and 1.01820 for monthly pay­
ments.
If the first payment of an annuity is to be paid at 
once, the value of the annuity as determined by refer­
ence to the tables must be adjusted. For such cases, 
see Reg. 108, Sec. 86.19(f)(3).
The term “future interest in property” is a legal 
concept, and such interests generally arise in connec­
tion with gifts in trust. According to the regulations 
it “includes reversions, remainders, and other interests 
or estates, whether vested or contingent, and whether 
or not supported by a particular interest or estate, 
which are limited to commence in use, possession, or 
enjoyment at some future date or time.”
Where a donor establishes a trust with the income 
payable to one beneficiary for a term of years or for 
life, with the remainder payable to another, the gift 
to the income beneficiary is a present interest en­
titled to the annual exclusion, but the gift to the re­
mainderman is one of future interest and is taxable 
in full. It is immaterial if, as is sometimes the case, 
the life tenant and remainderman are the same person.
The use of Table A for the determination of the 
value of a remainder subject to a life estate is illus­
trated in the following example. At age 56 the donor 
transferred in trust, gift property worth $100,000, re­
taining for himself the right to receive the income 
therefrom for his life. The amount in column 3 
opposite age 56 in column 1 of Table A is $.55116. 
Mulitplying $100,000 by this amount produces the 
value of the remainder, $55,116.
To determine the value of the life estate in the 
foregoing example, which would be necessary if the 
life tenant were not the grantor, it is necessary to 
convert the interest to a hypothetical annuity at the 
rate of four per cent. The $100,000 would result in 
a hypothetical annuity of $4,000. This amount multi­
plied by $10.66982, the figure in column 2 opposite 
age 56 in column 1, produces a value of $42,679.28. 
It will be observed that when the values of a life estate 
and a remainder are determined by reference to Table 
A the aggregate value of the two interests will not 
equal the total amount of the gifts.
Where the remainder interest is subject to another’s 
interest for a term of years rather than for the life 
of an individual, Table B should be used.
If the interests for a term of years, for life, or the 
remainder is in non-income-producing property, the
value of the gift is determined in the same manner as 
for income-producing property.
Administrative Provisions
Any individual who, during any calendar year, makes 
a transfer by gift to any one donee of property worth 
more than $3,000 or, regardless of amount, makes a 
transfer of a future interest in property, must file a 
gift tax return on Form 709. The return must be filed 
even though no tax is due.
The return should be filed in duplicate with the 
collector of internal revenue for the district in which 
the donor resides, on or before the 15 th day of March 
following the close of the calendar year in which 
the gifts were made. The tax, if any is due, must be 
paid in full with the filing of the return unless an 
extension for the payment thereof has been obtained 
from the collector.
If, because of illness, absence, or non-residence, the 
person liable for the return is unable to file it within 
the time prescribed, it may be filed by his agent. In 
such case, a statement fully explaining the donor’s 
inability to file must accompany the return. The re­
turn must later be ratified by the donor or person 
liable for its filing within a reasonable time after 
such person is able to do so. The ratification must be 
in the form of an affidavit, filed with the Commis­
sioner of Internal Revenue, specifically stating that 
the return has been carefully examined and that the 
affiant ratifies the return as his own. If this is not 
done, the agent’s return will not be regarded as hav­
ing met the statutory requirements for the filing of 
returns.
Only in the case of a deceased donor, whose return 
must be filed by the executor or administrator of his 
estate, may a return be filed before the close of the 
calendar year in which the gifts are made. The gift 
tax, however, may be paid prior to the date prescribed 
for payment, but no discount will be allowed for pay­
ment in advance of the due date. The return must 
be subscribed, before a notary public or other person 
authorized to administer oaths, by the person filing 
the return. In addition, if the return is prepared by 
another person, the second affidavit must be executed.
Donees and trustees receiving reportable gifts must 
file an information return, also referred to as a notice, 
on Form 710. If the gift is made in trust, the return 
may be made by either the beneficiary of the trust 
or the trustee. The return should be filed in duplicate 
with the collector of internal revenue for the district 
in which the donor resides or with the Commissioner 
of Internal Revenue, Washington, D. C. It is due on 
or before the 15th day of March following the close 
of the calendar year in which the gift was made.
Although the donor is liable for the tax, a lien 
attaches upon all gifts made during the calendar year. 
The lien is to the extent of the tax imposed upon the 
gifts made during that year. If the tax is not paid
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when due, the donee is personally liable for the tax 
to the extent of the value of the gift. Unless the tax 
is paid sooner, the lien extends for a period of ten 
years.
Any part of the gift property sold by the donee 
to a bona fide purchaser for an adequate and full 
consideration in money or money’s worth is divested 
of the lien. However, a like lien to the extent of the
value of the gift attaches to all the property of the 
donee, including property subsequently acquired. The 
lien is again divested as to any property sold to a bona 
fide purchaser for an adequate consideration in money 
or money’s worth.
The returns are examined by the Bureau of In­
ternal Revenue in very much the same manner as 
income tax returns. In the absence of fraud, the
Table A
Table, single life, 4 per cent, showing the present worth of an annuity, 
or a life interest, and of a reversionary interest
1
Age
2
Annuity, or 
present value 
of $1 due at 
the end of each 
year during the 
life of a person 
of specified age
3
Reversion, or 
present value 
of $1 due at 
the end of the 
year of death of 
a person of speci­
fied age
1
Age
2
Annuity, or 
present value 
of $1 due at 
the end of each 
year during the 
•life of a person 
of specified age
3
Reversion, or 
present value 
of $1 due at 
the end of the
year of death of 
a person of speci­
fied age
0
Annuity 
$14. 72829
Reversion 
$0. 39507 50
Annuity 
$12. 47032
Reversion 
$0. 48191
1 17. 30771 . 29586 51 12. 17919 . 49311
2 18. 69578 . 24247 52 11. 88408 . 50446
3 19. 15901 . 22465 53 11. 58531 . 51595
4 19. 41226 . 21491 54 11. 28325 . 52757
5 19. 55301 . 20950 55 10. 97789 . 53931
6 19. 61731 . 20703 56 10. 66982 . 55116
7 19. 62502 . 20673 57 10. 35931 . 56310
8 19. 61097 . 20727 58 10. 04630 . 57514
9 19. 53413 . 21022 59 9. 73131 . 58726
10 19. 45359 . 21332 60 9. 41474 . 59943
11 19. 36943 . 21656 61 9. 09765 . 61163
12 19. 28184 . 21993 62 8. 78052 . 62383
13 19. 19065 . 22344 63 8. 46412 . 63600
14 19. 09590 . 22708 64 8. 14888 . 64812
15 18. 99764 . 23086 65 7. 83552 . 66017
16 18. 89569 . 23478 66 7. 52476 . 67212
17 18. 79010 . 23884 67 7. 21699 . 68397
18 18. 68070 . 24305 68 6. 91298 . 69565
19 18. 56751 . 24740 69 6. 61301 . 70719
20 18. 45038 . 25191 70 6. 31716 . 71857
21 18. 32932 . 25656 71 6. 02612 . 72976
22 18. 20416 . 26138 72 5. 74003 . 74077
23 18. 07471 . 26636 73 5. 45928. . 75157
24 17. 94097 . 27150 74 5. 18402 . 76215
25 17. 80274 . 27682 75 4. 91463 . 77251
26 17. 65984 . 28231 76 4. 65125 . 78264
27 17. 51224 . 28799 77 4. 39383 . 79254
28 17. 35968 . 29386 78 4. 14286 . 80220
29 17. 20225 . 29991 79 3. 89858 . 81159
30 17. 03961 . 30617 80 3. 66071 . 82074
31 16. 87176 . 31262 81 3. 42900 . 82965
32 16. 69846 . 31929 82 3. 20258 . 83836
33 16. 51964  . 32617 83 2. 98024 . 84691
34 16. 33503 . 33327 84 2. 76106 . 85534
35 16. 14437 . 34060 85 2. 54366 . 86371
36 15. 94755 . 34817 86 2. 32795 . 87200
37 15. 74427 . 35599 87 2. 11384 . 88024
38 15. 53421 . 36407 88 1. 90115 . 88842
39 - 15. 31722 . 37241 89 1. 69107 . 89650
40 15. 09295 . 38104 90 1. 48540 . 90441
41 14. 86102 . 38996 91 1. 28432 . 91214
42 14. 62122 . 39918 92 1. 09024 . 91961
43 14. 37356 . 40871 93 . 90647 . 92667
44 14. 11860 . 41852 94 . 73687 . 93320
45 13. 85713 . 42857 95 . 58435 . 93906
46 13. 58958 . 43886 96 . 46182 . 94378
47 13. 31698 . 44935 97 . 36698 . 94742
48 13. 03942 . 46002 98 . 24038 . 95229
49 12. 75716 . 47088 99 . 00000 . 96154
Ch. 30-p. 6 Contemporary Accounting
Commissioner is limited to three years from the date 
of filing the return within which to make an addi­
tional assessment. If the person liable for the pay­
ment of the tax does not agree to the additional assess­
ment, he is usually invited to file a protest and request 
a conference in the office of the internal revenue agent 
in charge for the district in which the donor resides.
Failing to reach an agreement, the Commissioner 
will determine a deficiency and issue a statutory no­
tice thereof to the donor or other person liable for the 
tax. After proper steps have been taken, a petition 
may be filed with the Tax Court of the United States 
for a determination of the correct tax. The taxpayer 
may, if he chooses, pay the disputed tax and bring suit 
to recover in the United States District Court or in 
the United States Court of Claims.
Where a taxpayer discovers that he has overpaid 
his tax, he may file a claim for refund on Form 843 
within three years from the date of payment.
Sec. 3804 of the Internal Revenue Code provides 
for the suspension of the running of the statute of 
limitations and the extension of prescribed due dates 
in cases where it is impossible or impracticable for 
the taxpayer to perform certain acts because of the 
war.
Specimen Filled-in Return
The first step in the preparation of a gift tax return 
is to answer the questions numbered 1 to 8 on the 
front page of the return, which really require 12 
answers of “yes” or “no.” If the answer to any one 
the questions is “yes,” a return must be filed.
A description of each gift, together with the donee’s 
name and address, is entered in Schedule A. If the
space provided is not sufficient, an additional sheet of 
the same size may be attached, but the total value of 
the gifts should be entered on line (a) of the 
schedule.
Two of the gifts in the illustrative case require that 
supplementary documents be attached to the return. 
To support the valuation of the insurance policy, a 
statement on Form 938, revised, must be obtained 
from the issuing company and attached to the return. 
Copies of the forms may be obtained from the office 
of any collector of internal revenue. In connection 
with the gift in trust, a certified copy of the trust 
instrument must be submitted.
Since the four gifts were made to four separate 
donees, the donor is entitled to four exclusions of 
$3,000 each, and the total of the exclusions is entered 
on line (b) of the schedule.
It is assumed that the gift in trust was entirely 
a present interest. If it involved an estate for life 
or for a term of years and a remainder, the two 
interests would be separately computed. The gift of 
the estate for life or for a term of years would con­
stitute a present interest and entitle the donor to an 
exclusion of $3,000 unless the value of the estate 
were less than that amount, when the gift need not 
be reported. The remainder, being a future interest 
in property, would not entitle the donor to an 
exclusion.
The total exclusions subtracted from the total gifts 
leaves the “total included amount of gifts for the 
year,” which is entered on line (c) and carried over 
as item 1 under the table, “Computation of Amount 
of Net Gifts for the Year,” on the front page of the 
return.
Table B
Table showing the present worth at 4 per cent of an annuity for a term- 
certain, and of a reversionary interest postponed for a term-certain
1
Number 
of years
2
Present worth of 
an annuity of $1, 
payable at the 
end of each year, 
for a certain 
number of years
3
Present worth of 
$1, payable at the 
end of a certain 
number of years
1
Number 
of years
2
Present worth of 
an annuity of $1, 
payable at the 
end of each year, 
for a certain 
number of years
3
Present worth of 
$1, payable at the 
end of a certain 
number of years
1
Annuity 
$0. 96154
Reversion 
$0. 961538 16
Annuity 
$11. 65229
Reversion 
$0. 533908
2 1. 88609 . 924556 17 12. 16567 . 513373
3 2. 77509 . 888996 18 12. 65929 . 493628
4 3. 62989 . 854804 19 13. 13394 . 474642
5 4. 45182 . 821927 20 13. 59032 . 456387
6 5. 24214 . 790314 21 14. 02916 . 438834
7 6. 00205 . 759918 22 14. 45111 , 421955
8 6. 73274 . 730690 23 14. 85684 . 405726
9 7. 43533 . 702587 24 15. 24696 . 390121
10 8. 11089 . 675564 25 15. 62208 . 375117
11 8. 76047 . 649581 26 15. 98277 . 360689
12 9. 38507 * . 624597 27 16. 32958 . 346816
13 9. 98565 . 600.574 28 16. 66306 . 333477
14 10. 56312 . 577475 29 16. 98371 . 320651
15 11. 11839 . 555265 30 17. 29203 . 308319
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TREASURY DEPARTMENT 
Internal Revenue Service 
(Revised October 1944)
(Space for use of Collector) 
RECEIVED
UNITED STATES
GIFT TAX RETURN
CALENDAR YEAR 19...44
(Ta be filed in duplicate with the Collector of Internal Revenue for the donor's district not later 
than the 15th day of March following the close of the calendar year)
DONOR___ Richard H. _ Davis
(Given name) (Middle name or initial) (Surname)
Address___ 25 Parkview Ave., Manhasset, Michigan
Citizenship U. S. A._____________________________
Residence Same as above
(Space for use of Bureau)
By the 'purchase of a life insurance policy (—No_) 
or the payment of a premium on a previously
issued policy (_ No), the proceeds of which 
are in either case payable to a beneficiary other 
than your estate, and with respect to which you 
retained no power to revest the economic benefits 
in yourself or your estate or to change the bene­
ficiaries or their proportionate benefits; or by 
relinquishing every such power that was retained 
in a previously issued policy (_ Yes
By permitting another to withdraw funds from a 
joint bank account which were deposited by you
Have you (the donor), during the calendar year indicated above, without an adequate and full consideration in money or money’s 
worth, made any transfer exceeding $3,000 in value (or regardless of value if a future interest) as follows? (Answer “Yes” or “No.”)
5. By conveying title to another and yourself as joint 
tenants or to you? wife or husband and yourself
as tenants by the entirety (__No_ ).
6. By the exercise or release of a power of appoint­
ment, except as provided in subparagraphs 1 and
2 of section 8 of the instructions (__No__ ).
7. By conveying community property to another, or by 
converting community property into separate 
•property of your spouse or into a tenancy by the 
entirety of yourself and spouse (or other similar 
ownership), to the extent of your interest as pre­
scribed by the rule set forth in section 9 of the 
instructions (_No ).
8. By any other method, direct or indirect (Yes)._
1. By the creation of a trust (_ Yes) or the making
of additions to a trust previously created (_No), 
in either case for the benefit of a person or persons 
other than yourself, and with respect to which you 
retain no power to revest the beneficial title to 
the property in yourself or to change the benefi­
ciaries or their proportionate benefits; or by 
relinquishing every such power that was retained 
in a previously created trust (— No ).
2. By permitting a beneficiary, other than yourself, to
receive the income from a trust created by you 
and with respect to which you retained the power 
to revest the beneficial title to the property in 
yourself or to change the beneficiaries or their 
proportionate benefits (_  No ). No -).
If the answer is “Yes” to any of the foregoing, such a transfer should be fully disclosed under schedule A.
COMPUTATION OF AMOUNT OF NET GIFTS FOR YEAR
1.
2.
3.
4.
5.
Total included amount of gifts for year (item c, schedule A)---------------------------------------------------- --------------- -------
Total deductions for charitable, public, and similar gifts for year (item c, schedule B)___ $ 7,000.00.
Specific exemption claimed (see section 11 of instructions)-----------------------  ----- None_____
Total deductions (item 2 plus item 3)_____________________________________________________________________
Amount of net gifts for year (item 1 minus item 4)..
$ 51,725.50
7,000.00
$ 44,725.50
COMPUTATION OF TAX (see section 15 of instructions)
1.
2.
3.
6.
Amount of net gifts for year (item 5, above)..... .........................................
Total amount of net gifts for preceding years (item c, schedule C)
Total net gifts (item 1 plus item 2).........................—..............................
Tax computed on item 3.......................................................—..............................
Tax computed on item 2....................... ....................................... .............. ..............
Tax on net gifts for year (item 4 minus item 5)---------------- —
$....44,725.50.. 
....66, 000.00 
$_110,725.50 
__ 17,938.24...
8,385.00
$ 9,553.24
AFFIDAVIT OF PERSON FILING RETURN
I swear (or affirm) that this return, including the accompanying schedules and statements, if any, has been examined by me, and to 
the best of my knowledge and belief, is a true, correct, and complete return for the calendar year stated, pursuant to the Federal gift tax 
law and the regulations issued thereunder, and no transfer required by said law and regulations to be returned other than the transfer 
or transfers disclosed herein under schedule A was made by me (the donor) during said calendar year.
4.
NOTARIAL
SEAL
Sworn to and subscribed before me this 6th_______ ( Signature) Richard H. Davis____
...   (Signature of donor/executor/other person) day of .... March._______________ , 1945.
(Signature) Jane Doe - Notary Public As above
(Signature and title of officer administering oath) (Address of person filing return)
AFFIDAVIT OF PERSON PREPARING RETURN
I swear (or affirm) that I prepared this return for the person named herein and that this return, including the accompanying sched­
ules and statements, if any, is a true, correct, and complete statement of all the information respecting the donor’s gift tax liability of 
which I have any knowledge.
Sworn to and subscribed before me this 1st
NOTARIAL
SEAL
day of_________________________________ ______ , 1945 
(Signature) John Roe - Notary Public
(Signature and title of officer administering oath)
(Signature) White and White
(Signature of person preparing return)
Bank Building
___ ____ Manhasset, Michigan..
(Address of person preparing return)
16-37580-2
SCHEDULE A—Total Gifts During Year (see sections 5, 6, 7, 8, 9, 10, 12, and 16 of instructions)
ITEM
No. DESCRIPTION OF GIFT, AND DONEE’S NAME AND ADDRESS
DATE OF 
GIFT
VALUE AT DATE OF 
GIFT
1 Manhasset Hospital, Manhasset, Michigan. Cash Feb. 7 $ 10,000.00
2 Jane P. Doyle, 4 Old Mill Road, Dover, Delaware. 
Midwestern Insurance Company life insurance 
policy #654521 for $25,000. on life of donor. 
Valuation per Form 958 attached. June 4 8,425.50
5 Beatrice J. Davis, 25 Parkview Avenue, Manhasset, 
Michigan. $20,000 Belt Line Railway First Mtge. 
Bonds, 5%, due July 1, 1965, interest Jan. and 
July 1, listed on New York Curb Exchange, quoted 
101-1/4—101-5/4, valued 101-1/2 Nov. 30 20,500.00
4 Second National Bank of Manhasset, Manhasset, Mich., 
trustee under agreement dated December 2, 1944 
for benefit of Ann Deborah Davis. Certified 
copy attached. Cash Dec. 2 25,000.00
 (a) Total----- --------- ------------------------------------------ ---------------------------------------------------------------------------------
(6) Less total exclusions not exceeding $3,000 for each donee (except gifts of future interests) 
(c) Total included amount of gifts for year............................................................................... ......................
$ 63,l25.52. 
12, 000.00
$ 51,725.50
SCHEDULE B—Deductions for Charitable, Public, and Similar Gifts During Year (see sections 10 and 13 of instructions)
ITEM
No. NAME AND ADDRESS OP DONEE, AND CHARACTER OF INSTITUTION
VALUE AT DATE OP 
GIFT
1 Manhasset Hospital, Manhasset, Michigan. A non-profit 
corporation organized for the purpose of operating 
a public hospital.
$
10, 000.00
SCHEDULE C—Returns, Amounts of Specific Exemption, and Net Gifts for Preceding Years (subsequent to June 6, 1932)
CALENDAR
YEAR COLLECTION DISTRICT IN WHICH PRIOR RETURN WAS FILED
AMOUNT OF 
SPECIFIC EXEMPTION
AMOUNT of NET 
GIFTS
1934
1938
28th, New York 
do.
$ 50,000. 00 
None
50,000. 00 
16,000.00
(a) Totals for preceding years (without adjustment for reduced specific exemption)------
(b) Amount, if any, by which total specific exemption, line a, exceeds $30,000 (see section 14 of instructions) 
(c) Total amount of net gifts for preceding years (total, last column, line a, plus amount, if any, line 6)..
$ 46,000.00
...20,000.00
 $ 66,000.00
(If more space is needed, attach additional sheets of same size) 16-37680-1
(a) Total--------------------- ---------------------------------------------------------------------------------------------------------------------
(b) Less total exclusions not exceeding $3,000 for each donee (except gifts of future interests) 
(c)Total deductions for charitable, public, and similar gifts for year
$ 10, 000.00 
3,000.00
$ 7,000.00.
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In Schedule B is listed the gift of $10,000 to the 
hospital. It will be observed that on line (b) of 
Schedule A an exclusion of $3,000 was claimed for 
the gift to this donee. The amount of the exclusion 
so claimed is entered on line (b) of Schedule B. The 
difference of $7,000 is entered on line (c) and car­
ried over as item 2 under the table, “Computation of 
Amount of Net Gifts for the Year,” on the front page 
of the return. In this somewhat circuitous manner 
the entire gift of $10,000 is eliminated from tax: 
$3,000 as an exclusion and $7,000 as a deduction for 
charitable, public, and similar gifts.
A summary of gift tax returns filed for prior years, 
covering taxable gifts made since June 6, 1932, is 
presented in Schedule C. In the illustrative case, the 
donor claimed the full $50,000 specific exemption in 
1934, which was the amount then allowable. The 
amount of his net gifts for that year, that is, the excess 
of his included gifts over the deduction allowable for 
charitable, public, and similar gifts and the $50,000 
specific exemption claimed, was $30,000. In 1938 the 
donor filed a return showing $16,000 of net gifts for 
the year.
Because the specific exemption for years prior to 
1943 was greater than the present allowance of 
$30,000, it is necessary to recompute the total amount 
of net gifts for preceding years in cases where the 
total specific exemption claimed in prior years exceeds 
$30,000. This is accomplished by entering such excess 
on line (b) of the schedule, then adding it to the 
total amount of net gifts on line (a). The sum of 
the two is the total amount of net gifts for preceding 
years, adjusted for the reduction in the specific 
exemption. This amount is entered on line (c), 
which completes the reverse side of the return, and 
is carried over as item 2 under the table, “Computa­
tion of Tax,” on the front page.
Returning now to the upper table, there is entered 
as item 3 the word “none,” as the donor has fully 
claimed his specific exemption in prior returns. The 
sum of items 2 and 3 is then entered as item 4. This 
amount is subtracted from the amount of item 1, 
leaving the amount of net gifts for the year, which is 
carried down to the lower table as item 1.
In the Computation of Tax table there has been 
entered as item 1 the amount of net gifts for the 
year and, as item 2, the total amount of net gifts for 
preceding years. The sum of these items is entered 
as item 3, which is the total net gifts since June 6, 
1932, on which a tentative tax must be computed in 
order to give a cumulative effect to the progressive 
gift tax rates.
A tentative tax on item 3 is entered as item 4. The 
tax is computed by reference to the gift tax rate 
schedule, which is reproduced on page 2. The tenta­
tive tax on item 3 is computed as follows:
$100,000.00. at bracket amount....... $15,525.00
10,725.50. at 22½% ........................ 2,413.24
$110,725.50. totals ............................. $17,938.24
A tentative tax is then computed on item 2, based 
upon the same rate schedule. The purpose of this 
calculation is to compute the credit, at current gift 
tax rates, on the net gifts for preceding years. The 
tentative tax on item 2 is computed as follows:
$ 60,000.00. at bracket amount........ $ 7,125.00
6,000.00. at 21%............................ 1,260.00
$ 66,000.00. .totals ........................,. . . $ 8,385.00
The difference between items 4 and 5 is the tax on  
the net gifts for the year and is entered as item 6. 
This is the amount of tax which must be paid to the 
collector of internal revenue.
Part II—Federal Estate Tax
Until fairly recently, taxes upon the passing or 
transfer of property at the death of the owner were 
imposed by states and not by the federal government. 
In 1916, when the federal government was compelled 
to raise funds for World War I, the Congress enacted 
an Act, Title II of which imposed an estate tax on 
the passing of property at death. This federal estate 
tax was never repealed and has continued in force to 
the present time. Its provisions are now found in the 
Internal Revenue Code (IRC) and the amendments 
thereto.
The privilege of transferring property, either dur­
ing life or upon death, is conferred by law, and the 
government has the right to tax the exercise of the 
privilege. Because state governments, and not the 
federal government, control the transfer of property 
and the administration of decedents’ estates, such a tax 
should, in theory, be imposed only by the states. How­
ever, the federal government found the, collection of 
revenue from this tax so satisfactory that it was con­
tinued, and today we have both federal and state 
taxes of this type.
Taxes upon the passing of property at death are 
of two kinds: (1) a tax upon the net estate as a 
whole, to be paid out of the estate before the estate 
is distributed, called an estate tax; and (2) a tax on 
the amount received by each beneficiary or distribu­
tee, to be paid by him individually. The latter type 
of tax is called, variously, a succession, inheritance, 
or transfer tax, and is found in many states. The 
federal tax is an estate tax. This type of tax also is 
imposed by many states. The federal government 
allows a partial credit for state taxes, which reduces 
to some extent the double taxation resulting from the 
imposition of both federal and state taxes upon the 
passing or transfer of identical property. This dis­
cussion is concerned solely with the federal estate 
tax, and because of space limitations it is further 
confined to the taxes on estates of resident decedents.
As previously explained, the estate tax is levied on 
the net estate. This is because the tax is imposed on 
the transfer of decedent’s property to his beneficiaries, 
and not on the transfer of his property used for the
Ch. 30-p. 10 Contemporary Accounting
payment of his debts and funeral and administration 
expenses. The net estate, as explained later in this 
chapter, is determined by subtracting from the gross 
estate the total of allowable deductions, a specific ex­
emption and a separate deduction for property pre­
viously taxed. (See the discussion of Valuation of 
Assets—Property Left by Decedent.) The gross estate 
is a statutory concept and it includes items other than 
property left by decedent at his death, in order to pre­
vent evasion of the estate tax by the disposition of 
property prior to death. (Explained under Other 
Items in Gross Estate.) Because the federal estate tax 
is composed of two separate parts, the basic tax (IRC 
Sec. 810) and the additional tax (IRC Sec. 935), 
each of which differs materially from the other, it is 
necessary to determine the net estate subject to each 
separate tax.
After the net estate has been determined, the tax 
is computed by applying to it graduated rates which 
range from one per cent to 20 per cent for the basic 
tax, and from 3 per cent to 77 per cent for the 
additional tax. The specific exemption which may be 
deducted in computing the basic tax is $100,000, and 
the specific exemption for the additional tax is 
$60,000. Therefore, an estate may be subject to the 
additional tax without being subject to the basic tax, 
but in the usual case both parts of the tax are ap­
plicable and the total estate tax is the sum of the basic 
tax and the additional tax. But, as explained in the 
discussion of Computation of Tax, the basic tax, 
with some adjustments, is deducted from a tentative 
amount of the additional tax, and the only purpose 
now served by having the two separate parts of the 
estate tax is, to permit certain credits to be applied 
to one part without being applied to the other.
The form on page 11 is a reproduction of the reca­
pitulation of assets and deductions which constitutes 
Schedule 0 of Form 706 (revised June 1944), the 
Federal Estate Tax Return. Other portions of this 
return are reproduced and explained later in this 
chapter.
Valuation of Assets—Property Left by 
Decedent
Date and Basis
The gross estate includes all property of every kind 
wherever situated, except real property outside of the 
United States, at its value at the time of decedent’s 
death, to the extent of decedent’s interest at that 
date. This covers all actual property of every kind 
left by decedent. Reg. 105, Sec. 81.10 states that the 
value to be used is the fair market value, the price 
at which the property would change hands between a 
willing buyer and a willing seller, neither being under 
any compulsion. All relevant facts and elements of 
value should be considered in each case.
Instead of using the value of property at the time
of decedent’s death, Sec. 811 (j) permits valuation as 
of one year after death, provided the executor elects 
to exercise this option in the Estate Tax Return. This 
option affords relief when estate assets shrink in value 
within the year following death. If the optional date 
is elected, any asset distributed, sold, or otherwise 
disposed of during that year is valued as of the date 
of its disposition. Any asset whose value is affected by 
the mere lapse of time, whether disposed of or re­
tained for the year, is to be valued as of' the date of 
death, except that adjustment is made for any change 
in value not due to lapse of time. For example, 
amortization of the value of a patent during the time 
held by the estate is not deducted from its value as 
of the date of death, because this reduction is due 
solely to lapse of time. But if the patent were sold 
during the year at a price less than its value at death, 
the selling price, increased by the applicable amorti­
zation, would be used instead of the value at death.
An interest-bearing asset is valued without regard to 
accrued interest, because accrued interest is itself an 
asset separately valued. Where the optional valuation 
date is used, interest accrued between the date of 
death and the subsequent valuation date does not con­
stitute part of the taxable estate.
Schedule O, reproduced on page 11, of the estate tax 
return provides spaces in which optional values, when 
used, are to be stated.
Real Estate
Every asset included in the gross estate, except 
household and personal effects, should be so described 
that it can be identified readily. Thus, a legal de­
scription of every parcel of real estate should be given 
in Schedule A. The area should be stated, and a short 
description given of any improvements, such as build­
ings. For rural property, the schedule should show 
township, range, and other identifying data; for other 
property, street and number, ward, block, lot, and 
other data.
When real estate is subject to a mortgage which is 
enforceable against assets other than the real estate 
itself, Schedule A should show the gross value of the 
property and the mortage debt should be included in 
Schedule L as a deduction. But if the mortgage can 
be collected only out of the property itself, Schedule A 
should show only the net value, consisting of the gross 
value of the real estate reduced by the mortgage debt,   
and no deduction is allowable under Schedule L. An 
appraisal ordinarily is required and a copy should be 
attached to the return.
No reduction in value is allowed for the dower in­
terest of a surviving wife or the curtesy interest of a 
surviving husband. For a discussion of joint interest, 
see page 12.
Stocks and Bonds
Schedule B lists the stocks and bonds. As to stocks,
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the number of shares held, an exact description of the 
stock, the price per share, and the principal exchange 
upon which the stock is sold, or if unlisted the loca­
tion of the principal business office and the state and 
date of incorporation should be shown. Bonds should 
be described by showing the quantity, denomination,
and a complete description including maturity date 
and interest data. If listed, the name of the exchange 
should be given; if unlisted, the principal business 
office of the corporation.
The principles underlying the valuation of securi­
ties for estate tax purposes are the same as those
SCHEDULE O
RECAPITULATION
(See instructions on reverse of this sheet)
Sched­
ule Gross estate
Value under 
option
Value at date 
of death
A
B
C
D
E
F
G
H
I
Real estate_________________
Stocks and bonds........................
Mortgages, notes, and cash____
Insurance............. ................. .....
Jointly owned property..............
Other miscellaneous property... 
Transfers during decedent’s life.
Powers of appointment__
Property previously taxed
$-
Total Gross Estate.
Sched­
ule Deductions
Amount 
(See note*) Amount
J
K
L
M
N
Funeral expenses.....................................................
Executors’ commissions................................... .......
Attorneys’ fees------------.------ ----------------- -----
Miscellaneous administration expenses............. —
Debts of decedent.................................. -................
Mortgages and liens................ _....... ... ............. —.
Net losses during administration..... ... ..................
Support of dependents__ _____ _______________
Charitable, public, and similar gifts and bequests.
XXXXXXXX --------------------- ..................
xxxxxxxx
Item (6)
Item (c) 
Item (d)
Value of property subject to claims__________________________________________________________
Amount of excess (item (a) in next to last column less item (b))__________________  xxxxxxxx
Total Allowable Deductions, except specific exemption and property previously
taxed (See note**) xxxxxxxx
$-__________ ___
xxxxxxxx
$.............. -............
(
*Use next to last column and item (c) under “Deductions” only if decedent died after October 21, 1942, and the total deductions for 
funeral and administration expenses, debts of decedent, mortgages and liens, and support of dependents exceed the value of property 
includible in the gross estate subject to claims. In such a case attach an additional sheet showing the computation of item (b). See 
instructions on reverse of this sheet for explanation of use of next to last column and item (c).
**If next to last column and item (c) should not be used, the amount of item (d) is the same as the amount of item (a) in the last 
column. If next to last column and item (c) should be used, the amount of item (d) is the difference between item (a) of last column 
and item (c).
Estate of......... 15—19485-2 Schedule O—Sheet XVIII
$........ -
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applicable for the gift tax. For a discussion of the 
valuation of securities listed on a stock exchange, see 
page 3.
Inactive stock and stock in close corporations should 
be valued on the basis of the corporate net worth, 
earnings and dividend record, and other factors. All 
financial data should be submitted in duplicate. Se­
curities having no value, or only a nominal value, 
should be so listed.
Declared dividends and accrued interest should be 
shown separately.
Mortgages, Notes, and Cash
These assets are shown in Schedule C. For mort­
gages and notes, face value and balance, date of the 
instrument, date of maturity, name of maker, and in­
terest rates and dates should be given. The listing of 
a mortgage should show also the property mortgaged. 
Cash on hand should be listed separately from bank 
deposits. The latter should be itemized to show for 
each the name and address of the bank, the balance, 
and the type of account (e.g., checking, savings, time 
deposit, or other). Schedule C includes also a state­
ment of decedent’s contracts to sell real estate, his 
contracts to buy being shown in Schedule A.
Life Insurance Receivable by Estate
All proceeds of insurance on decedent’s life, re­
ceivable by his estate or payable to others for the 
benefit of his estate, are equivalent to cash and are in­
cludible in full in Schedule D. Insurance for the bene­
fit of the estate includes insurance to provide funds 
for the estate tax or any other charge enforceable 
against the estate, even though the insurance may be 
payable to another beneficiary (provided the bene­
ficiary is legally bound to use the proceeds for the 
estate’s benefit). Premiums on such insurance need 
not have been paid by decedent. A certificate from 
the insurance company (Form 712) must be filed for 
each policy listed. For a discussion of insurance pay­
able to others and not for the benefit of the estate, 
see page 13.
Other Miscellaneous Property
Schedule F includes all items of the gross estate not 
returnable under any other schedule, such, for ex­
ample, as accounts receivable, interest in a co-partner­
ship or other business, leaseholds, judgments, pen­
sions, automobiles, and household and personal 
effects. An interest in a business must include good­
will and should be valued in about the same way as 
stock in a close corporation. An interest in a trust 
should be supported by duplicate copies of the trust 
instrument, and an annuity should be fully described.
Household and personal effects can best be listed 
by a room-by-room itemization. Articles in the same 
room, none of which has a value exceeding $50, may 
be grouped.
Articles, such as jewelry, of marked artistic or in­
trinsic value exceeding $2,000 in total should be sup­
ported by expert appraisals filed with the return. [See 
Reg. 105, Sec. 81.10(g)].
Joint Interests
When a person owns property jointly with another 
person, it is usual for his interest to pass to the sur­
vivor upon his death and thus the estate tax becomes 
operative in order to tax the transfer occasioned by 
his death. Schedule E must disclose all property of 
whatever kind or character, whether real estate, per­
sonal property, bank accounts, or any other type, in 
which decedent held at the time of his death a joint 
interest with a right of survivorship. This kind of 
joint interest differs technically from the interest of 
a husband or wife in the “community property” recog­
nized by a few states, and therefore community prop­
erty is discussed under Other Items in Gross Estate, 
which deals with items in the gross estate other than 
property left by decedent. But joint interests include 
the interest of a husband or wife in property held as 
tenants by the entirety, which is a technical form of 
ownership recognized in all states. An interest as a 
tenant in common, which means an undivided inter­
est without right of survivorship, is not to be included 
in Schedule E.
Reg. 105, Sec. 81.23, states that the entire property 
is prima facie a part of decedent’s gross estate, but 
that there should be included only the proportionate 
part of the property acquired by decedent’s own funds 
or only a fractional part equal to that of other joint 
owners when their interests were not specified or, 
fixed by law. Thus, where property was acquired by 
decedent and his spouse (as tenants by the entirety) 
by gift or through a will or by inheritance, only one- 
half is included in decedent’s gross estate. This rule 
of equal shares applies when one of the other tenants 
received his share from decedent for an adequate and 
full consideration; if it was received for less than full 
consideration, there should be omitted from de­
cedent’s gross estate only so much of the value of 
the property as is proportionate to the consideration 
furnished by the other tenant or tenants. A relin­
quishment of any sort of marital right does not con­
stitute consideration.
Property Previously Taxed
When property is transferred by or as a result of 
death to two persons successively during a period of 
five years, or when property received by gift is trans­
ferred by reason of the death of the donee within five 
years thereafter, the law affords relief in order to 
avoid virtual confiscation through taxation. For ex­
ample, if a wife received property from her husband 
by gift or upon his death, and then within five years 
she dies and leaves the same property to someone, 
double taxation may be avoided by allowing a de­
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duction, from the wife’s gross estate, for the value 
of the property previously taxed. But this deduction 
is allowed only once; if the person who received the 
property from the wife dies within five years, no such 
deduction is allowed in that person’s estate.
This deduction is subject first to certain conditions 
in addition to those already stated. The property 
must be identified as either the same property re­
ceived by decedent or as property received in ex­
change therefor; the property must have formed part 
of the prior decedent’s gross estate in the United 
States, or have been included in the total amount of 
the donor’s gifts made within five years prior to de­
cedent’s death; and, an estate tax or a gift tax must 
have been paid on the transfer of such property. The 
deduction is limited to the aggregate value of the 
property as finally determined in the case of the prior 
decedent or donor, or to the aggregate value of such 
property included in the gross estate of the present 
decedent, whichever is lower. The deduction, as 
limited by the preceding sentence, is reduced by the 
total amount paid prior to the present decedent’s 
death on any mortgage or other lien on the property 
previously taxed, provided such mortgage or lien was 
deducted in determining the estate tax of the prior 
decedent or the gift tax of the donor. All of the fore­
going is shown on Schedule I, reproduced on page 14, 
the final result being the deduction for property pre­
viously taxed, without proportionate reduction. The 
proportionate reduction is a further reduction re­
quired in computing the net estate for each part of 
the estate tax, and this is illustrated and explained 
later in this chapter.
Comments on Schedule I
Schedule I shows the computation of two basic 
items or amounts. The first is the amount of pre­
viously taxed property to be included in the gross 
estate, and this amount is entered in the Recapitu­
lation of items composing the gross estate, which is 
Schedule O on page 11 of this chapter. The second 
is the deduction for property previously taxed, but 
without proportionate reduction, to be entered in 
Schedule O on page 11 of this chapter. The second 
the net estate for each part of the estate tax, each 
of which is reprinted later in this chapter.
Other Items in Gross Estate
Insurance to Others Than Estate
It is necessary to include, in the gross estate, cer­
tain insurance on decedent’s life issued by insurance 
companies or by fraternal beneficial societies operat­
ing under the lodge system even though payable to 
beneficiaries other than the estate, in order to pre­
vent evasion of the estate tax. If such insurance were 
not included, a person could purchase a large amount 
of insurance and have it payable directly to those
beneficiaries to whom his estate otherwise would pass 
subject to the estate tax. But if the premiums were 
not paid, directly or indirectly, by decedent and if 
he had no rights in the policy, the insurance would 
not form part of his estate because decedent con­
tributed in no way to its acquisition.
If decedent died after October 21, 1942, the Code 
as amended by the Revenue Act of 1942 is applicable. 
Under the Code as so amended, insurance payable to 
others than the estate is includible in Schedule D 
with no exemption if decedent directly or indirectly 
paid the premiums or if, at his death, he possessed 
any of the rights known as incidents of ownership, 
described in the succeeding paragraph. If decedent 
paid part of the premiums, the proceeds are in­
cludible in the proportion that the amount paid by 
him bears to the total premiums paid. In determining 
that proportion, the amount paid by decedent on or 
before January 10, 1941, is excluded if at no time 
thereafter he possessed any incident of ownership 
(including a reversionary interest; for example, the 
right of his estate to receive the proceeds if the bene­
ficiary predeceased him). But decedent’s payments 
of premiums on or before January 10, 1941, are in­
cluded in computing the total premiums paid. In­
surance is includible even though decedent had made 
a gift of the policy by assignment, if the gift itself 
would be includible, as explained hereinafter.
An incident of ownership is a right to some eco­
nomic benefit in the policy. The principal rights are 
the right to change the beneficiary, to surrender or 
cancel the policy, to assign it or to revoke an assign­
ment, and to pledge the policy as security for a loan 
from the insurance company or others. Sec. 811 (g) 
(2), IRC, provides that a reversionary right shall not 
constitute an incident of ownership, but such a right 
is taken into account in determining premiums paid. 
Transfers During Decedent’s Life
If decedent during his life made gifts by transfer­
ring property, by trust or otherwise, without receiving 
in exchange adequate and full consideration in money 
or money’s worth, the amounts of such gifts must be 
listed in Schedule G as part of his gross estate if the 
gifts were made in contemplation of death or to take 
effect in possession or enjoyment at or after his death. 
Without this provision of law, any person could com­
pletely avoid the estate tax by giving away his prop­
erty and paying a gift tax, instead of subjecting his 
estate to the estate tax at higher rates. Includible 
transfers are valued as of decedent’s death, or as of 
one year later if the optional valuation, previously 
described, is used, regardless of their values when the 
gifts were made. But improvements or betterments 
made by the donee are not taken into account. If an 
inadequate consideration was received, the excess of 
the fair market value, as of the valuation date, over 
the consideration received is included as the amount
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of the transfer. This subject is highly technical, has 
been extensively litigated, and the Code and regula­
tions have frequently been changed by amendment.
Contemplation of death has been defined by the 
United States Supreme Court (US v. Wells, 283 US 
102) to mean neither the realization that death is 
inevitable nor the fear that it is imminent, but rather 
the thought of death as a motivating cause for the 
gift, although it need not be the sole reason for the 
transfer. The donor’s physical and mental condition 
and all other relevant circumstances are taken into 
account to determine whether the gift was testamen­
tary in character, i.e., the type of gift which the donor 
otherwise would have made by will, Sec. 811 (c) IRC 
provides that any gift of a material part of donor’s 
property in the nature of a final distribution made 
by decedent within two years prior to his death shall 
be presumed to have been in contemplation of death. 
This presumption can be overcome by evidence. On 
the other hand, a transfer made prior to two years 
before death will be held to have been in, contempla­
tion of death if the facts warrant it.
A gift will be held to be one to take effect at or 
after death if it will not become complete in all 
respects, especially as to the full enjoyment of the 
property and the income from it, until the donor 
dies. For example, a gift will be effective at death 
if the donor retains for his life, or for any period not 
ascertainable without reference to his death, posses­
sion or enjoyment of the property or the income from 
it, or the right, either alone or in conjunction with 
another person, to designate the persons who shall 
possess or enjoy the property or its income. The re­
linquishment of a power to alter, amend, reyoke, or 
terminate a transfer will, in a proper case, constitute 
a transfer in contemplation of death.
Effect of Gift Tax
A gift in contemplation of or effective at death, 
like any other gift, is subject to the gift tax. When a 
gift tax is paid on a gift which itself must be included 
in the donor’s gross estate upon his death, the law 
provides a credit for the gift tax which is explained 
in the discussion of Computation of Tax.
Powers of Appointment
A power of appointment is a power given to a 
person, called the donee of the power, to designate 
who shall receive the property, or an interest in it, 
to which the power relates. When the donee of the 
power dies, the property subject to the power must 
be listed in Schedule H for inclusion in his gross 
estate. It must be included also if decedent exercised 
or released the power in contemplation of death or 
to take effect at or after death. This subject is highly 
technical. Certain kinds of powers are excepted irre­
spective of the time they were created, and certain 
others are excepted if created on or before October
21, 1942. Inclusion of property subject to a power 
does not depend upon the technical form of the 
power; inclusion is required, if in substance and 
effect, a power to appoint was created by any form 
of instrument.
Community Interests in Property
Prior to the Revenue Act of 1942, only one-half of 
community property was generally includible in the 
estate of the first spouse (husband or wife) to die. 
•Also, transfers during life were generally considered 
to have been made jointly by husband and wife. The 
law now requires inclusion, in the estate of the first 
to die of the entire value of community property, 
except such part as can be proved to have been the 
separate property of the surviving spouse. Further, 
there must be included at least the full amount of 
which the first to die could dispose by will, and this 
in some states requires inclusion of half of the com­
munity property even though the surviving spouse 
alone may have created all of it. The constitutional­
ity of these provisions is* now being tested in the 
courts.
Allowable Deductions
Summary of Deductions
“Deduction” is a technical word and should not be 
confused with* exemption or credit. A deduction is 
an amount to be deducted from the gross estate to 
determine the net estate, which is reduced by a spe­
cific exemption to determine the net taxable estate. 
The tax is computed on the latter, but the tax itself 
is reduced by certain credits to determine the tax 
which must be paid. All of the deductions except 
the deduction for property previously taxed are listed 
in Schedule O (see page 11). The deduction for prop­
erty previously taxed cannot be shown in Schedule O 
because its amount is reduced by a proportion com­
puted on the total deductions shown in Schedule O 
plus the specific exemption, which is different for each 
part of the tax. Therefore it is shown in Schedules P 
and Q.
Administration Expenses
These expenses consist of funeral expenses, execu­
tors’ commissions, attorneys’ fees, and miscellaneous 
administration expenses, all shown on Schedule J but 
stated separately in the recapitulation in Schedule O.
The one underlying rule applicable to funeral ex­
penses is that they must be reasonable in view of the 
financial condition of the estate and of decedent’s 
social position, age, and religion. Relatives personally 
may pay as much as they choose for a funeral, but the 
executor cannot deduct from the gross estate more 
than a reasonable amount. Expenses of the last illness 
are debts and not funeral expenses.
The deduction for attorneys’ fees depends upon the
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nature of services rendered, the difficulty of questions 
involved, the time required, the results attained, the 
size of the estate, and the professional standing of the 
attorney.
Miscellaneous administration expenses include ad­
vertising for creditors, filing and recording fees, cost 
of certificates and certified copies, premium on execu­
tor’s bond, fees of appraisers, and all other expenses 
necessarily incurred in collecting and distributing 
assets. Estimated expenses not yet paid are deductible 
if reasonable in amount. 
Executor’s commissions constitute the executor’s 
compensation for his services. In some states, the 
judge of the state court which supervises the ad­
ministration fixes the amount. In others, the com­
pensation consists of commissions at fixed percentages 
of cash and certain personal property received and 
distributed or to be distributed. In most states, the 
compensation cannot be drawn until the administra­
tion has been completed, which includes the payment 
of the estate tax. Consequently, the deduction for 
commissions taken in computing the estate tax may 
be an estimated amount which must be reasonable. 
Debts
Debts owed by decedent are listed in Schedule K, 
and mortgages and liens in Schedule L. Debts include 
all valid debts of decedent unsecured by mortgage 
or lien, taxes on property accrued at death, income 
taxes on income during decedent’s life, enforceable 
pledges to make gifts to religious, charitable, or simi­
lar organizations, and balances due on contracts for 
the purchase of property in the gross estate. In 
Schedule L are listed all mortgages and liens due by 
decedent on property included in the gross estate, full 
particulars of each being stated.
Losses and Support of Dependents
Losses during administration are thos*e from fire or 
other casualty not compensated for by insurance or 
otherwise. Such losses are not deductible if they have 
been used as deductions in the estate’s income tax 
returns. Full particulars, including identification of 
the property in the gross estate, must be given.
A deduction is allowed for the support of de­
pendents of the decedent during the settlement of 
the estate. It is limited to the amount authorized by 
the laws of the jurisdiction in which the estate is 
being administered, and to the amount actually dis­
bursed to the dependents. There are some cases which 
hold that the authorized disbursement is not neces­
sarily the amount to be allowed in determining the 
federal estate tax. These cases hold that the amount 
allowable for that purpose is limited to the amount 
reasonably necessary for the support of the de­
pendents.
Losses and support of dependents are stated in 
Schedule M.
Charitable and Similar Gifts
Charitable, public, and similar gifts, including 
legacies and devises, are deductible and should be 
shown in Schedule N. Full particulars must be given, 
and copies of the will or any other instrument by 
which the gift was made must be submitted. When 
the will or the law of decedent’s state makes the 
estate tax or any part of it payable out of the gift 
itself, the amount to be included in Schedule N as 
deductible is the amount of the gift reduced by the 
estate tax payable out of it. This creates an algebraic 
situation because the deduction cannot be determined 
until the estate tax is known, and the estate tax can­
not be determined until the deduction is known. The 
situation is further complicated where decedent’s state 
also imposes an estate tax with a similar requirement. 
The most complete solution is obtained by using the 
Greeley Formula published originally in The Journal 
of Accountancy in 1938 (May, p. 433; June, p. 511; 
July, p. 53), and presently published in tax services. 
If the executor is unable to make the computation, 
the Bureau of Internal Revenue will compute it for 
him, but that is of no help if he wishes to forecast 
the amount of tax in order to provide funds for 
paying it.
The deduction for charitable and similar gifts in­
cludes property which falls into any such bequest or 
devise as a result of an irrevocable disclaimer. For the 
estate of a decedent dying after October 21, 1942, the 
disclaimer must be made before the due date for filing 
the estate tax return, including any extension of time 
granted for filing.
Limitation on Deductions
The total amount of deductions, except for chari­
table and similar gifts and for losses during adminis­
tration, must be reduced by the amount by which the 
deductions exceed the value, at decedent’s death, or 
as of one year later, of property includible in the gross 
estate which legally can be used for the payment of 
items claimed as deductions. For instance, life insur­
ance payable directly to decedent’s widow obviously 
is not available for the payment of any claims against 
the estate. The value of property at death, or as of 
one year later, is further reduced by deductible losses 
during administration. The example on page 17, re­
produced from Form 706, shows clearly how this rule 
is applied.
Determination of Net Estate 
General Method
The determination of the net estate to which each 
part of the federal estate tax applies follows a simple 
pattern. From the gross estate shown by Schedule O, 
all deductions and the specific exemption are sub­
tracted and the result is the net estate for tax. 
Separate computations for the basic tax and for the
INSTRUCTIONS FOR SCHEDULE O 
RECAPITULATION
The computation of the “Total Gross Estate” and of the “Total 
Allowable Deductions, except specific exemption and property pre­
viously taxed” must be shown as indicated under this schedule.
If the decedent died after October 21, 1942, the amount, if any, 
by which the total deductions for funeral and administration ex­
penses, debts of decedent, mortgages and liens, and support of 
dependents exceed the value of property includible in the gross 
estate subject to claims is disallowed. “Property subject to claims” 
is the property includible in the gross estate which, or the avails of 
which, under the applicable law, would bear the burden of the pay­
ment of such deductions in the final adjustment and settlement of 
the estate, reduced by the amount of the deductions for any losses
(shown under Schedule M), attributable to such property, incurred 
during the settlement of the estate from fires, storms, shipwrecks, 
or other casualties, or from theft. In such a case the entries must 
be made as indicated in the next to the last column and at item (c) 
of this schedule, and an additional sheet must be attached showing 
the computation of item (b), “Value of property subject to claims.”
Example: The decedent died after October 21, 1942, and the 
total amount of the deductions specified above exceed the value of 
property subject to claims. Schedule O, Recapitulation, and the 
Computation of Value of Property Subject to Claims for this 
example, follow:
RECAPITULATION
Sched­
ule Gross estate
Value under 
option
A
B
C
D
E
F
G
H
I
Sched­
ule
K
L
M
N
Real estate_________________
Stocks and bonds____ __
Mortgages, notes and cash____
Insurance__ ________________
Jointly owned property_______
Other miscellaneous property__
Transfers during decedent’s life.
Powers of appointment... ....... ...
Property previously taxed..
Total Gross Estate.
Deductions
Funeral expenses.______ _______ ___________
Executors’ commissions........ .................................
Attorneys’ fees___ ________________ _______ _
Miscellaneous administration expenses.—.............
Debts of decedent.................... ...............................
Mortgages and liens.................„.......... ......... .........
Net losses during administration_____ ________
Support of dependents....... ......... ............. ............ .
Charitable, public, and similar gifts and bequests.
Item (a) Totals_______________________
Item (b) Value of property subject to claims.
Item (c) Amount of excess (item (a) in next to last column less item (b)).... ....... ................——
Item (d) Total Allowable Deductions, except specific exemption and property previously
taxed.
Value at date 
of death
$100, 000 $110, 000
200,000 220, 000
500 500
150, 000 150,000
30,000 30,000
5,000 5,000
180, 000 180,000
$665, 500 $695, 500
Amount Amount
$600 $600
8,000 8,000
10,000 10,000
400 400
290,000 290,000
50,000 50,000
xxxxxxxx 900
xxxxxxxx 700
$359, 000 $360, 600
339, 600 xxxxxxxx
X X XX X X X X 19,400
xxxxxxxx $341, 200
COMPUTATION OF VALUE OF PROPERTY SUBJECT TO CLAIMS, ITEM (5)
Total gross estate__ __________ __________ ___________ ____  _______________________________________________ $665, 500
Property not subject to claims against estate:
Insurance payable to widow............................. ...................... ................... ............ ......................
Jointly owned property (held by decedent and wife as tenants by entirety)........................ —
Transfers during decedent’s life (transferred to wife in contemplation of death)..-------------- -
Total property not subject to claims............................................................—---------------------- —
Gross value of property subject to claims..................... —...............-----...........................................
Loss during administration (Motorboat lost by fire, item 3 of “Other Miscellaneous Property”, 
not covered by insurance)................................................----------------------------------------------
Net value of property subject to claims—............................. ............................... ...... ........... ........
$115, 000 
30,000
 180,000
_________________ 325,000
_________________ $340, 500
____________________ 900
 $339,600
16—19485-3
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additional tax are required because the specific ex­
emption for the basic tax is $100,000 but is only 
$60,000 for the additional tax, and because, also, the 
net deduction for property previously taxed differs in 
the two computations. It is only the latter item which 
presents any difficulty.
Property Previously Taxed
The amount to be included in the gross estate for 
property left by decedent which had been subjected 
to an estate or gift tax within five years prior to de­
cedent’s death, and the amount of the deduction 
applicable to such property, have been explained here­
inbefore. It was there noted that the deduction must 
be proportionately reduced, and the computation of 
the proportionate reduction will now be explained. 
The deduction for property previously taxed must be 
reduced in a special way if the total gross estate is 
not subject to the payment of general claims. The 
example below shows the computations when all of 
the gross estate is subject to general claims.
In each part of the example below, item 1, total
gross estate, and item 2, total allowable deductions, 
except specific exemption and property previously 
taxed, are taken from Schedule O. The amount of 
item 3, specific exemption, is printed in each Schedule 
(P and Q). Item 5, deduction for property pre­
viously taxed without proportionate reduction, is 
taken from Schedule I, item (c). Item 6, the 
proportionate reduction which is subtracted from 
item 5, is that proportion of item 4, total other de­
ductions, which item 5, the unreduced deduction for 
property previously taxed, is of item 1, the total gross 
estate. $550,000÷$1,657,000=.3319. Application of 
this decimal (.3319) to the other deductions in Sched­
ule P, $312,615, gives the proportionate reduction 
(item 6), which is $103,756.92. Subtracting this re­
duction, $103,756.92, from the amount otherwise de­
ductible, $550,000, gives item 7, the deduction to be 
used in Schedule P, which is $446,243.08. In Schedule 
Q, the decimal .3319 is applied to $272,615 to produce 
$90,480.92 for the amount of item 6, the proportionate 
reduction, which results in a net deduction of $459,­
519.08 for property previously taxed. In each sched­
SCHEDULE P
NET ESTATE FOR THE BASIC TAX—RESIDENT OR CITIZEN
Instructions.—This schedule should be used only for the estate of a resident or citizen of the United States.
1. Total gross estate_ .________________________________________________________ ___
2. Total allowable deductions, except specific exemption and property previously taxed___........ 212,615.0
$1,657,000.00
3. Specific exemption.
4.
5.
6.
Total deductions, except property previously taxed (item 2 plus item 3)............... .... ........ .....
Deduction for property previously taxed without proportionate reduc­    
tion (Schedule I, item (c))________________ ____________________ $550,000.00
Proportionate reduction (see instructions for Schedule I as to computation,   
subparagraph (3) under “Limitations”)______________________ ..._ $103,756.92
7. Net deduction for property previously taxed (item 5 minus item 6)_____________.—..........
8. Total deductions (item 4 plus item 7)_____________________________________________
9. Net estate (item 1 minus item 8)........................ ............. ............................ ........................... —
100, 000. 00
$ 312,615.00
$ 446.245.08
...7.58,858.08 
$ 898,141.92
SCHEDULE Q
NET ESTATE FOR THE ADDITIONAL TAX—RESIDENT OR CITIZEN
Instructions.—This schedule should be used only for the estate of a resident or citizen of the United States.
1. Total gross estate.-------------------------------------------------------------------------------------------
2. Total allowable deductions, except specific exemption and property previously taxed. ..........
3. Specific exemption (insert $60,000 if decedent died after October 21, 1942, and $40,000 if
decedent died on or before such date).____________________________________ _____ _
$ 657,000.00
4. Total deductions, except property previously taxed (item 2 plus item 3)_.______________
5. Deduction for property previously taxed without proportionate reduction $550,000.00
(Schedule I, item (c)). ----------------------------------- ----------------------
$ 272,615.00
8
6. Proportionate reduction (see instructions for Schedule I as to computa­ 
tion, subparagraph (3) under “Limitations”)------- ..—.-------------------  $ 90,480.92
7. Net deduction for property previously taxed (item 5 minus item 6)----------------------------
8. Total deductions (item 4 plus item 7)------- ------------- ------ --------------------------------------
9. Net estate (item 1 minus item 8)------ ------------------------ -------------------- ---- ---- ---------
$ 459,519.08
 752,154.08 
924,865.92
$ 212,615.00
 60,000.00
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ule, the deduction for property previously taxed is 
added to the other deductions and the total is then 
subtracted from the gross estate to determine the net 
estate for tax.
Gross Estate Partially Subject to General Claims
Some claims for expenses, debts, mortgages, losses, 
and support of dependents may be enforceable pri­
marily, or even solely, against particular items of 
property in the gross estate. In that event, only the 
remainder of the value of such items in the gross 
estate is subject to general claims (claims which under 
the law of decedent’s state may be enforced against 
any property). Effect is given to this in reducing the 
deduction for property previously taxed, which itself 
may be subject to priority of specific (not general) 
claims. This is accomplished in Sec. 812 (c), IRC, by 
requiring, first, that the deduction for property pre­
viously taxed (item 5 of Schedules P and Q) be re­
duced to give effect to the amount subject to specific 
claims. Then comparison of the deduction for prop­
erty previously taxed is made, not with the total gross 
estate, but with the total amount of the gross estate 
which is subject to general claims. This permits the 
elimination of other items in the gross estate, such as 
life insurance, which are not subject to general claims, 
and thus makes the comparison consistent by using 
like factors. The detailed steps in making these 
adjustments are too intricate to be explained and 
illustrated here, but an example is given in the 
Instructions for Schedule I, in Form 706.
Computation of Tax 
Structure of Tax
The federal estate tax is composed of two parts, the 
basic tax imposed by IRC, Sec. 810, and the additional 
tax imposed by IRC, Sec. 935. The former is imposed 
on the net estate determined in Schedule P, the spe­
cific exemption being $100,000, and the rates ranging 
from one per cent of the net estate not in excess of 
$50,000 to 20 per cent of the net estate in excess of 
$10,000,000. The additional tax is imposed on the 
net estate determined in Schedule Q, the specific ex­
emption being $60,000, and the rates ranging from 
3 per cent of the net estate not in excess of $5,000 
to 77 per cent of the net estate in excess of $10,000,000. 
Consequently, any change in either net estate in­
creases or reduces the tax by the highest percentage 
rate applicable to the net estate which was altered in 
amount.
Table of Rates
The safest way to compute either part of the 
estate tax is to use Sec. 810 and Sec. 935, which show 
the brackets or ranges and the rate applicable to each. 
Care should be exercised to use these sections as 
amended and applicable as of the date of death, be­
cause changes have been frequent. For the con­
venience of taxpayers, Form 706, on Sheet XXII, gives 
a table of rates, and other tabulations are printed in 
tax services. After the tax has been computed, it 
should be checked by the use of the table. If a copy 
of the Code sections applicable as of the date of death 
is not available, the tax can be computed solely from 
the table of rates in Form 706, but it is essential that 
the form used be the one applicable as of the date 
of death, because this form has frequently been re­
vised. The first step in the use of any tabulation is 
to ascertain how it was constructed and precisely how 
it is to be used. The table printed in Form 706 is 
reproduced on page 20, and its use is illustrated in 
the following paragraphs.
In the discussion beginning on page 16, the de­
termination of each net estate was illustrated, and 
the same example is now used to illustrate the com­
putation of the tax (see page 21). Each step is ex­
plained in a subsequent paragraph.
Item 1. Gross basic tax. The net estate for the 
basic tax, determined in Schedule P on page 18, was 
$898,141.92. In the table, find the line for which 
column (A) shows $800,000 and column (B) shows 
$1,000,000, because the net estate is between these two 
amounts. Column (1) shows that the tax on the 
amount in column (A), $800,000, is $34,500, and 
that the rate of tax on the excess over $800,000 is 
7 per cent. Seven per cent of $98,141.92 is $6,869.93, 
and this amount added to $34,500 gives the gross 
basic tax of $41,369.93.
Item 2. Credit for estate and similar taxes. This 
credit refers to state inheritance taxes of all kinds, 
paid or to be paid in the state of decedent’s domicile 
or in any other state which imposed such a tax on the 
transfer of any part of decedent’s property included 
in the gross estate. This applies also to the District 
of Columbia, to any territory, and to any possession 
of the United States. This credit, applicable only to 
the basic tax, is for the amount of state taxes actually 
paid, e.g., the net amount paid if a discount for 
prompt payment was allowed by the state, but the 
credit cannot exceed 80 per cent of the gross basic tax. 
Formerly, the allowable credit usually exceeded the 
state taxes paid, but recently state rates have been so 
increased that the credit rarely is equal to the state 
taxes. The example used was a New York estate in 
which the state taxes exceeded the credit, and conse­
quently the full 80 per cent is taken as the credit. 
But the credit can never exceed the state taxes 
actually paid.
Item 3. Gross basic tax less state credit. This is 
merely the amount obtained by subtracting the credit 
for state taxes from the basic tax.
Item 4. Credit for gift tax. This is the credit for 
the gift tax applicable to the basic tax. A further 
credit for the gift tax is applicable to the additional 
tax and is taken in item 9. The method of computing
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this credit is explained under the heading Credits 
against Tax.
Item 5. Net basic tax. This shows the gross basic 
tax reduced by the credit for state taxes and the par­
tial credit for the gift tax. It is extended into the 
outer column in the computation to facilitate its addi­
tion to the net additional tax (item 10) to show the 
total estate tax (item 11).
Item 6. Total gross taxes. The title of this item 
is likely to be confusing to the uninitiated. Perhaps 
the best title is tentative additional tax. It actually is 
the total of both gross taxes, because the gross basic 
tax is subtracted from it to determine the gross addi­
tional tax. The amount of the tentative additional 
tax can be found in the foregoing table of rates. The 
net estate, per Schedule Q, is $924,865.92. The line
TABLE FOR COMPUTATION OF ESTATE TAX
(A)
Net estate equaling—
(B)
Net estate not exceeding—
(1)
For basic estate tax
(2)
For additional estate tax (tentative tax- 
total gross basic and additional taxes)
In. effect prior to September 
21, 1941
(3)
For additional estate tax (tentative tax— 
total gross basic and additional taxes)
In effect after September 20, 
1941
Tax on amount in 
column (A)
Rate of tax on 
excess over 
amount in 
column (A)
Tax on amount in 
column (A)
Rate of tax on 
excess over 
amount in 
column (A)
Tax on amount in 
column (A)
Rate of tax on 
excess over 
amount in 
column (A)
$5, 000 
10,000
Percent
1
Percent
2
Percent
3
$5, 000 $50 1 $100 2 $150 7
10, 000 20,000 100 1 200 4 500 11
20, 000 30, 000 200 1 600 6 1, 600 14
30, 000 40, 000 300 1 1, 200 8 3,000 18
40, 000 50,000 400 1 2,000 10 4,800 22
50, 000 60, 000 500 2 3,000 12 7,000 25
60, 000 70, 000 700 2 4,200 12 9,500 28
70, 000 100,000 900 2 5, 400 14 12, 300 28
100,000 200, 000 1, 500 3 9, 600 17 20, 700 30
200,000 250, 000 4, 500 4 26, 600 20 50, 700 30
250, 000 400, 000 6, 500 4 36, 600 20 65, 700 32
400, 000 500, 000 12, 500 5 66, 600 23 113, 700 32
500, 000 600, 000 17, 500 5 89, 600 23 145, 700 35
600, 000 750, 000 22, 500 6 112, 600 26 180, 700 35
750, 000 800, 000 31, 500 6 151, 600 26 233, 200 37
800, 000 1,600, 000 34, 500 7 164, 600 29 251, 700 37
1, 000, 000 1, 250, 000 48, 500 8 222, 600 32 325, 700 39
1, 250, 000 1, 500, 000 68, 500 8 302, 600 32 423, 200 42
1, 500, 000 2, 000, 000 88, 500 9 '382, 600 35 528, 200 45
2, 000, 000 2, 500, 000 133, 500 10 557, 600 38 753, 200 49
2, 500, 000 3, 000, 000 183, 500 11 747, 600 41 998, 200 53
3, 000, 000 3, 500, 000 238, 500 12 952, 600 44 1, 263, 200 56
3, 500, 000 4, 000, 000 298, 500 13 1,172, 600 47 1, 543, 200 59
4, 000, 000 4, 500, 000 363, 500 14 1, 407, 600 50 1, 838, 200 63
4, 500, 000 5, 000, 000 433, 500 14 1, 657, 600 53 2, 153, 200 63
5, 000, 000 6, 000, 000 503, 500 15 1, 922, 600 56 2, 468, 200 67
6,000,000 7, 000, 000 653, 500 16 2, 482, 600 59 3, 138, 200 70
7, 000, 000 8, 000, 000 813, 500 17 3, 072, 600 61 3, 838, 200 73
8, 000, 000 9, 000, 000 983, 500 18 3, 682, 600 63 4, 568, 200 76
9, 000, 000 10, 000, 000 1, 163, 500 19 4, 312, 600 65 5, 328, 200 76
10, 000, 000 20, 000, 000 1, 353, 500 20 4, 962, 600 67 6, 088, 200 77
20, 000, 000 50, 000, 000 3, 353, 500 20 11, 662, 600 69 13, 788,200 77
50, 000, 000 9, 353, 500 20 32, 362, 600 70 36, 888, 200 77
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COMPUTATION OF TAX—ESTATE OF DECEDENT DYING AFTER OCTOBER 21, 1942
(See instructions on reverse of Sheet XIX)
1. Gross basic tax (Use column (1) of Table, Sheet XXII)--------------------------------------------------
2. Credit for estate, inheritance, legacy, or succession tax (not to exceed 80% of item 1).............
3. Gross basic tax less credit for estate, inheritance, legacy,or succession tax (item 1 minus item 2)
4. Credit for gift tax........................ .......—......—...............-.................... -................. -........... -.......—
5. Net basic tax (item 3 minus item 4)........... ................................. ...... .................. -.........................
6. Total gross taxes (basic and additional) (Tentative Tax) ( Use column (3) of Table, Sheet XXII)...
7. Gross basic tax----------------------------------- -------- -................. ........... .................. -..................... -
8. Gross additional tax (item 6 minus item 7)........... . ............. ................. ......................... -.............
9. Credit for gift tax..... ............. -...............-................................................................ -.........................
10. Net additional tax (item 8 minus item 9).........................................................................................
11. Total estate tax payable (item 5 plus item 10)..... ...... ....... ...... ..............  ................................. .
$ 4l,369.93
 33,093.94
$.... 8,273.99
.......  134.87
$297,900.39
....41,369.93
$256,530.46 
...... 3,060.13
$......6,155.12
 255,470.33 
$ 261,609.45
to be used is the one for which column (A) shows 
$800,000 and column (B) shows $1,000,000. Column 
(3) shows the tax on $800,000 to be $251,700, and 
37 per cent to be the rate applicable to the excess 
over $800,000. Adding 37 per cent of $124,865.92, or 
$46,200.39, results in a tentative additional tax of 
$297,900.39.
Item 7. Gross basic tax. This is the tax shown 
in item 1.
Item 8. Gross additional tax. This is determined 
by subtracting item 7 from item 6.
Item 9. Credit for gift tax. This credit is appli­
cable to the additional tax and is in addition to the 
partial credit in item 4 which was applicable to the 
basic tax. The method of computing item 9 is ex­
plained under Credits against Tax.
Item 10. Net additional tax. This is the gross 
additional tax reduced by the credit for the gift tax. 
It is extended into the outer column of the computa­
tion for addition to the net basic tax (item 5).
Item 11. Total estate tax payable. This is the 
sum of the net basic tax (item 5) and the net addi­
tional tax (item 10) and is the total amount to be 
paid.
Credits against Tax
Exemption and Deduction Distinguished from Credit
It is important to use accurately these words: “ex­
emption,” “deduction,” and “credit.” An “exemp­
tion” is an amount which is wholly exempt from 
taxation. For example, there is an exemption of 
$100,000 in computing the net estate for the basic tax, 
and there is an exemption of $60,000 in computing 
the net estate for the additional tax. A “deduction” 
is an amount deducted or subtracted from the amount 
of the gross estate to determine the net estate to which 
either part of the estate tax is to apply. To illustrate,
claims against the estate for debts owed by decedent 
are deductions because they, and other deductions, 
reduce the gross estate to the net estate which passes 
to beneficiaries, and it is on the transfer of this net 
estate that the estate tax is imposed.
A “credit” is applied against the final computation 
of the estate tax. There are two credits: one for state 
inheritance tax and one for gift tax paid on property 
included in the gross estate. The first credit is applied 
to the basic tax only. The second is applied against 
each portion of the estate tax—the basic tax and the 
additional tax.
Credit for State Inheritance Taxes
This credit was intended to prevent double taxation 
when one or more states and the federal government 
imposed a tax on the transfer of identical property. 
It was, and is, allowed only on the basic tax, because 
at the time this credit was granted there was no addi­
tional tax. The credit is for state inheritance taxes 
paid or to be paid, but it is limited to 80 per cent of 
the gross basic tax. Thus, today, full credit is not usu­
ally allowed because state tax rates have been in­
creased to produce a state tax more than 80 per cent 
of the gross basic federal tax. Since state taxes often 
are not paid until after the federal estate tax has 
been paid, due to the policy of some states to follow 
rulings by the Bureau of Internal Revenue on close 
points in dispute, the executor is allowed four years 
after the filing of Form 706 to pay state taxes and to 
claim credit for them. The proof of payment re­
quired is summarized in the discussion of Returns 
and Payment.
Credit for Gift Tax
In the computation of the estate tax, discussed here­
inbefore, the credit for the gift applicable to the basic 
tax was stated as $134.87, and the similar credit on
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the additional tax as $3,060.13. The exact computa­
tion of each credit is shown in the following para­
graphs.
Sec. 813(a)(2)(A) provides a credit against the basic 
tax consisting of the amount of the gift tax paid with 
respect to property included in the gross estate. The 
amount of such credit cannot exceed an amount 
which bears the same ratio to the basic tax (reduced 
by a credit, if any, for a gift tax under the former 
Revenue Act of 1924, which is deductible in full, and 
by the credit for state inheritance taxes) as the value 
of the property which constituted the gift (but now 
is included in the gross estate) bears to the value of 
the entire gross estate. The method of determining 
the value of the included property which constituted 
the gift is explained below. In the example used, that 
value was $27,000. The ratio of $27,000 to the entire 
gross estate, $1,657,000, is .0163. The gross basic tax 
less the credit for state taxes was $8,273.99, and .0163 
of that amount gives $134.87 as the gift tax credit 
against the basic tax.
The gift tax credit for the additional estate tax is 
provided in Sec. 936 (b). It is determined in the same 
way as the credit against the basic tax except that the 
limitation on its amount necessarily is different. The 
ratio of the included property to the entire gross 
estate is, of course, the same, namely, .0163, but it is 
applied to the gross additional tax and it cannot ex­
ceed the amount of the gift tax not used as a credit 
on the basic tax. The gross additional tax is $256,- 
530.46 and .0163 of it is $4,181.45, which is the abso­
lute limit on the credit. This limit, however, is well 
above the other limitation which is that the credit 
cannot exceed the amount of the gift tax unused in 
the credit on the basic tax. In the example used, the 
gift tax paid was $3,195. Of this amount, $134.87 
was used in the basic tax credit, and this leaves 
$3,060.13 for use as the credit against the additional 
tax.
Amount of Gift Included in Gross Estate
In determining the value of the gift property in­
cluded in the gross estate for the purpose of the ratio 
described above, the value used for the gift tax or 
the value used for the estate tax, whichever is lower, 
must be used. In valuing the included property, the 
amounts of the exclusions under the gift tax sections 
of the Code are not included. Reg. 105, Sec. 81.8 (b), 
gives this example: A donor gave property valued at 
$100,000 to five Of his children, as gifts in contempla­
tion of death. This property is included in the donor’s 
gross estate at $90,000. At the time of the gift the total 
of the exclusions was $20,000, hence only $80,000, or 
four-fifths, was included for the purpose of the gift 
tax. Four-fifths of $90,000 (the value of the prop­
erty included for the purpose of the estate tax) is 
$72,000, and this amount is used in computing the 
ratio because it is lower than the $80,000.
Accounting
When only part of gift property is included in the 
gross estate, a proportionate part of the gift tax is 
considered to be the gift tax paid on the included 
property, and in computing this proportionate part 
the total net gifts are used without deduction of the 
specific exemption under the gift tax sections of the 
Code. For this purpose, the gift tax values are used 
regardless of values for estate tax purposes. Other 
complications and refinements are illustrated in Reg. 
105, Sec. 81.7 and 81.8.
Returns and Payments
Preliminary Notice
Sec. 820, IRC, requires the executor, within two 
months after decedent’s death or within two months 
after the executor qualifies, to give written notice to 
the collector of internal revenue with whom the re­
turn is to be filed, in order to place the estate on 
record so that it will not be overlooked. This is re­
quired only if the gross estate, as of the date of death, 
exceeds $60,000, the exemption for the additional tax. 
“Executor” includes an administrator, and any other 
person in actual or constructive possession of any of 
decedent’s property at or after his death if within two 
months thereafter no executor or administrator quali­
fies. This notice must be filed in duplicate on Form 
704, giving the approximate value of the gross estate. 
Because the purpose of Form 704 is to record the ex­
istence of the estate, the statement of approximate 
value is not binding, and the filing of the notice 
should not be delayed until the value has been more 
accurately determined. Penalties may be imposed for 
failure to file.
Estate Tax Return
A complete estate tax return is required if the gross 
estate at death exceeds $60,000. All provisions of law 
concerning the assessment and collection of the basic 
tax apply also to the additional tax. The Code states 
that the time and manner of filing the return shall be 
prescribed by Regulations. Reg. 105, Sec. 81.63 re­
quires that a return on Form 706 shall be filed in 
duplicate within 15 months after the date of death, 
with the collector of the district where decedent had 
his domicile at his death. Ordinarily, the executor or 
administrator files the return, but if none has been 
appointed every person in actual or constructive pos­
session of any of decedent’s property must make a 
return giving all information known to him. Penal­
ties may be imposed for failure to file, for delay in 
filing, or for filing a false return. All documents and 
vouchers used in preparing the return should be re­
tained by the person who files it, because every estate 
tax return is audited. Duplicate copies of any Will 
must be filed with the return, one of which must be 
certified. Duplicate copies of computations or expla­
nations clarifying items in any of the schedules also 
should be filed.
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Extension of Time for Filing
In case of sickness or absence, the collector may 
grant a 30-day extension of time for filing the return, 
provided that application therefor is received prior to 
the expiration of the period for which an authorized 
extension is requested. The Commissioner of Internal 
Revenue may grant an extension not to exceed three 
months; but a written application therefor, showing 
sufficient cause, must be received on or before the due 
date. On or before the extended date for filing, a 
return as complete as possible must be filed, but sup­
plemental information subsequently filed may change 
the amount of tax shown on the return. An extension 
of time by either collector or Commissioner does not 
automatically extend the time for payment of the tax. 
Payment of Tax
The Code provides that the estate tax shall be 
payable 15 months after death; in other words, at the 
time the return is due. Duplicate receipts are given, 
one of which usually is required by the state court 
before the executor’s account will be judicially settled. 
No discount is allowed for payment in advance, as 
sometimes is the case with state taxes. Certain govern­
ment bonds and notes may be used in payment. The 
tax is payable in full with the filing of the return, 
and not in instalments.
Extension of Time for Payment
If the Commissioner finds that payment on the due 
date would impose undue hardship upon the estate, 
he may extend the time for payment for a one-year 
period or subsequent similar periods not to exceed 
in all ten years from the due date. Undue hardship 
means more than inconvenience or a moderate loss 
in selling assets to raise the needed money. If a mar­
ket for assets exists, a loss on a sale at market prices is 
not apt to be considered an undue hardship, because 
the decedent or the executor should have foreseen the 
need for funds and provided for them. A substantial 
financial loss due to a sale at a sacrifice price ordi­
narily is considered an undue hardship. An applica­
tion for extension of time is filed with the collector, 
who transmits it with his recommendations to the 
Commissioner. Security for payment of the tax may 
be required, and interest at 4 per cent must be paid.
Proof of State Taxes
As explained under Computation of Tax, certain 
credit is allowed on the basic tax for state inheritance 
taxes paid, but no credit will be obtainable unless 
proof of payment is established. The required proof 
consists of (a) a certificate of the proper officer of the 
state showing (1) the total amount of tax imposed; 
(2) the amount of discount allowed; (3) the amount 
of penalties and interest; (4) the total amount col­
lected; and (5) the date of collection; and (b) a cer­
tificate of said officer showing (1) whether a claim 
for refund is pending; (2) whether a refund has been 
authorized; and (3) if a refund has been made, full 
particulars of it. Additional proof may be required. 
The Commissioner must be advised of any subsequent 
refund.
Apportionment of Tax
Unless a will or state law otherwise provides, the 
entire burden of the estate tax will generally fall upon 
the residuary estate because this tax is paid, like an 
administration expense, out of the estate as a whole. 
This has proved unfortunate in many cases because 
it is quite common practice for testators to leave the 
residue of their estates to their nearest relatives, such 
as a wife or husband and their children. New York 
remedied this situation by enacting a statute (De­
cedent Estate Law, Sec. 124) requiring the estate tax 
to be apportioned among all of the beneficiaries of 
an estate unless the will expressly directed that this 
tax be paid out of the residue. Apportionment is 
somewhat intricate and cannot be explained here, but 
a method is demonstrated in “Estate Tax Apportion­
ment in New York,” by Harold Dudley Greeley, in 
The Journal of Accountancy for October 1940, page 
309.
Some relief, however, is now afforded estates which 
include property passing under a power of appoint­
ment, and life insurance payable to beneficiaries other 
than the estate. In such cases, unless the decedent 
directs otherwise in his will, the executor is entitled 
to recover a proportionate part of the estate tax from 
those beneficiaries. But the Commissioner cannot be 
required to apportion the tax among the persons 
liable, nor to enforce any right to reimbursement or 
contribution.
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WAR CONTRACTS
By Garman G. Blough
THE procurement of materials for a modern war is a major factor in its successful operation. Without well-trained men to use them it is obvious 
that no quantity of materials will win a war, but it 
is also true that against a modernly equipped and 
trained army any number of men would be impotent 
without a plentiful supply of well designed and well 
made materials. It is this fact that has made the 
subject of war contracts so important and the activi­
ties of the nation in producing war materials so large 
a part of the nation’s business during this war.
The subject of war contracts divides naturally into 
three distinct parts which, in their logical sequence, 
are: (1) Procurement, the original placing of the con­
tracts; (2) Renegotiation, the revision of the terms 
of the contract to prevent or recover excessive profits 
resulting from the prices fixed at the time the con­
tracts were entered into; and (3) Termination, the 
cancellation of contracts for the convenience of the 
government before they are completed, the settlement 
of the resulting claims of the contractors for costs 
incurred on the uncompleted portions of the con­
tracts, and the profit to which they should be en­
titled for doing the work which was never brought 
to completion.
Procurement
Legal Authority
Before war materials can be made, contracts must 
be let. After Congress has provided the funds and 
the authority to spend them for war materials, the 
responsible government agencies must decide what is 
needed and make the arrangements for production. 
Specifications must be drawn up, prices must be fixed, 
orders must be placed, and agreements must be en­
tered into. The person who has received such an order 
from or entered into such a contract with the govern­
ment, is called a prime contractor and his contract is 
called a prime contract. He in turn must enter into 
contracts or place orders with others for materials, sup­
plies, parts, etc., which he must have to carry out his 
own contract. These contracts which the prime 
contractor enters into with others are called subcon­
tracts and the persons with whom such subcontracts 
are made are called subcontractors. Subcontractors 
may enter into contracts with others for goods which 
they in turn need, but all contractors that are below 
or supplementary to the prime contractor are called 
subcontractors and their contracts are all called sub­
contracts.
When the government began to prepare for the 
national defense during the emergency period, first 
declared in June 1940, it soon discovered that the 
procedures required by law and regulations covering 
the obligating of government funds in peacetime were 
not practicable when the nation was preparing for 
war.
The basic statute governing peacetime procurement 
(Revised Statutes, Sec. 3709) derives from the Act of 
March 2, 1861. It is set forth as Title 41, United 
States Code annotated (1943 printing) Sec. 5:
“All purchases and contracts for supplies or ser­
vices in any of the departments of the government, 
except for personal services, shall be made by adver­
tising a sufficient time previously for proposals re­
specting the same, when the public exigencies do not 
require the immediate delivery of the articles or per­
formance of the service. When immediate delivery or 
performance is required by the public exigency, the 
articles or service required may be procured by open 
purchase or contract, at the places and in the manner 
in which such articles are usually bought and sold, or 
such services engaged, between individuals.” And: 
“Whenever proposals for supplies have been so­
licited the parties responding to such solicitation 
shall be duly notified of the time and place of open­
ing the bids, and be permitted to be present either 
in person or by attorney, and a record of each bid 
shall then and there be made.” (Title 41, USCA, 
Sec. 8 Revised Statutes, Sec. 3710, from Res. Jan. 31, 
1868.)
Peacetime procurement has thus come to require 
the placing of contracts with the lowest responsible 
bidder in the opinion of the procurement agency. 
While war has been held by the courts to make the 
public exigency provision operative, the government 
would still be restricted under the statute to procure 
“at the places and in the manner in which such 
articles are usually bought and sold.”
In 1936, Congress authorized negotiation of con­
tracts, without regard to RS.3709 for the naval build­
ing program. As the defense program grew, more 
instances of such authority were granted. With the 
start of the war, a completely broad authorization to 
negotiate contracts was needed and was provided in 
Title II, Sec. 201, First War Powers Act, December 
18, 1941, (Title 50 USCA Appendix Sec. 611) which 
reads:
“Sec. 201. The President may authorize any de­
partment or agency of the government exercising func­
tions in connection with the prosecution of the war 
effort in accordance with regulations prescribed by 
the President for the protection of the interests of the
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government, to enter into contracts and into amend­
ments or modifications of contracts heretofore or 
hereafter made and to make advance, progress and 
other payments thereon, without regard to the pro­
visions of law relating to the making, performance, 
amendment, or modification of contracts whenever 
he deems such action would facilitate the prosecution 
of the war: Provided, That nothing herein shall be 
construed to authorize the use of the cost-plus-a-per- 
centage-of-cost system of contracting.
Provided further, That nothing shall be construed 
to authorize any contracts in violation of existing law 
relating to limitation of profits: Provided further, 
That all acts under the authority of this section shall 
be made a matter of public record under regulations 
prescribed by the President and when deemed by 
him not to be incompatible with the public interest.” 
Executive Orders
Eleven days later, on December 29, 1941, the Presi­
dent, in the first exercise of the powers granted by 
this statute (Executive Order 9001), authorized the 
War and Navy Departments and the Maritime Com­
mission, to enter into contracts and do any of the 
other acts permitted by the section for the prosecution 
of the war. Paragraph 4 of Title I of the Order 
provides that “Advertising, competitive bidding, and 
bid, payment, performance or other bonds or other 
forms of security, need not be required.”
Title II of the Order contains regulations as pro­
vided for in the Act to govern the agencies in their 
exercise of the authority granted by Title I.
Under this title, (a) quarterly reports to the Presi­
dent are required with respect to contracts placed 
pursuant to the Act; (b) war contractors are required, 
as a condition of doing business with the government, 
to refrain from racial discrimination (a similar re­
straint is put upon the agencies also); (c) assignment 
of claims under government contracts are required 
to be in accordance with the Assignment of Claims 
Act of 1940 (Act of October 9, 1940, Public No. 811, 
76th Congress); (d) advance payments may be made 
to contractors “after careful scrutiny” under regula­
tions prescribed by the heads of the department; (e) 
brokerage fees are prohibited except where bona fide 
commercial relations have been maintained between 
the contractor and the broker or agent; (f) cost-plus- 
percentage system of contracting is prohibited in line 
with Sec. 201 of the Act; and (g) the fee in cost-plus- 
fixed-fee contracts is limited to 7 per cent of the 
estimated costs (exclusive of the fee) where not other­
wise limited by specific acts.
In covering the War and Navy Departments and 
the Maritime Commission, the Executive Order thus 
extended the authority of this basic wartime procure­
ment enactment to the major portion of the supply 
program. With this order as a model, the authority 
under the Act was extended to about thirty agencies 
and departments by subsequent Executive Orders. 
Among these, however, only Treasury Procurement
Division engaged in any significant volume of war 
purchasing. The RFC subsidiaries had not been under 
the peacetime procurement statutes; under their char­
ters they were able to negotiate contracts. Examples 
of other agencies authorized to exercise the powers 
of the statute are Civil Aeronautics Authority, the 
Panama Canal, the Bureau of Engraving and Print­
ing, the National Housing Authority, and the Govern­
ment Printing Office.
On January 16, 1942, the President by Executive 
Order 9024 created the War Production Board and 
delegated to the Chairman, among other authority 
and responsibility, “general direction of the war 
procurement and production program.” On January 
24, 1942, Executive Order 9040 was issued abolishing 
the Office of Production Management and transfer­
ring its functions and powers to the War Production 
Board.
War Production Board Directives
Under the authority vested in him by these Orders, 
the Chairman of the War Production Board issued 
on March 10, 1942, WPB Directive 2, “Placing Con­
tracts by Negotiation,” which prescribes policies and 
procedures “for all departments and agencies now or 
hereafter authorized by the President to exercise the 
powers set forth in Title II, Sec. 201 of the First War 
Powers Act.”
The Directive begins “(a) Except as hereinafter 
provided, all such departments and agencies shall 
place contracts relating to war procurement by ne­
gotiation. The principle of negotiation makes possible 
maximum efficiency in the use of over-all national 
resources, including manpower, materials, and money 
as well as individual plant capacity. Therefore, nego­
tiations shall be so conducted that the full strength 
of the nation will be realized through the coordina­
tion, proper evaluation, and efficient use of resources 
and plant capacity. Negotiation as used in this direc­
tive may include not only face-to-face dealings, but 
also purchasing by securing informal written bids 
or telephone quotations. Where consistent with the 
required speed of war procurement, notification of 
the proposed procurement shall be given to a reason­
able number of qualified contractors and quotations 
secured from them.”
The directive has been amended a number of 
times as the changing course of the war program 
brought changes in the relative importance of the 
various considerations, but the provisions of (b) (1) 
that “primary emphasis shall be upon securing deliv­
eries or performance at the times required by the war 
program” has remained the first consideration.
Procurement Organization—War Department
The War Department has been by far the largest 
user of war materials and therefore has had the larg­
est procurement task. Because of the enormous size
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and complexity of its program, the key to the War 
Department’s operations has been centralization of 
procurement policies and decentralization of pro­
curement operations. The focus of all authority and 
responsibility, whether arising from specific War De­
partment statutes or from delegation of Presidential 
powers, is the Secretary of War, who has charged the 
Under Secretary of War with the discharge of the 
procurement responsibilities. The Under Secretary 
is also ultimately responsible for the Air Forces pro­
curement, which is carried on separately from the 
rest of the Department and is substantially centralized. 
Excluding the Air Forces, the “line of command” in 
the War Department from the Under Secretary is to 
the Commanding General, Army Service Forces, 
whose staff (or policy-making) functions for procure­
ment and production are organized under the Di­
rector of Material, under whom, for procurement, is 
Director of Purchases, Headquarters, ASF. The op­
erating functions rest in the commanding • generals 
and their commands of the seven technical services: 
Quartermaster Corps, Engineers Corps, Ordnance De­
partment, Signal Corps, Chemical Warfare, Surgeon 
General, Transportation Corps.
The technical services are decentralized, extending 
virtually throughout the country, with certain offices 
being particularly important from the standpoint of 
the volume or kinds of activity carried on, as, for 
example, the tank and vehicle center in Detroit, the 
Chicago Ordnance District, the Philadelphia Quarter­
master.
The final link in the chain of command in procure­
ment is the contracting officer, the official authorized 
to sign contracts in the name of the United States. 
Contracting officers may be located in the various 
offices of the technical services in hundreds of cities 
throughout the country; often their offices are in the 
plants of contractors having large and important 
contracts. The conception of the term “contracting 
officer,” must often be considered as consisting of a 
team, with the individual authorized to sign the con­
tracts as perhaps the team leader, and with the team 
made up of lawyers, accountants, engineers, etc., whose 
combined functions, in the application of the De­
partment’s policies, and in the administration of the 
contracts, add up to the concept of the field of 
responsibility and activity of the contracting officer.
The contracting officer also may place contracts for 
the requirements that are given to him by other 
branches of the service. Here, of course, there must 
be an intricate interrelationship with the agencies 
regulating materials, manpower, facilities, etc. The 
negotiations, the administration, the final outcome 
under the contract are the contracting officer’s re­
sponsibility.
The instruments of effecting uniformity of policy 
and coödination of activity through this vast compli­
cated network of contracting operation in the techni­
cal services are the directives and regulations issued 
to the personnel of the services and binding upon 
them. The Procurement Regulations of the War De­
partment consist of two thick volumes of 8½ x 11 
loose-leaf sheets and afford the means by which, at 
any one time, all who need it have an authoritative 
statement of War Department policies and procedures.
Procurement Organization—Navy Department
The Navy Department is much more centralized in 
the physical operations of its procurement functions 
than is the War Department. The Navy Department 
has a few purchasing offices in the large cities, but 
it operates its procurement functions through Bu­
reaus in Washington. The Bureaus are analogous to 
the technical services in the War Department. They 
are the Bureau of Ships, of Aeronautics, of Yards and 
Docks, of Supplies and Accounts, and of Medicine and 
Surgery.
The Navy Department’s authority channels from 
the Executive Office of the Secretary to the Office of 
Procurement and Materiel. Procurement directions, 
the counterpart of the War Department’s Procure­
ment Regulations, are issued by the Office of Pro­
curement and Materiel to the Chiefs of the Bureaus, 
thence to the contracting officers of the Bureaus.
Procurement Organization—Other
The important procurement agencies other than 
the War and Navy Departments are virtually com­
pletely centralized with respect to their procurement 
and operating functions.
Contract Pricing
The letting of contracts in such a manner that the 
prices are reasonable and that both the buyer and 
the seller are protected against unforeseen contin­
gencies is a difficult job which calls for intelligence 
and ingenuity under any circumstances; this is par­
ticularly true during war. Contracting and pricing 
may be aided by a knowledge of costs and of compar­
able prices offered by others, but even with the best 
of such information the job is far from mechanical.
Comparative pricing, while a helpful guide, has 
many weaknesses. There are many items of war mate­
rial that are either not comparable in size, shape, 
material, or purpose, or are to be made by contractors 
operating under wholly different circumstances. Even 
though the products of two contractors may be fully 
comparable, one may require a much larger price 
than the other to meet his costs through no fault of his 
own. If the government needs the output of both it 
will have to pay the uneconomical producer enough 
to get him to take the contract; but that does not 
justify paying the other producer far more than fair 
compensation, which it might under fully competitive 
conditions.
Ch. 31-p. 4 Contemporary Accounting
Size of orders, volume of output, delivery schedules, 
royalties on patents, customer-furnished materials, 
financing provisions and subcontracting are other 
factors that differ among contractors in such a way 
that comparisons of prices are invalidated. Thus the 
price of a company that has to furnish its own mate­
rials in substantial amounts cannot be compared, 
without adjustment for the factor, with the price of 
one who has his materials furnished to him; nor is the 
price of a company that receives small orders and 
cannot set up for a long operation to be compared 
with that of one with a large contract providing a 
continuous run for many months.
Cost analysis may be a helpful guide to fair pricing 
after a product has been made for a while, but since 
many of the costs of any product are charges from 
subcontractors, the extent to which studies must go 
to afford a basis for fair pricing is so great as to 
preclude its wartime use in many instances. In some 
major procurements, the analysis of costs has been 
resorted to by the services with moderate results. For 
example, analyses of materials costs included in esti­
mates of a number of contractors proposing to make 
the same thing have disclosed plans by some to use 
higher-priced materials than were required to produce 
a satisfactory product. In other cases, analysis based 
on experience disclosed inefficiencies in the operating 
processes, excess spoilage, labor hoarding, or sol­
diering, etc.
Furnishing of Productive Facilities
Much of the war work that contractors were asked 
to do required facilities, both buildings and equip­
ment, of a type which they had not needed in their 
prewar business and which they had little expectation 
of needing after the war. Such contractors were nat­
urally reluctant to invest large sums of money in the 
facilities required for their war work, particularly 
when they had no idea how long it would be useful 
to them or how many war orders they would get. 
The government recognized that under such circum­
stances it must either purchase the facilities itself or 
offer the contractor substantial inducements to spend 
his own money.
Both methods were adopted. The Defense Plant 
Corporation (DPC) was created as a subsidiary of 
the government’s own Reconstruction Finance Cor­
poration (RFC) for the purpose of purchasing or 
constructing war production facilities to be leased to 
war contractors. Most of the facilities which con­
tractors thought would have no substantial postwar 
value to them were thus furnished by DPC unless 
their locations were such as to cause the manufacturer 
to want title kept in his own control. In addition, 
many contractors who did not have enough capital 
of their own to acquire the necessary facilities were 
provided with them by DPC. Of course the contracts 
for the goods to be produced in such plants had to
be written in the light of the provision of the resulting 
lease agreements with DPC.
In addition to creating the Defense Plant Corpo­
ration to furnish facilities to contractors, the govern­
ment also made provision in the tax law to encourage 
contractors to invest their own funds in facilities. 
This was done by Sec. 124 of the Internal Revenue 
Code in the Second Revenue Act of 1940. (Amend­
ments to clarify and liberalize its provisions were 
subsequently enacted in Pub. 3, H. J. Res. 80, January 
31, 1941; Pub. 285, H. J. Res. 235, October 30, 1941; 
Pub. 436, H. J. Res. 257, February 6, 1942; and 
Revenue Act of 1942.) The substance of this section 
is that a so-called Certificate of Necessity may be 
issued to a contractor or prospective contractor cover­
ing the construction or acquisition of a facility. Such 
a certificate is issuable by certain designated govern­
ment officials. The Secretary of War and the Secretary 
of the Navy were given the responsibility under the 
statute But, by his authority under the War Powers 
Acts, the President, by a series of Executive Orders, 
beginning in December 1943, transferred their au­
thority under the section to the Chairman of the War 
Production Board. There have been various criteria 
for determining when a facility is entitled to a Cer­
tificate of Necessity but in general one has been issued 
when a facility has been needed but the contractor 
would not acquire it without a certificate. After the 
authority was vested in the Chairman of the War 
Production Board the criteria were made more severe 
and some attention was given to the possibility of 
postwar value which, if apparent, usually prevented 
the issuance of a certificate to cover more than 35 per 
cent to 50 per cent of the cost.
The value of a Certificate of Necessity lies in the 
fact that the cost of the facility covered by it may be 
amortized for tax purposes over a period of sixty 
months or, in case the emergency period should end 
or a certificate of non-necessity be issued before the 
end of the sixty months, over the shorter period. 
While this accelerated amortization was not intended 
to be treated as an additional cost of the war pro­
duction it has been of considerable value to most 
contractors for tax and renegotiation purposes.
Fixed Price Contracts
The most common type of contract used during the 
war is the one commonly referred to as the “fixed 
price contract.” This type of contract fixes the price 
per unit or the price of a completed job and contains 
no provision for changing the price. It has generally 
been thought that contracts of this kind give the 
contractor the greatest incentive to cut his costs. The 
theory is that, since his selling price is fixed so that 
any reduction in his costs will produce an equal 
increase in his profit, he has the greatest possible 
reason for decreasing his costs. Of course, the profits 
he can keep are subject to the limitations that may
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be set by the price adjustment board that handles 
his renegotiation, but it is the declared policy of the 
renegotiation authorities to reward a contractor for 
decreasing his costs by allowing him greater profits 
than he would otherwise have been permitted to re­
tain.
Cost-Plus-Fee Contracts
Several different types of cost-plus-fee contracts have 
been developed during the war. These have resulted 
from efforts to improve government procurement 
while at the same time facing the realities of war 
contracting. Even before the start of the war, contracts 
providing for the reimbursement of costs plus a fixed 
fee, based upon estimated costs not to exceed some 
stipulated percentage, were permitted and were in 
increasing use in the defense program.
This form had been developed as a substitute for 
the prohibited form providing for reimbursement of 
costs plus a percentage of costs for profit. It is signi­
ficant that the First and Second War Powers Acts, 
which otherwise gave the President great powers to 
disregard existing laws respecting government con­
tracts and contracting during the war, both reiterated 
the prohibition against cost-plus-percentage contracts.
The growth of these types of contracts came about 
because lump-sum or fixed-price contracts were not 
sufficiently flexible to meet conditions facing con­
tractors in certain cases or to meet government needs 
in others. There appeared no basis for calculating the 
risk from the magnitude and complexity of the jobs 
many contractors were asked to take on. The urgency 
of placing contracts, in many cases, prevented the use 
of the business techniques of peacetime. As a measure 
of survival, manufacturers felt required to shift the 
risks of war production to the government.
The general policy of the government, in turn, was 
to accept the risks involved. One fashion in which 
the government could accept the production risks 
was in permitting prices on the lump sum of con­
tracts to be high enough to provide for all the likely 
contingencies. The inflationary effect of accepting 
this policy was recognized by those charged with the 
responsibility of keeping wartime inflation to a mini­
mum. Furthermore, it did not afford a solution to 
companies asked to finance volume far in excess of 
their normal operations when their capital did not 
permit such expansion. In many cases, the financial 
problem was met through the system of advance and 
partial payments initiated by the services which sub­
sequently gave way to commercial loans to contractors 
made by the banks and guaranteed by the government. 
In the case, however, of urgent programs completely 
beyond the capacity for self-financing, as in the case 
of aircraft and shipbuilding, to mention only two, 
some other method became essential.
When the war started, the main applications of 
cost-plus-fixed-fee contracts were to situations:
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(1) Where the size of the program did not permit 
private or government financing of working capital 
requirements but instead called for direct government 
reimbursement for material, labor, and other direct 
outlays. (The aircraft and shipbuilding programs 
were examples.)
(2) Where design changes were to be expected 
either because of belief that the original models 
would be changed during the building program or 
that modifications from battle experience would have 
to be incorporated without taking time to estimate 
the effect on costs of modifications. The aircraft and 
tank programs were outstanding examples. Building 
of the large classes of war ships presented a similar 
problem as did the conversion of one kind of vessel 
into another, such as from cruisers into airplane car­
riers or cargo ships into transports.
(3) Where new facilities owned by the government 
for producing purely military items were to be oper­
ated by private management and where previous ex­
perience provided no pattern for costs. Here again, 
tank production in the tank arsenals operated by the 
automobile companies is an example. A similar situ­
ation existed in the aircraft field. In some cases, the 
operations which began under cost-plus contracts 
were, with experience, converted to fixed-price con­
tracts with the prices giving effect to the nominal 
leases of the government plants. An example is air­
craft engines which are bought directly by the govern­
ment and supplied to the airframe producer as 
government furnished equipment.
At the beginning of the program the greatest single 
use of cost-plus contracts was in the construction field 
where approximately 15 billion dollars was expended 
on production facilities and another 10 billion dol­
lars on military facilities such as cantonments, mili­
tary buildings including hospitals, air fields, road­
ways, etc.
After production got under way, when costs became 
better known and a little more time was available to 
study contracts, cost-plus-a-fee agreements were 
frowned upon, when they could be avoided, because' 
of their tendency to encourage inefficiency.
Accounting under CPFF Contracts
Treasury Decision 5000 was published in August, 
1940, under the joint approval of the Departments 
of Treasury, War, and Navy. Its purpose was to 
determine allowable costs under War and Navy con­
tracts in order to recapture as excessive, profits in 
excess of a statutory limit of 8.7 per cent of such 
costs. Profit limitations, especially in Navy contracts, 
had been common since 1934 when the Vinson-Tram­
mell Act for naval construction was passed. The 
month following the issuance of TD 5000, the Vinson- 
Trammell profit limitation was repealed, but TD 
5000 continued as the authoritative expression of the 
government’s attitude toward costs in war contracts. 
In fact, TD 5000 came to be specifically referenced
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in certain contracts for cost determination purposes 
when the need for such determination arose. As the 
program grew the complaint was raised that for many 
purposes TD 5000 was too rigid and did not provide 
enough flexibility to use contractors’ accounting sys­
tems when they were otherwise suitable for the pur­
pose. In April 1942 a short manual entitled, “Ex­
planation of Principles for Determining Costs under 
Government Contracts,” was issued by the War and 
Navy Departments as a guide to admissible costs in 
government contracts where TD 5000 was not spe­
cifically referenced.
Incentive Contracts
With the encouragement to waste and inefficiency 
in the cost-plus-a-fixed-fee contracts on the one hand 
and the possibility of excessive profits or serious losses 
in fixed-price contracts on the other, efforts have 
continually been made to find types of contracts that 
would not have the weaknesses of either. As a result, 
a host of proposals have been made. Some have met 
with mild success in certain fields and others were 
never written into a contract or, if they were, soon 
proved their undesirability. The major effort of all 
these was to get close pricing and low costs without 
subjecting the contractor to losses due to increases 
in costs over which he had no control. Some of the 
proposals that were incorporated into contracts are 
worthy of brief mention.
In cases where the item had never been produced 
before, or it required considerable experimental and 
developmental work, so that cost estimates were out 
of the question when the contract was let, an article 
has sometimes been incorporated in the contract pro­
viding for an upward or downward revision of the 
entire price by negotiation on the basis of trial runs 
after a given percentage, say 25 per cent or 35 per 
cent, of the job has been completed. In such contracts 
provisions to cover contingencies are generally ex­
cluded and the contractor is encouraged to cut costs 
by the allowance of a better margin if he does.
Another device is to provide for periodic adjust­
ments of the price upward or downward every so 
often, say three or six months, based upon the cost 
experience of the preceding periods. Obviously this 
method cannot be used unless an excellent cost sys­
tem is in effect which will provide the data quickly 
and accurately for such periodic adjustments.
In the early days of the defense program, so-called 
“escalator clauses” were included in many contracts, 
particularly those covering a substantial period of 
time. These clauses in effect provided that the prices 
under the contract should ride up with the rise in 
costs. They usually provided for some measure of 
general costs such as those furnished by the Bureau 
of Labor Statistics. Thus if the index of the Bureau 
indicated that wages had increased 5 per cent over 
the base amount at the date of the contract, the price
should increase 5 per cent of labor costs computed by 
a somewhat complicated method. These clauses were 
not popular with the procurement agencies because 
of their tendency to encourage contractors not to try 
to hold costs down. However, escalator clauses have 
been officially approved as a general policy when the 
costs of certain items are involved, namely, lumber, 
coal, fuel oil, and gasoline. The escalation in these in­
stances is related to the OPA ceiling prices. A similar 
clause is acceptable in the case of those few items 
such as rubber on which the government actually 
fixes the price, not just a maximum.
In those cases in which the government has the 
right under the contract to make changes, such as 
altering drawings and specifications, delivery sched­
ules, quantities, shipping and packing directions, it 
is generally considered appropriate to include a pro­
vision for an equitable adjustment of the price. There 
are also other specific risks that are sometimes pro­
vided for. Examples of these are provisions to cover 
increases of freight rates authorized by the Interstate 
Commerce Commission, changes in certain taxes im­
posed by public authority, and adjustments in prices 
arising in connection with problems growing out of 
the Controlled Materials Plan.
Incentive plans of various kinds have been devel­
oped to encourage decreased costs by allowing com­
pensating profits. The Navy has developed a sliding- 
scale arrangement whereby as costs go up to a ceiling 
figure indicated in the contract, profits will decrease 
accordingly to a very low figure at ceiling. Inversely, 
as costs are reduced, an original estimate of profit is 
increased. The Maritime Commission has included 
a provision in shipbuilding contracts whereby profits 
are increased by reducing the man-hours used to build 
a ship and a bonus is given for delivery ahead of 
schedule. It also has what it calls its price-minus con­
tract in which cost-plus fees are adjusted on the basis 
of dollar savings with certain bonus and penalty 
provisions for early and late deliveries.
The so-called target-price contracts, which include 
all those in which the contractor is given a reward 
for cost savings and is penalized for cost increases, are 
generally given greater credit for providing incentives 
and bringing about economies in production than 
they deserve. Sometimes the contractor by this device 
gets paid for poor estimating in the first place rather 
than for reduction in costs. On the other hand, a 
target price can be so low that it will discourage the 
manufacturer and produce little more than a cost- 
plus-a-fee contract. To set a fair target price requires 
a great deal more accurate and detailed cost informa­
tion than most companies have. Furthermore, it re­
quires a more careful audit and analysis by the con­
tracting agency than the staff available is usually able 
to make. This accounts, no doubt, for the limited 
acceptance that these incentive or target type con­
tracts have had.
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Letter of Intent
The types of contracts in common use would not 
be complete without mention of the “letter of intent.” 
This is an emergency device which permits work to 
start prior to actual negotiation of the terms of the 
contract. It is a letter written by the contracting agent 
of the government to a contractor authorizing him 
to proceed to produce or prepare to produce a given 
item. Sometimes the item is described in detail, but 
often only in very general terms. Such letters are 
usually limited to cases of great urgency and for a 
period of not over sixty days, during which a formal 
contract can be completed. In such cases the govern­
ment is obliged to pay the costs incurred by the 
contractor, but no provision for profit is inherent. In 
spite of the obvious disadvantages to the contractor 
in such a procedure, it is a compliment to the business­
men of America that millions of dollars have been 
spent on the strength of such letters.
Need for Repricing of Contracts
In considering the risks of accepting defense con­
tracts, businessmen were quick to realize that in 
attempting to produce large quantities of items, in 
many cases unfamiliar to a contractor, substantial 
loss could occur. If sufficiently large—a real possibility 
because of the expanded volumes—a company’s 
equity could be wiped out. If even a small loss were 
likely, the contract in general would be undesirable, 
especially in view of the profitability of civilian 
production at the time. From the government’s stand­
point also it was not desirable for companies, needed 
in the program, to get into financial difficulties or 
for the business community, because of greater risk 
of loss, to view defense business as less desirable than 
civilian business.
Shortly after war was declared, several committees 
of Congress, including particularly the Truman Com­
mittee, investigating the progress of the national 
defense program, and the Vinson Committee, in­
vestigating the naval program, issued reports point­
ing to instances of enormous profits by defense con­
tractors. Vigorous protests were launched by the press, 
by labor organizations, and by veteran organizations 
which had platformed for drafting of both “man­
power and capital.”
The procurement agencies announced that some 
exorbitant profits from original contract pricing were 
unpreventable for reasons previously discussed. Such 
reasons seemed to be inevitable if the government 
was to continue to rely on the procurement policy 
of placing prime contracts for the completed item 
and of depending on the prime contractors to filter 
work through their own business channels to sup­
pliers in order to get the production job done. This 
method had been adopted because, under it, the 
agencies would then have to deal with relatively few
contractors and would accordingly need fewer em­
ployees which, in turn, would avoid the necessity for 
stripping business concerns of their technical person­
nel. Furthermore it was the accustomed method of 
business and could, to a large extent, be carried out 
through the established business connections. The 
alternative would be to deal with large numbers of 
contractors, a procedure requiring greatly increased 
personnel. The personnel would have to be drafted 
from industry, denuding the contractors of the key 
technicians whom they needed to obtain production. 
Under the policy adopted, procurement personnel 
was chosen largely for all-round business judgment, 
knowledge of sources of supply and knowledge of 
purchasing patterns, whereas under the other policy 
experts in cost and production techniques would have 
been required.
By the time the war had progressed two years, 
repricing as a voluntary matter had come to be 
formalized in price redetermination clauses in many 
contracts. Also, renegotiation (discussed later in this 
chapter) had developed into the determination and 
recapture of excessive profits from past business and 
had ceased to function to any significant extent as a 
repricing device.
It appeared, in many cases where voluntary re­
pricing clauses were not in contracts, that contracting 
officers were relying on renegotiation and taxes to 
correct the bad results of poor original pricing. Such 
a procedure was not sound and was particularly un­
desirable in the matter of keeping down prices and 
costs.
To strengthen the hand of contracting officers, it 
appeared necessary to be able to require mandatory 
negotiations for repricing and, should that fail, to 
compel contractors to accept a fair price.
Early Repricing Authority
Specific statutes, which had authorized the negotia­
tion of contracts under certain programs or appropria­
tions, had also permitted specific government agencies 
to amend or modify the contracts entered into under 
such statutes.
The generalized authority, for the prosecution of 
the war, “to enter into contracts and into amendments 
or modifications of contracts heretofore or hereafter 
made” was contained in Sec. 201 of the First War 
Powers Act. It will be recalled that the President 
extended certain authority to the War and Navy 
Departments and the Maritime Commission under 
that section by Executive Order 9001, December 29, 
1941. That Order reads, in part, “Amendments and 
modifications of contracts may be with or without 
consideration and may be utilized to accomplish the 
same things as any original contract could have ac­
complished hereunder, irrespective of the time or 
circumstances of the making of or the form of the 
contract amended or modified, or of the amending
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or modifying contract, and irrespective of rights which 
may have accrued under the contract, or the amend­
ments or modifications thereof ... if in the judgment 
of the War Department, the Navy Department or the 
United States Maritime Commission respectively the 
prosecution of the war is thereby facilitated.” (E. O. 
9001 Title I, par. 3). As previously indicated, such 
authority was extended to a score or more agencies 
by the President.
Under such specific statutes previously enacted, 
permitting negotiation and amendment of contracts 
by the government as were applicable, contracting 
officers sought to enter voluntary agreements, for 
lower prices, or for providing a formula to lower 
prices if costs decreased, or for providing for a rene­
gotiation of the contract, after a stated period had 
passed or a stated quantity had been produced. A 
number of such amendatory agreements were entered 
into before the war.
Shortly after war was declared, both the legislative 
and executive branches of the government recognized 
that necessary powers must be created to require re­
negotiation of contracts as a condition of doing busi­
ness with the government. Beyond this, there was, 
at the beginning, not much agreement as to how 
the desired ends might be obtained.
A number of groups sought a profit limitation as 
a percentage of costs, going back to the Vinson- 
Trammell conception and TD 5000. The agencies 
pointed out that such a limitation could act as an 
incentive to increase costs and urged, instead, the 
right to renegotiate some or all of a company’s con­
tracts, repricing the contracts and, where necessary, 
recapturing profits determined as excessive. This was 
the final view that prevailed in the passage of the 
first renegotiation act.
Power to Reduce Royalties
In order to broaden and clarify legislatively patent 
and royalty powers that were deemed necessary for 
the successful prosecution of the war, Congress passed 
Public Law 867, 77th Congress, approved October 31, 
1942. Section 1 reads, in part:
“That, to aid in the successful prosecution of the 
War, whenever an invention, whether patented or 
unpatented shall be manufactured, used, sold, or 
otherwise disposed of for the United States, with 
license from the owner thereof, or anyone having 
the right to grant licenses thereunder, and such li­
censes includes provisions for the payment of royalties 
the rates or amounts of which are believed to be 
unreasonable or excessive by the head of the depart­
ment or agency of the government which has ordered 
such manufacture, use, sale, or other disposition, the 
head of the department or agency of the government 
concerned shall give written notice of such fact to the 
licensor and to the licensee. Within a reasonable time 
after the effective date of said notice, in no event less 
than ten days, the head of the department or agency
of the government concerned, shall by order fix and 
specify such rates or amounts of royalties, if any, as 
he shall determine are fair and just, taking into 
account the conditions of wartime production, and 
shall authorize the payment thereof by the licensee to 
the licensor on account of such manufacture, use, sale, 
or other disposition.”
The law then went on to require that any such 
licensee shall not, after the effective date of the no­
tice, pay to the licensor or charge directly or indirectly 
to the United States a royalty in excess of that speci­
fied in the order.
Mandatory Repricing Legislation
As is explained elsewhere, the renegotiation process 
functioned as a repricing mechanism for a relatively 
short time, thereafter being administered largely to 
recover excessive profits on past business. Moreover, 
it became apparent in the fall of 1943 that groups 
in Congress were considering putting an end to re­
negotiation as of December 31, 1944.
The agencies took the position that if renegotiation 
were to terminate before the end of the war, clear-cut 
authority for repricing would be required to hold 
prices in line. Congress assented, and the Revenue 
Act of 1943, Title VII of which contained basic 
amendments to the Renegotiation Act, included, un­
der Title VIII, “Repricing of War Contracts,” Sec. 
801 (b) which reads:
“When the secretary of a department deems that 
the price of any article or service of any kind, which 
is required by his department or directly or indirectly 
required, furnished, or offered in connection with, or 
as a part of, the performance or procurement of any 
contract with his department or of any subcontract 
thereunder, is unreasonable or unfair, the secretary 
may require the person furnishing or offering to fur­
nish such article or service to negotiate to fix a fair 
and reasonable price therefor. If such person refuses 
to agree to a price for such article or service which 
the secretary considers fair and reasonable, the secre­
tary by order may fix the price payable to such person 
for furnishing such article or service after the effective 
date of the order, whether under existing agreements 
or otherwise. The order may prescribe the period 
during which the price so fixed shall be effective and 
such other terms and conditions as the secretary 
deems appropriate.”
Administration of Repricing
The use of the power to revise contract prices up­
wards or to amend contracts without consideration, 
has been very rare except for minor amounts. The 
action in many cases has to be based on facilitating 
the prosecution of the war. By and large, the vast 
majority of war contractors have shown substantial 
margins of profit before taxes; the great problem has 
been a satisfactory means for price reduction.
As it became increasingly clear that statutory re­
War Contracts Ch. 31-p. 9
negotiation was to function as an excessive-profits- 
recapture mechanism rather than as a repricing op­
eration, and as the program after the first year “settled 
down”— (the facilities were largely built, the main 
contractual relations were established, and both con­
tractor and government personnel had gained 
considerable experience) the need for actual contract 
repricing—subcontract as well as prime contract—be­
came an acknowledged acute problem.
Two procedures that came into use in 1944 should 
be mentioned. One is aimed at “company-wide” pric­
ing, in which all the items being produced for the 
government are viewed by consolidating the respective 
sales volume in comparison with the total costs. This, 
of course, has the same effect as if costs were allocated 
to contracts and then losses were permitted to offset 
profits to determine whether, over-all, prices are 
reasonable.
The other procedure is a further extension of this 
conception and allows one agency to reprice for the 
benefit of other agencies having an interest.
In the use of such procedures, when prime con­
tracts are involved, the full benefits can directly ac­
crue to the government. In a great number of cases, 
however, companies have both prime contracts and 
subcontracts. In addition, many companies are solely 
subcontractors. For the full benefit to accrue to the 
government from price reductions in subcontracts, it 
would be necessary that higher tier contracts reflect 
the reduction in their material costs. It has been 
considered too complicated a policing matter to at­
tempt to insure receiving the full benefits from such 
procedures, and instead, the benefits from price 
reductions arrived at between the government and 
subcontractors, or prime contractors having subcon­
tracts which are repriced are by means of direct 
rebates to the government.
The problem of repricing subcontracts has been 
further complicated by the fact that when the maxi­
mum prices of such items are under regulations of 
the Office of Price Administration, as many of them 
are, there is a fairly widespread conception that such 
maximum prices have the sanction of a law and, ac­
cordingly, procurement agencies should not seek to 
reduce them. It is safe to say, however, that whether 
by voluntary action of contractors or by the repricing 
procedures of the agencies a very substantial amount 
of price reduction as compared with the early days 
of the war has taken place.
With the passage of the Royalty Readjustment Act 
of October 31, 1942, the procurement agencies insti­
tuted procedures for its execution. These include 
determination of whether or not royalties are ex­
cessive in view of “conditions of wartime production.”
Actually, the administration of the Act is con­
siderably less onerous than it otherwise would be 
because of the many important inventions which 
have been licensed royalty free for use by or for the
government during the war. The attempt is made, 
when practical, to reduce the price of items going 
into war contracts, if a royalty is involved and has 
been reduced by the licensor for the benefit of the 
government, even though similar items for non-gov­
ernment use are also being produced.
There has been little experience with Title VIII 
of the Revenue Act of 1943. It is likely that its 
existence has enabled the agencies to negotiate volun­
tarily a number of price reductions which might 
otherwise not have been possible. The procurement 
agencies have created an interagency committee to 
aid in the development and coordination of the “ap­
plication of war powers for the purposes of improved 
procurement and pricing.” It is believed that the 
mandatory features of the act are not likely to be 
resorted to except in a few unusual cases in which 
the producers are wholly uncooperative and unrea­
sonable.
As priorities are relaxed and contractors see oppor­
tunities to get back into profitable peacetime produc­
tion, it is likely that some may try to avoid taking 
war contracts. If this should prove to be true the 
procurement problem may continue to be a trouble­
some one until final victory is achieved.
Renegotiation
Reason for Need for Renegotiation
When the large-scale needs of the government for 
defense and for the prosecution of the war began to 
be translated into the issuance of orders for the pro­
curement of defense and war materials, they were in 
such volume that they completely eclipsed the com­
bined peacetime requirements of both the government 
and the civilian population for many standard types 
of products and called for the production of vast 
quantities of special material never before produced 
by private concerns. In organizing for this procure­
ment job, the government had to increase its purchas­
ing staff to many times its normal peacetime size. 
Men experienced in various lines were brought to­
gether and charged with the responsibility of 
purchasing for the government. Some of these men 
were experienced purchasing agents, but no one had 
had experience in the purchase, in large quantities, 
of many of the types of materials required for the 
war.
In numerous instances manufacturing companies 
were asked to undertake the production of goods 
which they had never made before. It was necessary 
for many of them to let subcontracts for materials and 
parts which were unfamiliar to themselves and to the 
subcontractor alike. Often a contracting company 
was not well equipped for the job with either ma­
chinery or personnel, but the job had to be done. 
Other companies, that had long made particular 
articles which proved to be necessary and useful to,
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the conduct of the war, were asked to produce them 
in quantities far in excess of anything they had ever 
dreamed of. Some companies undertook to do the 
work with their existing plants; others built new 
facilities and bought new equipment with their own 
funds—some under certificates of necessity, others 
without; still others had buildings and equipment 
furnished to them by the government.
Under these circumstances, everyone concerned 
knew that the prices fixed for many of the articles 
were based upon little more than wild guesses as to 
the costs that would be incurred in the completion 
of the contracts.
Companies with substantial experience in manu­
facturing the articles they were to produce for war, 
thought they knew their costs but it turned out that 
many of them had no idea how greatly their unit 
costs would be reduced under the expansion in vol­
ume called for by their war contracts. Furthermore, 
the important thing at the time was to get the goods 
out so that our men would not have “Too Little, 
Too Late.” It was, then, without criticism of either 
the contractor or the contracting officer, and merely 
the inevitable result of the circumstances at the time 
the contracts were let, that the profits derived from 
many war contracts were out of all proportion to 
those which were anticipated, or could be justified 
in the light of the profits ordinarily flowing from 
prices fixed by full and open competition.
It must be remembered, in this connection, that 
these contracts were not placed by competitive bid­
ding. The speed of modern war and the great need 
of our country for war materials necessitated the 
elimination of all possible preliminaries to the plac­
ing of contracts and the starting of production. The 
normally simple function of locating satisfactory and 
adequate sources of supply suddenly became the 
greatest single procurement problem. Contractors 
wholly unfamiliar with the production of goods vitally 
needed by the government had to undertake risks 
which they had no means of evaluating. The estab­
lished method of arriving at fair prices through 
competitive bidding became suddenly ineffective and 
dangerously cumbersome.
The perilous situation created by the attack on 
Pearl Harbor left no time for price negotiation even 
if there had been an adequate basis for measuring 
fair prices. There was no time for trial runs and 
time studies; no time for extensive cost computations 
and analyses, no time to survey sources or costs. Com­
petition as a force in securing fair prices became 
wholly ineffective as war demands far surpassed the 
current productive capacity of the nation. The con­
ditions imposed by the war made fair pricing ahead 
of production impossible. In order to harness the 
total productive facilities of the country, the para­
mount question was where an order could be placed, 
rather than what the cost would be in terms of price.
Thus prices had to be adapted to bring into produc­
tion facilities operating at various cost levels includ­
ing those whose costs for such products were so high 
that they could not possibly have functioned in a 
completely competitive situation. Under such circum­
stances, the ordinary economic laws which tend to 
keep prices at their proper level and to equalize 
profits among industries became wholly inoperative.
The designs, production operations, even the kinds 
of materials to be used in making a product, were 
often so tentative as to provide little or no basis for 
computing probable costs. The stated quantities un­
der a given contract and the forecast of total volume 
for a contractor were often little better than vague 
estimates as to the quantities ultimately required. 
Personnel turnover resulting from operation of Selec­
tive Service and high wage competition for the re­
maining workers created unpredictable production 
and cost situations. Established production methods 
upon which costs of many standard products were 
based became suddenly obsolete and inadequate for 
the volume of production required under war condi­
tions. Battle experience necessitated sudden major 
redesigning of many items and complete elimination 
of others. As a result of these and many other forces 
set in operation by the war, the government was con­
fronted with the problem of negotiating fair prices in 
a non-competitive market after, rather than before, 
the production of the goods.
Voluntary Renegotiation
The first steps taken in the repricing of war con­
tracts based on a recognition of these conditions were 
voluntary. Discussions were held between representa­
tives of the government and individual war contrac­
tors whose operations had gone sufficiently far to 
indicate that highly excessive profits would result 
from the prices set forth in the contracts. Such dis­
cussions usually led to a reduction in the contract 
price to be applied to subsequent deliveries. In a few 
outstanding cases substantial amounts were also re­
funded by the contractor in recognition of the exces­
sive profits that had already been made under the 
prices in the contract.
Legislation
In the early part of 1942, when Congress began to 
take cognizance of the excessive profits being made on 
many war contracts, it sought to find some method of 
preventing them. Flat percentages of profit ceilings 
were suggested. However, these were clearly subject 
to the same objections that exist with respect to cost- 
plus-a-percentage-of-cost contracts, the dangers of 
which had been recognized by Congress when it for­
bade them as a result of the World War I scandals. 
Income taxes which would eliminate all excessive 
profits were considered as a possible solution. This 
was objectionable because it could make no distinc-
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tion between companies that were entitled to sub­
stantial profits because they made great contributions 
to the war and kept their costs down, as compared 
with companies that did poor work, made no attempt 
to control or reduce cost, and in no way operated in a 
manner which would justify substantial profits. Fur­
thermore, the income tax method could make no pro­
vision for the reduction of prices, so the inflated prices 
of subcontractors would have a significant effect on 
the costs of their customers, which in turn would tend 
to inflate the whole cost structure.
The Renegotiation Act of 1942
In the course of the Congressional hearings on this 
subject, the experiences of the War and Navy Depart­
ments with voluntary renegotiation of contracts were 
recited. It was also pointed out that such procedures 
are not uncommon in business when a manufacturer 
is asked to produce an article which he has never made 
before in very substantial quantities on a non-com­
petitive basis. It is customary in such cases to enter 
into an agreement fixing a tentative price and provid­
ing for a review of the contract after production has 
begun and the fixing of a new price in line with what 
experience may indicate to be fair. This seemed to be 
a reasonable procedure and so appropriate to the 
circumstances that it was written into the law (Sec. 403 
of Title IV of the Sixth Supplemental National De­
fense Appropriations Act, which was approved April 
28, 1942). This section was amended by Sec. 801 of the 
Revenue Act of 1942, approved October 21, 1942; by 
the Military Appropriation Act, 1944, approved July 
1, 1943; and by Public 149, 78th Congress, approved 
July 14, 1943. All of these amendments and certain 
amendments contained in Public 235, 78th Congress, 
constituting the 1943 Act, were made retroactive to 
the date of the original Act, namely, April 28, 1942, 
and together with the original Act are referred to as 
the Renegotiation Act of 1942. This Act covers all 
renegotiable transactions beginning with those under 
contracts not fully completed or paid for prior to 
April 28, 1942, through fiscal years ending prior to 
July 1, 1943.
The Renegotiation Act of 1943
Major amendments applying only to renegotiable 
business done during fiscal years ending after June 30, 
1943, were made by Sec. 701 (b) of the Revenue Act of 
1943 (Public 235, 78th Congress) enacted February 
25, 1944. The body of statute applicable to fiscal years 
ending after June 30, 1943, is referred to as the 
Renegotiation Act of 1943. Hereafter the term “1942 
Act” will be used to refer to the Renegotiation Act of 
1942, and the term “1943 Act” will be used to refer to 
the Renegotiation Act of 1943.
Renegotiable Business
Under these Acts all government contracts for war 
production and all subcontracts thereunder are
deemed to have included a provision under which the 
government and the contractor shall, after the work 
has been done and the profits determined, renegotiate 
the contract and recover for the government any ex­
cessive profits that may have been made thereunder.
Both laws provide, with relatively minor exemp­
tions, for the renegotiation of all contracts (including 
subcontracts thereunder) entered into with the War, 
Navy, and Treasury Departments, the Maritime Com­
mission, and four subsidiaries of the Reconstruction 
Finance Corporation, namely, Defense Plant Corpora­
tion, Metals Reserve Company, Defense Supplies Cor­
poration, and Rubber Reserve Company. In addition, 
by Presidential order, the authority for the renegotia­
tion of maritime contracts was extended to contracts 
of the War Shipping Administration as a part of the 
executive procedure which transferred certain con­
tracts and contractual authority from the Maritime 
Commission to the War Shipping Administration.
As previously stated, renegotiable business has not 
only included contracts directly with the government 
but subcontracts thereunder. The application of the 
Acts may be illustrated by assuming that a company 
making steel sells it to a bearing manufacturer, who 
in turn uses it in making bearings to be sold to a 
motor manufacturer, who in turn uses the bearings in 
motors sold to an automobile manufacturer for assem­
bly in jeeps sold to the Army. Such a steel manufac­
turer would be a subcontractor as to the steel so used, 
as would all the other contractors named in the series 
except the manufacturer of the jeeps, who would be a 
prime contractor. Each of the contractors mentioned 
would be subject to renegotiation on the sales of these 
products. Manufacturers of machines or component 
parts of machines which are ultimately sold to war 
contractors, to be used in the manufacture of goods 
under war contracts, are also considered to be subcon­
tractors and subject to renegotiation on such sales. 
The problem of segregating renegotiable from non- 
renegotiable business has been relatively easy in deal­
ing with such matters as component parts of airplanes, 
tanks, guns, jeeps, etc., where it has been well known 
that the government is the ultimate buyer of all such 
products. On the contrary, it has been very difficult in 
cases such as a paint manufacturer who sold through 
jobbers, or a manufacturer of a component part of a 
machine tool when he had no way of knowing whether 
the machine tool would be sold to a contractor who 
used it to produce renegotiable war contracts or to 
one who would use it on some non-renegoliable busi­
ness. In such cases, reasonable methods of estimate 
have had to be developed to determine the extent of 
the business subject to renegotiation.
Exemption under 1942 Act
The contracts with the departments that were ex­
empted from renegotiation under the provisions of 
the 1942 law include:
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(1) Any contract or subcontract for the product 
of a mine, oil, or gas well, or other mineral or natural 
deposit or timber, which has not been processed, re­
fined or treated beyond the first form or state suitable 
for industrial use.
(2) Contracts of a person whose total war business 
during any fiscal year did not exceed $100,000, except 
brokers and agents who were exempt if their business 
of that character did not exceed $25,000. The “secre­
tary” of a department could, in his discretion, exempt 
other contracts as follows: (i) any contract or subcon­
tract to be performed outside the territorial limits of 
the continental United States or in Alaska; (ii) any 
contracts or subcontracts under which, in the opinion 
of the secretary, the profits can be determined with 
reasonable certainty when the contract price is estab­
lished, such as certain classes of agreements for per­
sonal services, for the purchase of real property, per­
ishable goods, or commodities the minimum price for 
the sale of which has been fixed by a public regulatory 
body, of leases and license agreements, and of agree­
ments where the period of performance under such 
contracts or subcontracts will not be in excess of thirty 
days; and (iii) a portion of any contract or subcontract 
or performance thereunder during a specified period 
or periods, if, in the opinion of the secretary, the pro­
visions of the contracts are otherwise adequate to pre­
vent excessive profits.
(3) Contracts and subcontracts for agricultural com­
modities in their raw or natural state or, if they have 
no established market in that state, in the first form 
beyond that state for which they normally have an 
established market, including products resulting from 
cultivation of the soil; natural resins, saps, and tree 
gums; animals and marine life; and the produce of 
live animals, such as dairy products and wool, which 
were exempted retroactively by the 1943 Act.
(4) Contracts and subcontracts with non-profit or­
ganizations exempt from taxation under Sec. 101(6) of 
the Internal Revenue Code (also made retroactive by 
the 1943 Act).
(5) Subcontracts under exempt contracts.
Organization for Administration of 1942 Act
The law as first passed gave the renegotiation au­
thority to only three officials, the Secretaries of the 
War and Navy Departments and the Chairman of 
the Maritime Commission. The first amendment 
added the Secretary of the Treasury, and the sec­
ond the boards of the subsidiaries of the RFC. 
Shortly afterward the authority of the Chairman of 
the Maritime Commission, in so far as War Shipping 
Administration contracts were concerned, was trans­
ferred by executive order to the War Shipping Admin­
istrator. These officials were referred to under the Act 
as “secretaries.” Each of the “secretaries,” as soon as 
he was charged under the law with the responsibility 
for renegotiating war contracts, created within his 
organization a Price Adjustment Board. These boards 
have varied in size from time to time; the numbers 
having ranged on occasions from as low as two mem­
bers on one board to more than ten on another. Each 
“secretary” delegated to his Price Adjustment Board 
the responsibility for carrying on the renegotiation 
proceedings and reaching settlement agreements.
At the time of the organization of the first three 
boards, a joint agreement was entered into among the 
three “secretaries” and the Chairman of the War Pro­
duction Board, under which each “secretary” agreed 
to appoint as a member of his board a person to be 
named by the Chairman of the War Production Board. 
A similar arrangement was made with the Treasury 
Department. The Price Adjustment Board for the 
subsidiaries of the RFC was the board of directors of 
the RFC and in that case the WPB representative, 
while not a formal member of the board, had all of 
the privileges of membership except a vote. The 
Chairman of the War Production Board, believing 
that it was essential to have a coordinating factor 
among the several price adjustment boards as well as 
to have representation from the War Production 
Board, appointed the same man to represent him on 
each of the price adjustment boards.
It was soon recognized that, if renegotiation were to 
be carried out on an individual contract basis, the job 
would be so great that it would be impossible to com­
plete it; furthermore, the problems of allocating costs 
among various contracts for purposes of renegotiation 
would result in unwarranted effort on the part of the 
contractors as well as needless confusion and errors, 
both intentional and unintentional. It was also recog­
nized that renegotiation on an individual contract 
basis might be highly inequitable. A contractor might 
have too much profit on one contract and at the same 
time be losing money on another, so that on the two 
he might be making either a moderate profit or even 
operating at. a loss. To take away the profits on the 
one without being able to give him any more on the 
other seemed unfair.
Accordingly, it was decided that, during the first 
year of renegotiation, war contractors should be re­
negotiated on all their renegotiable business as a unit 
without regard to the indivdual contracts and should 
be assigned for renegotiation to the department with 
which they had the greatest amount of business, di­
rectly and indirectly. In order to permit such a joint 
renegotiation of all departments’ contracts with a 
particular contractor, an agreement was entered into 
among the “secretaries” under which the “secretary” to 
whose department the case was assigned was delegated 
all the authority of the other “secretaries.”
Uniformity of Policies
Recognizing that it was important that all contrac­
tors be treated as nearly alike as possible regardless of 
the agency to which they were assigned for renegotia­
tion, the boards developed a joint declaration of “pur­
poses, principles, policies, and interpretations” cover­
ing renegotiation, which was issued March 31, 1943,
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over the joint signature of all of the “secretaries” then 
charged with renegotiation.
Through a variety of methods the price adjustment 
boards sought to achieve uniformity in their policies 
and procedures. The representative of the War Pro­
duction Board attended the meetings of each of the 
boards from the beginning. In the latter part of 1942, 
the chairmen of the various boards and the representa­
tive of the War Production Board held meetings every 
few weeks to discuss common problems of policy. Early 
in 1943 a series of joint meetings of the Under Secre­
taries of the War and Navy Departments with repre­
sentatives of the various price adjustment boards were 
held for the purpose of reaching agreement on matters 
of difference that developed between the two major 
agencies. Shortly afterward a representative of the 
Navy Department was designated to attend the War 
Department board meetings, and some time later the 
War Department board named a representative to 
attend the Navy Department board meetings.
In spite of these cooperative efforts, however, the 
need for greater uniformity and coordination was felt, 
and on September 24, 1943, a Joint Price Adjustment 
Board was created by joint action of the “secretaries.” 
To this board they delegated a substantial part of 
their authority and discretion under the Act. The 
delegation included the power to adopt statements of 
purposes, principles, policies and interpretations un­
der the statute, to define various terms of the statute 
whose definition was left to the “secretaries,” to make 
exemptions, to decide whether a contractor was re­
quired to be renegotiated, to assign contractors to de­
partments, to prescribe the forms that needed to be 
filed by contractors, set the time for filing, giving 
notice, etc. The Joint Price Adjustment Board was 
composed of the chairmen of the price adjustment 
boards of each of the renegotiating departments 
named in the statute, together with the representative 
of the Chairman of the War Production Board,
Major Changes by 1943 Act
The 1943 Act took away from the “secretaries” the 
authority for retroactive renegotiation under which 
excessive profits on business previously done could be 
recovered, and gave it to a newly created War Con­
tracts Price Adjustment Board. The membership of 
this War Contracts Board was composed of one repre­
sentative each of the Secretaries of War, Navy and 
Treasury, one representative for the Chairman of the 
Maritime Commission and the War Shipping Admin­
istration jointly, one representative from the Recon­
struction Finance Corporation for its subsidiaries, and 
one member appointed by the Chairman of the War 
Production Board. All the power of repricing con­
tracts for future deliveries provided under the 1942 
Act was left as the repricing responsibility of the con­
tracting agencies under the 1943 Act with additional
powers granted in that connection as described earlier 
under procurement.
The 1943 Act, in addition to the exemptions of the 
1942 Act, all of which were retained with some clarifi­
cation and expansion, also exempted construction con­
tracts let by a department on the basis of satisfactory 
competitive bidding and all subcontracts for furnish­
ing office supplies and equipment, and increased the 
so-called $100,000 exemption to $500,000.
The 1943 Act also increased the discretionary power 
of exemption by authorizing the War Contracts Board 
to exempt (1) a subcontractor whose business is of 
such a character that the profits attributable to his 
renegotiable sales cannot be determined and segre­
gated from the profits attributable to activities not 
subject to renegotiation, and (2) a contractor or sub­
contractor who operates under competitive conditions 
affecting the sale of his goods in such a manner as to 
protect the government from excessive prices.
The 1943 Act contained the provision that it should 
not apply to profits attributable to performance sub­
sequent to December 31, 1944, but authorized the 
President to extend the time to June 30, 1945. This he 
did, and on June 30, 1945, new legislation by Congress 
extended the time to December 31, 1945.
The “secretaries” and the Chairman of the War 
Production Board named their representatives on the 
Joint Contract Price Adjustment Board to be their 
representatives on the War Contracts Board. These 
appointments gave complete consistency to the actions 
of the two boards and assured continuance of the 
policies previously established.
Under the 1943 Act, the War Contracts Board im­
mediately redelegated its responsibility for actually 
carrying out the renegotiation procedures to the “sec­
retaries,” so that in effect the whole machinery con­
tinued to function as it had previously done except 
that the statutory responsibility under the 1943 Act 
went directly to the War Contracts Board and was 
thence delegated downward, whereas the joint board, 
which functioned under the 1942 Act, received its 
authority by delegation from the “secretaries” who had 
received theirs from the statute.
Departmental Renegotiating Agencies
In carrying on the renegotiation proceedings, the 
War Department which, because of its large propor­
tion of the contracts, has had a very substantial part of 
the job of renegotiating to do, found it necessary to 
organize numerous price adjustment sections through­
out the Army Service Forces and the Army Air Forces. 
These sections were set up within the procurement 
structure and delegation has followed the lines of the 
Army’s procurement organization with a special 
Division of Renegotiation headed by a Director who 
is also Chairman of the War Department Price Adjust­
ment Board. Cases assigned to the War Department 
Price Adjustment Board are, therefore, reassigned by
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it to one of the various divisions of the Army Service 
Forces or to the Air Forces, as appropriate, which in 
turn usually redelegates the case to some section 
for action. Authority has been delegated to the chief 
of each service to execute renegotiation agreements for 
all of the departments without any further review in 
cases in which the contractor’s aggregate sales do not 
exceed ten million dollars for the fiscal year under re­
view, and the chief of each service was authorized to 
redelegate similar authority to its sections in cases in 
which the aggregate sales do not exceed five million 
dollars. The number of renegotiating agencies within 
the War Department, accordingly, has been approxi­
mately forty-five or fifty most of the time.
The Navy, on the other hand, though with the 
second largest job, created only three regional boards 
—one in San Francisco, one in Chicago, and one in 
New York. The findings of these boards were, during 
most of their existence, reviewable in Washington. 
For a time the New York board was conducted as a 
part of the Navy Department’s Price Adjustment 
Board rather than as a branch, as it was during the 
rest of the time and as were the Chicago and San 
Francisco boards all of the time. Each of the other 
price adjustment boards has handled its cases without 
any subdivisions—the Treasury, Maritime, and RFC 
being located in Washington, and the War Shipping 
Administration in New York.
Mandatory Reports
Under the 1943 Act a war contractor having gross 
renegotiable business exceeding the amount exempted 
is required to file a statement with the War Contracts 
Board or the board of the agency to which he has been 
assigned. This statement is due before the first day of 
the fourth month following the close of his fiscal year 
and is required to be in the form prescribed by the 
board. The law also provides that no proceedings to 
determine the amount of excessive profits of a con­
tractor are to be commenced more than one year after 
the close of the fiscal year in which they were received 
or one year after the mandatory statement mentioned 
above is filed with the board, whichever is the later. 
It also provides that if an agreement is not entered 
into or an order determining the amount of excessive 
profits is not issued within one year of the commence­
ment of the renegotiation proceedings, all liability of 
the contractor for excessive profits shall be discharged 
In this way the renegotiation officials are required to 
act with reasonable promptness and the contractor will 
know the effects of his renegotiation within two years 
of the time he files his mandatory statement.
The Renegotiation Process
The actual process of renegotiation is one which 
cannot be described satisfactorily, because it has varied 
with each group of government representatives. Most 
of the members of the organization who have had the
responsibility for carrying on renegotiation proceed­
ings have been men of wide business, accounting, or 
financial experience, who were “drafted” to take part 
in this work.
Certain information relating to operations, costs, 
financial condition, performance, and a variety of 
other factors bearing on a contractor’s prices and on 
the profits obtained from his war business is required 
from all contractors subject to renegotiation, and 
standard forms are distributed to obtain such informa­
tion. Among the data required are statements show­
ing the results of operations for the latest fiscal year in 
reasonable detail and separated as to renegotiable and 
non-renegotiable business. Supplementary schedules 
of cost of sales, selling and advertising expenses, gen­
eral and administrative expenses, and other applicable 
income and deductions are required. Analysis of de­
preciation charges included in any of the items or 
schedules with respect to their normality, acceleration, 
and relation to idle plant is also requested. Informa­
tion relative to such miscellaneous items as amortiza­
tion of emergency facilities, executive salaries, the 
approximate cost of work subcontracted, and the seg­
regation of renegotiable sales between prime and sub­
contracts has been considered significant. Net fees 
earned under cost-plus-fixed-fee contracts applicable 
respectively to both renegotiable and non-renegotiable 
business, and set out separately from income from 
fixed-price business together with costs and billings on 
cost-plus-fixed-fee contracts, are required to be shown. 
In addition, the contractor has generally been asked 
to furnish his renegotiating board with comparative 
operating statements in columnar form for prior years 
beginning with 1936 and classified to compare with 
the corresponding statement for the year under re­
negotiation. Statistical data relating to the financial 
figures, explanations of methods employed to obtain 
the segregation of renegotiable and non-renegotiable 
business, descriptions of methods of distributing over­
head, and comments relative to a variety of other mat­
ters thought significant in the determination of a con­
tractor’s excessive profits have also been requested. 
What Are Excessive Profits?
The actual determination of what is excessive profit 
is a procedure for which it has never been possible to 
develop a formula. Each case has had to be handled 
on its own merits in the light of the judgment of those 
who carried on the renegotiation proceedings. After 
exhaustive study of the possibility of a formula for 
determining excessive profits, each of the price adjust­
ment boards concluded that it could not be done. 
Congress in its hearings on the subject in 1943 tried to 
get suggestions for formulae which it could impose on 
the price adjustment boards, but never obtained any 
that it considered useful. However, it did write into 
the 1943 Act a fairly long definition of the term “ex­
cessive profits.” That definition, while better than the
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definition in the 1942 Act, which provided that “the 
term ‘excessive profits’ means any amount of a contract 
or subcontract price which is found as a result of re­
negotiation to represent excessive profits,” is still quite 
general in its terms. It is found in Sec. 403 (a)(4)(A):
“The term ‘excessive profits’ means the portion of 
the profits derived from contracts with the Depart­
ments and subcontracts which is determined in accor­
dance with this section to be excessive. In determining 
excessive profits there shall be taken into consideration 
the following factors:
“(i) efficiency of contractor, with particular regard 
to attainment of quantity and quality produc­
tion, reduction of costs and economy in the use 
of materials, facilities, and manpower;
“(ii) reasonableness of costs and profits, with partic­
ular regard to volume of production, normal 
pre-war earnings, and comparison of war and 
peacetime products;
“(iii) amount and source of public and private capital 
employed and net worth;
“(iv) extent of risk assumed, including the risk inci­
dent to reasonable pricing policies;
“(v) nature and extent of contribution to the war 
effort, including inventive and developmental 
contribution and cooperation with the govern­
ment and other contractors in supplying tech­
nical assistance;
“(vi) character of business, including complexity of 
manufacturing technique, character and extent 
of subcontracting, and rate of turn-over;
“(vii) such other factors the consideration of which 
the public interest and fair and equitable deal­
ing may require, which factors shall be pub­
lished in the regulations of the Board from time 
to time as adopted.”
The new definition still leaves the matter of deter­
mining what is excessive profit wholly to the judgment 
of those making the determination. These criteria, in­
serted in the statute as the only controls that Congress 
could find to place upon the boards for their guidance 
in determining what are excessive profits, are very 
little if any different from those that had been estab­
lished jointly by the departments before the law was 
amended. The last paragraph of the definition au­
thorizes the board to determine that there are other 
criteria that should be considered, which it may add 
to the list by publishing them in its regulations.
The application of any of these factors to a particu­
lar case is, of course, a matter of judgment and no 
formula or mathematical procedure for applying them 
has been devised. In each case the renegotiators must 
consider the facts in relation to the facts in other cases 
and attempt to arrive at an equitable weighting of the 
differences. Where identical products are made by 
two contractors, comparisons can sometimes be made 
arithmetically; for example, economy in the use of 
materials might be measured by direct comparison of 
such costs per unit. Labor hours and wages might be 
similarly compared. When the products are not iden­
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tical, exact comparison is impossible and determina­
tion of the relative efficiency of a contractor can be 
made only in a general way.
The amount and source of public and private capi­
tal may be determinable within reasonable limits un­
less a plant is old and its book value is not indicative 
of its worth. Assuming that the differences in capital 
were exactly measurable, it might be possible to make 
a very good calculation of the difference in profit to 
which two contractors would be entitled for differ­
ences in capital if everything else were exactly equal. 
But there never is such a case. One of them may have . 
greater production than the other with a comparable 
plant. One may do a lot more subcontracting than the 
other, or may have developed the manufacturing 
processes while the other copied them, etc.
The volume of production of war contracts has had 
a tremendous effect upon costs. The mere ability to 
produce the same unit at top speed in 24-hours-a-day 
operation without having to change machines or suffer 
other costs inherent in changing production lines has 
reduced the unit costs of production to unprecedented 
low levels. The job of trying to demonstrate mathe­
matically whether a contractor’s big war profits are 
due to his business ability or simply to an expansion 
of volume for which the war production alone is re­
sponsible is an impossible one. How much is to be 
credited to direct economies made possible only by 
volume and how much to the contractor’s extra efforts 
inspired by his patriotic desire to do everything he 
could for his country, can be decided only on the basis 
of judgment, not by formula.
The impossibility of conclusively measuring the 
similarities and differences between different contrac­
tors has led to severe criticism of the renegotiation 
process by some who feel that it is too much a matter 
of whim on the part of the official handling the case. 
However, more believe that a renegotiation procedure 
administered by informed and competent businessmen 
on a judgment basis gives greater equity and satisfac­
tion than would one providing for the elimination of 
excessive profits through the mechanics and opera­
tions of a formula tax law.
Different renegotiation boards and sections handle 
the procedure of renegotiation differently. In some 
instances an analyst is assigned to a case to work out 
all the information, including both accounting and 
production facts, that he considers pertinent to a 
determination. He calls upon the contractor or his 
representatives and works out with them any trouble­
some problems such as the allocations of costs or seg­
regations of renegotiable from non-renegotiable busi­
ness. After full agreement has been reached between 
the analyst and the contractor as to the basic facts, the 
information is turned over to the renegotiators or 
board members for study. Later a meeting takes place 
between the renegotiating officials and the contractor 
or his representatives to discuss the various factors in­
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volved and to try to reach an agreement as to the 
amount of the excessive profits. Generally a proposal 
is made by the government representatives and the 
contractor either accepts or rejects. It is not the policy 
of any of the boards to haggle. In other boards or 
sections the renegotiator may take charge of the case 
from the beginning, meeting with the contractor’s 
accountants, talking with the operating men about 
production facts, and then meeting with the officials 
to discuss the fairness of the profit and recommending 
a settlement to his board. Some of the boards do all 
the actual renegotiating themselves. Other boards 
have panels of board members or panels of staff to do 
the renegotiating, and the board reviews the results.
Renegotiation and Income Taxes
To meet some of the objections of contractors to 
differences between the methods of accounting fol­
lowed by the price adjustment boards and those fol­
lowed by the Bureau of Internal Revenue in a few 
instances where these were to the disadvantage of the 
contractor, the 1943 Act provided that “all items esti­
mated to be allowable as deductions and exclusions 
under Chapters 1 and 2 E of the Internal Revenue 
Code (excluding taxes measured by income) shall, to 
the extent allocable to such contracts and subcontracts 
(or, in the case of the recomputation of the amortiza­
tion deduction, allocable to contracts with the Depart­
ments and subcontracts), be allowed as items of cost, 
but in determining the amount of excessive profits to 
be eliminated proper adjustment shall be made on 
account of the taxes so excluded, other than federal 
taxes, which are attributable to the portion of the 
profits which are not excessive.” This provision has 
sometimes interfered with sound accounting deter­
minations, particularly where items are reasonably 
estimated to be chargeable to business subject to re­
negotiation which will not be allowed under the 
Internal Revenue Code until some future year. The 
solution of this problem was not reached until 1945, 
when the board developed a procedure under which 
it would be possible to depart from the accounting of 
the income tax law in those situations in which the 
Chairman of the Price Adjustment Board of the de­
partment conducting the renegotiation and the con­
tractor agree to a different method of accounting.
When the Renegotiation Act was first passed the 
question of the effect of amounts refunded in renegoti­
ation upon the taxable income of the year in which 
the goods had been delivered was one that greatly 
troubled contractors. Since most of the renegotiations 
were actually completed after the close of the fiscal 
year, it was recognized that they might result in serious 
injustice if the refunds in renegotiation were to be 
treated as deductions for tax purposes in the year of 
renegotiation rather than in the year covered by the 
renegotiation. The first solution was to take the taxes 
assessable against the income into consideration when
determining the excessive profits, but this still left an 
inequity as to the amount actually recovered.
After consideration of the basic purposes of the 
Renegotiation Act, which was, in effect, to reduce the 
selling price of the goods actually sold, the Treasury 
Department agreed with the price adjustment boards 
that the refunds should be applied to the income of 
the year in which the excessive profits were held to 
have been earned. Accordingly, the Bureau of Internal 
Revenue issued a statement of policy in IT 3577 
(C. B. 1942-2, p. 163) in which it took the posi­
tion that in case the renegotiation agreement pro­
vided a reduced contract price to be retroactively 
applied to a prior taxable year for which a tax return 
had been filed, and for which the income and excess 
profits taxes had been paid or assessed, then the re­
fund of excessive profits in renegotiation should be 
limited to the amount in excess of the federal taxes 
that had been assessed upon the excessive profits. The 
taxes paid thereon were thus credited against the 
amount found to have been excessive and a refund of 
only the net amount was required. This was a wholly 
sound solution and the first amendment to the Re­
negotiation Act (which was contained in the Revenue 
Act of 1942) added Sec. 3806 to the Internal Revenue 
Code. This section put the above-described policy of 
the departments into the law.
In the course of its consideration of the Revenue 
Act of 1943 amending the Renegotiation Act, Congress 
debated the desirability of providing for loss carry­
back and carry-forward for renegotiation purposes as 
between years subject to renegotiation. However, in 
spite of having required that the allowances and de­
ductions for tax purposes should be allowed for re­
negotiation, it did not go that far. The argument was 
made and recognized that in this way the company 
that kept its prices up and managed to earn excessive 
profits would thereby create a cushion against which 
to offset losses of later years. This cushion would not 
be available to the company that priced right and 
made no excessive profits; hence to have allowed such 
a carry-back or carry-forward would have been to en­
courage rather than discourage excessive profits. This 
reasoning was not carried out to its logical conclusion, 
however, because the provision was written into the 
law that if a contractor had a war facility that was 
being amortized on a 20 per cent rate under a certifi­
cate of necessity and subsequently, either through the 
ending of the emergency period or by getting a certi­
cate of non-necessity, he should be able to make a 
claim for additional amortization for tax purposes, he 
should also be entitled to a refund of the additional 
amortization (net of the tax, of course) in renegotia­
tion.
Unilateral Determinations
As mentioned previously, if a renegotiation agree­
ment cannot be reached which is satisfactory to all
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concerned, the government is authorized to make a 
unilateral determination of the amount of the exces­
sive profits and to proceed to collect the amount so 
found. Under the 1942 Act, when a renegotiation 
proceeding reached the impasse stage the contractor 
received a fiat determination as to the amount 
of his excessive profits from the “secretary” of the de­
partment to which he had been assigned. Although 
he had the right of appeal from this determination to 
the proper courts, the Act did not so state.
Under the 1943 Act, an aggrieved contractor who 
reaches an impasse with the renegotiating department 
has the right to ask the War Contracts Board to review 
the case, and if still dissatisfied may appeal to the Tax 
Court of the United States. When the amount of 
excessive profits is determined by order, there must 
be sent to the contractor by registered mail a notice 
of the amount determined to be excessive profits, and 
also, upon request, a statement of the determination, 
the facts used as a basis therefor, and the reasons for 
it. Within 90 days after the mailing of this notice the 
contractor may file with the Tax Court a request for 
a redetermination. The Tax Court, which is required 
to hear the case de novo, has final and exclusive juris­
diction and can raise, lower, or maintain the amount 
of the board’s determination.
Termination of War Contracts
Reasons for Terminations
The changing needs of war, the development of im­
proved or new devices for waging it, and the uncer­
tainty of the quantities needed, have made it neces­
sary for the government to terminate many of its war 
contracts while the war is still in progress. Further­
more, it is impossible to foresee even the approximate 
date when the war will end or to determine the quan­
tities of materials necessary to complete the job in 
time to avoid placing contracts for materials that will 
never be needed because of the cessation of hostilities. 
Accordingly, orders for vast quantities of goods in 
anticipation of a continuing war will have to be can­
celled suddenly when the war ends unless terrific eco­
nomic waste is to result.
Uniform Termination Article for Prime Contracts
Although this situation existed in earlier wars, it 
was not until toward the close of World War I that its 
significance was recognized and the advantages of a 
uniform standard termination article for insertion in 
war contracts began to be appreciated. In spite of the 
unfortunate results from the lack of such an article in 
World War I contracts, none would have been adopted 
in this war if it had lasted no longer than did the war 
of 1917-1918. It is true that each of the military ser­
vices had developed articles which they used in most 
of their contracts, but there were fairly wide differ­
ences of opinion as to what such articles should in­
clude until January 8, 1944. On that date the Director 
of War Mobilization (an office created by Executive 
Order) issued a directive to all procurement agencies 
making immediately effective a uniform article pro­
viding for the settlement of fixed-price war-supply con­
tracts terminated for the convenience of the govern­
ment. This article constitutes the agreement between 
the government and the prime contractor in practi­
cally all terminations taking place at this time. A 
statement of principles to be followed in determining 
costs accompanied the article.
The uniform termination article provides that the 
performance of work under the contract in which it is 
contained may be terminated by the government in 
whole, or from time to time in part, whenever the 
contracting officer shall determine that any such ter­
mination is for the best interests of the government. 
It specifies, with provisos and qualifications of various 
kinds, that after receipt of a notice of termination 
the contractor shall (1) terminate work; (2) place no 
further orders or subcontracts for materials, services, 
or facilities; (3) terminate all orders and subcontracts 
to the extent that they relate to the performance of 
any work terminated by the notice; (4) assign to the 
government all of the right, title, and interest of the 
contractor under the orders or subcontracts so ter­
minated; (5) settle all claims arising out of such termi­
nation of orders and subcontracts with the approval of 
ratification of the contracting officer; (6) transfer title 
and deliver to the government parts, work in process, 
completed work, supplies, plans, drawings, etc., ac­
quired for the performance of the work terminated;
(7) use his best efforts to sell any such property for the 
account of the government; (8) complete performance 
of the part of the work not terminated and (9) take 
proper action to protect and preserve government 
property in his possession.
The contractor and the contracting officer are per­
mitted to agree upon the amount or amounts to be 
paid to the contractor by reason of the termination 
and may include a reasonable allowance for profit. In 
the event of the failure of the contractor and contract­
ing officer to agree, the government is to pay the 
contractor, in accordance with rather detailed pro­
visions, (1) for completed articles delivered to and 
accepted by the government in accordance with the 
prices specified in the contract; (2) in respect of the 
contract work terminated (i) the cost of such work, (ii) 
the cost of settling and paying claims arising out of 
the termination of the work, and (iii) a sum equal to 
(not to exceed 2) per cent of the part of the amount 
determined under (i) which represents the cost of arti­
cles or materials not processed by the contractor, plus 
a sum equal to a percentage of the remainder which is 
fair and reasonable under the circumstances, but the 
aggregate of such sums not to exceed 6 per cent of the 
whole of the amount determined under (i), excluding 
interest; and (3) the reasonable cost of the preservation
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and protection of property and any other reasonable 
cost incidental to termination of work under the con­
tract.
The article also contains certain limitations upon 
the total sum to be paid to the contractor. For ex­
ample, it excludes amounts allocable to or payable in 
respect of property, which is destroyed, lost, stolen, or 
damaged so as to become undeliverable prior to the 
transfer of title to the government or to a buyer to 
whom sold for the account of the government or prior 
to the 60th day after delivery to the government of an 
inventory statement covering such property, which­
ever shall first occur.
The obligation of the government to make any pay­
ments under the article is subject to deductions in re­
spect of such items as unliquidated partial or progress 
payments, unliquidated advance payments, claims 
which the government may have against the contractor 
in connection with the contract, the price agreed upon 
or the proceeds of sale of any materials, supplies, or 
other things retained by the contractor or sold, the 
amount of any claim of certain subcontractors or sup­
pliers, etc. The government also undertakes to make 
partial payments and payments on account, from time 
to time, of the amounts to which the contractor shall 
be entitled under the article, whether determined by 
agreement or otherwise, whenever in the opinion of 
the contracting officer the aggregate of such payments 
shall be within the amount to which the contractor 
will finally be entitled under the article.
Uniform Termination Article for Subcontracts
Shortly after the issuance of the uniform article for 
inclusion in prime contracts, a substantially similar 
article was recommended for use in subcontracts 
though it was never made mandatory. With only 
minor changes, this was approved by the Director of 
Contract Settlements on October 4, 1944, in his Regu­
lation No. 6.
This article provides that the buyer may terminate 
the work in whole or in part, at any time the govern­
ment requests its termination or when a contract to 
which it is a subcontract is terminated or amended, so 
as to eliminate or reduce the requirements for the 
goods covered by the subcontract. The seller is re­
quired, as and to the extent directed by the buyer, to 
stop work and the placement of further orders or sub­
contracts thereunder, to terminate work under orders 
and subcontracts outstanding thereunder, and to take 
any necessary action to protect property in the seller’s 
possession in which the buyer has or may acquire an 
interest.
If the parties cannot agree within a reasonable time 
upon the amount of fair compensation to the seller 
for the termination, the buyer in addition to making 
prompt payments of amounts due for articles delivered 
or services rendered prior to the effective date of 
termination, agrees to pay to the seller (1) the contract
price for all articles or services completed, (2) the 
actual costs incurred by the seller which are properly 
allocable or apportionable under recognized commer­
cial accounting practices to the terminated portion of 
the contract, (3) a sum equal to 2 per cent of the part 
of such costs representing the costs of articles or ma­
terials not processed by the seller, plus a sum equal to 
8 per cent of the remainder of such costs, the aggre­
gate of such sums not to exceed 6 per cent of the whole 
of such costs, and (4) the reasonable costs of the seller 
in making settlement and in protecting property in 
which the buyer has or may acquire an interest. The 
total of such payments is not, however, to exceed the 
aggregate price specified in the contract, less payments 
otherwise made or to be made.
With the consent of the buyer, the seller may retain 
at an agreed price or sell at an approved price any 
completed articles, or any articles, materials, work in 
process or other things the cost of which is allocable 
or apportionable to the contract for the account of 
the buyer.
Joint Contract Termination Board
These two uniform termination articles were de­
veloped and submitted for issuance to the Director of 
War Mobilization by the Joint Contract Termination 
Board which had been set up in the Office of War 
Mobilization on November 12, 1943. This Board 
originally included the six major procuring agencies 
(War Department, Navy Department, Maritime Com­
mission, Treasury Department, Reconstruction Fi­
nance Corporation, and Foreign Economic Adminis­
tration), but it . was later expanded to include 
representatives of the War Production Board, the 
Smaller War Plants Corporation, and the Department 
of Justice. A representative of the Office of War Mo­
bilization acted as Chairman of this Board and the 
policies it decided upon were put into effect by direc­
tives of the Office of War Mobilization.
Statement of Cost Principles
A clear understanding of the rights of both parties 
under a contract is one of the first essentials for its 
settlement. This the uniform termination article 
sought to provide. To further clarify the rights of the 
parties involved, the article incorporated the provision 
that the determination of costs under the contract 
should be “in accordance with the statement of prin­
ciples for determination of costs upon termination of 
government fixed-price supply contracts approved by 
the Joint Contract Termination Board, December 31, 
1943.” This statement of cost principles is one of the 
basic documents in the settlement of termination 
claims and, with minor changes, has continued in use 
until the present time. Its latest form is found in 
Regulation No. 5 issued September 30, 1944, by the 
Director of Contract Settlement.
The statement begins by saying that the costs con­
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templated by it “are those sanctioned by recognized 
commercial accounting practices and are intended to 
include the direct and indirect manufacturing, selling, 
and distribution, administrative, and other costs in­
curred which are reasonably necessary for the perform­
ance of the contract, and are properly allocable or ap­
portionable, under such practices, to the contract (or 
the part thereof under consideration).” Certain costs, 
because of their particular significance, are then spe­
cifically described, and it is made clear that they are 
to be included “to the extent that they are allocable to 
or should be apportioned to the contract or the part 
thereof under consideration.”
The terms which are defined are (a) common inven­
tory; (b) common claims of subcontractors; (c) depre­
ciation; (d) experimental and research expense; (e) 
engineering and development and special tooling; (f) 
loss on facilities; (g) special leases; and (h) advertis­
ing. It is specified that in no event shall the aggregate 
of the amounts allowed under (d), (e), (f), (g), and (h) 
exceed the amount which would have been available 
from the contract price to cover these items, if the con­
tract had been completed, after considering all other 
costs which would have been required to complete it. 
This may be an important restriction under some cir­
cumstances. The regulation also describes what is to 
be allowed for interest, settlement expenses, protec­
tion and disposition of property, and initial costs.
Excluded costs, items that should not be included 
as elements of cost, are also specified. Among the items 
so excluded are losses on other contracts, or from sales 
or exchanges of capital assets; fees and other expenses 
in connection with reorganization or recapitalization; 
costs of antitrust or federal income tax litigation; 
losses on investments; provisions for contingencies; 
expense of conversion of the contractor’s facilities to 
uses other than the performance of the contract; ex­
penses due to the negligence or wilful failure of the 
contractor to discontinue with reasonable promptness 
the incurring of expenses after the effective date of the 
termination notice; and costs incurred in respect to 
facilities, materials, or services purchased or work done 
in excess of the reasonable quantitative requirements 
of the entire contract.
The importance of accounting records is further 
recognized in the concluding statement which specifies 
that to the extent that they conform to recognized 
commercial accounting practices and the statement 
of cost principles, “the established accounting prac­
tices of the contractor as indicated by his books of 
account and financial reports will be given due con­
sideration in the preparation of statements of cost.”
Need for Prompt Settlements
The need for fixing contractually the liability of the 
government for contracts terminated for its con­
venience was not, however, the major cause for the 
development of a uniform termination article. This
article reflects but one phase of the broader problems 
of the whole termination process. As the war began to 
turn in our favor, war producers began to think of the 
time when their contracts might be terminated and 
began to weigh the economic effects upon their busi­
nesses. If, after the termination of a government con­
tract, they should find their plants filled with mate­
rials, supplies, partly finished goods and equipment 
which were related only to war production and of no 
value in their peacetime operations, they could easily 
visualize a complete inability to carry on any business. 
Furthermore, even if they should find the space, the 
tie-up of their working capital in such items would 
leave no funds with which to begin other business. 
To most war contractors severe losses would result 
from such conditions and to many they would mean 
bankruptcy. It is not surprising, therefore, that the 
procurement agencies began to find increasing reluc­
tance on the part of contractors to take war orders 
without some basis for assurance that, in case of ter­
mination, they would still have a chance for economic 
survival. This was one of the important factors that 
forced extensive considerations of the problems of ter­
mination by both Congress and the Administration. 
However, it was not the dominant reason.
Because of the great extent to which businesses had 
converted their plants to the production of war mate­
rials, it was apparent that speedy reconversion to 
peacetime production after the need for war produc­
tion had ceased would be essential to the economic 
well being of the country. This was clear for several 
reasons, the most important of which were to maintain 
employment and to supply the accumulated needs for 
peacetime goods and services.
The necessity for maintaining the greatest possible 
employment is obvious. Millions of men and women 
in the military services will return to civilian life at 
the close of hostilities. Other millions, now employed 
in war production will be released. A calamity of the 
severest proportions is threatened if peacetime em­
ployment is not provided at a rate that will absorb a 
substantial proportion of those persons seeking em­
ployment soon after they are released from their war 
occupations.
The demands for goods not produced during the 
war, while of less urgency than maintaining employ­
ment, is nevertheless important. Many of the shortages 
are in goods that are very close to being necessities. 
If a company’s war plants cannot be cleared of the 
special war facilities, materials, supplies, partly fin­
ished goods, etc., or if working capital is not available 
for peacetime production, it is obvious that it cannot 
convert and will be unable to produce the goods or 
offer the employment that will be so essential to the 
country’s recovery from war and stability in peace. 
The Office of Contract Settlement
The importance of quick and orderly settlements 
of terminated war contracts became so apparent to
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the Joint Contract Termination Board and to various 
members of Congress that during the first half of 1944 
several bills were prepared and introduced in Con­
gress. Of the various legislative proposals recognizing 
the necessity of prompt and orderly settlements of 
terminated war contracts, one, originally drafted in 
large part by the Joint Contract Termination Board, 
was enacted into law as the Contract Settlement Act 
of 1944. Approved on July 1, 1944, it became Public 
Law 395 of the 78th Congress. That law created the 
Office of Contract Settlement to be headed by a 
director appointed by the President by and with the 
consent of the Senate. On October 3, 1944, the Office 
of Contract Settlement was placed within the Office 
of War Mobilization and Reconversion by an Act 
creating that office (Public Law 458—78th Congress). 
The Contract Settlement Act provided for a Contract 
Settlement Advisory Board composed of representa­
tives of the nine government agencies represented on 
the Joint Contract Termination Board. The law pro­
vides that the director “shall advise and consult” with 
the advisory board but he is not required to follow 
the board’s advice.
The law contemplates a close working relationship 
between the Office of Contract Settlement and the 
various contracting agencies. This is evidenced by 
the following provision in Sec. 4 (d) of the law, “The 
Director shall perform the duties imposed upon him 
through the personnel and facilities of the contracting 
agencies and other established government agencies, 
to the extent that this does not interfere with the 
function of the Director to insure uniform and effi­
cient administration of the provisions of this Act.” 
The Director is also authorized to “delegate such 
authority and discretion, upon such terms and con­
ditions as he may prescribe, to the head of any govern­
ment agency to the extent necessary to the handling 
and solution of problems peculiar to that agency.” 
Since the contracting agencies are the ones to termi­
nate the contracts, the bulk of the work involved in 
settlement falls upon them.
The Office of Contract Settlement is primarily de­
signed to develop uniform methods which will speed 
up settlements and facilitate reconversion and at the 
same time be fair to all parties concerned. To further 
cooperation of all the interested agencies to which 
the methods apply, a system of advisory committees 
of the Contract Settlement Advisory Board has been 
established which includes such committees as Com­
mittee on Termination Accounting, Committee on 
Financing, Committee on Property and Plant Clear­
ance, Committee on Progress Reporting Statistics, 
Committee on Training, and Committee on Public 
Information. Through these committees the various 
views of the interested agencies are brought together 
and reconciled as far as possible. Usually it is pos­
sible to arrive at a recommendation for action by the 
Director that is acceptable to most if not all of the
agencies concerned. This makes possible a knowledge 
and understanding of all phases of the problem before 
action is taken.
Organization of Contracting Agencies for
Termination
Administration of the work of terminating war 
contracts has been assigned within the various depart­
ments to the persons who have been primarily con­
cerned with the problems of procurement. In the War 
Department the duty of formulating the policies with 
respect to terminations, insofar as they have been 
delegated to the department, has been vested in the 
Director, Readjustment Division, Headquarters, Army 
Service Forces, who acts under the supervision of the 
Director of Materiel in matters relating to the Army 
Service Forces, and as the Special Representative of 
the Under Secretary of War in matters relating to 
the Army Air Forces. The actual work of conducting 
the termination proceedings, however, is carried out 
by the organization that has handled procurement on 
the theory that those who placed a contract should 
settle it. In the Navy Department, the responsibility 
for termination policies and procedures and their 
supervision and coordination has been vested in the 
Vice Chief of the Office of Procurement and Materiel 
and the actual settlement work is handled by the 
procurement staff. In all other agencies the termina­
tion responsibilities have been assigned to the pro­
curement divisions and are handled as part of the 
procurement job.
Interim Financing
The importance of furnishing contractors with 
funds permitting their entering into other produc­
tion during the time their terminated contracts are 
in the process of settlement is forcefully recognized 
in sections 8, 9, and 10 of the Contract Settlement 
Act. Sec. 8 (a) states that “It is the policy of the 
government, and it shall be the responsibility of the 
contracting agencies and the Director, in accordance 
with and subject to the provisions of this Act, to 
provide war contractors having any termination claim 
or claims, pending their settlement, with adequate 
interim financing, within thirty days after proper 
application therefor.”
Pursuant to the statutory authority given him, the 
Director of Contract Settlement issued his first regu­
lation on August 18, 1944, in which he authorized 
the War Department, the Navy Department, and the 
Maritime Commission to guarantee loans made to fi­
ance termination claims. These so-called “T-Loans” 
are made by private banks and guaranteed by the 
Federal Reserve Banks as fiscal agents for the con­
tracting agency having the preponderant interest in 
the contractor’s war production. Loans of this kind 
are available to all kinds of contractors. Under a 
“T-Loan,” the borrower agrees to assign to the bank
War Contracts Ch. 31-p. 21
moneys due and to become due on his terminated 
war contracts. Among the policies laid down in 
General Regulation No. 1 is the following: “The 
requested percentage of guarantee should not ordi­
narily be questioned by the Federal Reserve Bank or 
the contracting agency if it does not exceed 90 per 
cent; and a contracting agency should not authorize 
a percentage of guarantee in excess of 90 per cent, 
or 95 per cent in the case of small loans, unless the 
circumstances clearly justify the financial institution 
in requesting it and other means of interim financing 
are not properly available.”
General Directive No. 2, dated September 8, 1944, 
also dealt with interim financing. It provided for 
partial payments on terminated contracts and speci­
fied three types of payments, as follows:
(i) Immediate partial payments, based on con­
tractors’ estimates—partial payment up to 75 per cent 
of the contract price of completed articles not de­
livered, plus 75 per cent of the contractor’s estimated 
costs of raw materials, purchased parts, supplies, 
direct labor, and overhead allocable to the termi­
nated portion of the contract (excluding special facili­
ties or other items of controversial character) are 
generally to be paid immediately if requested and the 
agency may pay up to 90 per cent of such amounts;
(ii) Cost-supported partial payments—if substantial 
accounting data is submitted the payments may be 
100 per cent of the contract price of the finished 
items, 90 per cent of the cost of raw materials, pur­
chased parts, supplies, direct labor, and manufactur­
ing overhead allocable to the terminated portion of 
the contract, a reasonable percentage of other allow­
able costs, and such additional amounts, if any, as 
the contracting agency deems necessary to provide 
the war contractor with adequate interim financing; 
and
(iii) Controlled partial payments into special ac­
counts—this payment category is for contractors that 
are insolvent or in imminent danger of insolvency 
and under it the immediate or cost-supported partial 
payment will be deposited in a special account, to 
be released under the supervision of a representative 
of the contracting agency.
Subsequently, Regulation 9 broadened the termi­
nation loan program by a clarification of the status 
of the Reconstruction Finance Corporation and of 
the Smaller War Plants Corporation under the pro­
gram. The regulation extended the authority of 
these two government corporations to supplement 
the commercial banking structure in rendering in­
terim financial assistance by allowing them to obtain 
guarantees from the War and Navy Departments and 
the Maritime Commission in cases where comparable 
financing proves unavailable from private financing 
institutions.
Pre-Termination Agreements
During the late summer of 1944 the trend of the 
war in Europe led to a belief that there would be
an early surrender by Germany. Though this opti­
mism proved to be premature, it had the effect of 
speeding consideration of the termination question 
because it was expected that a very substantial pro­
portion of the total war contracts outstanding would 
be terminated at once if Germany should surrender. 
Realizing that the termination of a very substantial 
number of contracts at the same time would put a 
heavy burden on the personnel available to handle 
the work and might seriously jeopardize the whole 
program, the idea of pre-termination settlements was 
developed.
On September 27, 1944, General Directive No. 3 
was issued authorizing the contracting agencies to 
enter into agreements before termination covering 
one or more elements of the claim that would other­
wise have to be settled after termination. These 
agreements were required to be based on data that 
would permit reasonable forecasts, consistent with 
sound commercial standards, of the factors involved. 
By agreeing upon such items as unit costs of termi­
nation inventories at various stages, unit prices at 
which the contractor is to retain selected inventories, 
inventory items to be scrapped, overhead rates, etc., 
in advance of termination it is believed the time be­
tween termination and settlement may be materially 
shortened, plant clearance speeded, and interim fi­
nancing expedited. Such pre-termination agreements 
with the contracting agencies form a pattern that 
is also adaptable to agreements with subcontractors. 
In some cases it is expected that the pre-termination 
agreements will have covered practically all of the 
termination problems, and that settlement will be 
almost automatic. In other cases, however, circum­
stances are such that very few of the problems can 
be settled prior to actual termination.
Plant Clearance
The Contract Settlement Act, following the poli­
cies laid down by the Joint Contract Termination 
Board deals specifically with most of the problems 
of plant clearance. Sec. 12 of the Act states that “it 
is the policy of the government, upon the termina­
tion of any war contract, to assure the expeditious 
removal from the plant of the war contractor of the 
termination inventory not to be retained or sold by 
the war contractor.” It then lays down rules to 
implement such a procedure. It is provided that 
within sixty days after the contractor has submitted 
a statement of the properties that are to be removed 
by the government the agency shall arrange for their 
storage or remove them from the premises. If the 
government fails to do so, the contractor may remove 
and store them at the risk and expense of the govern­
ment. Similar provisions are made for the removal 
of government-owned machinery, tools, etc. The sec­
tion ends by authorizing the contractor to remove
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and store any termination inventory at his own risk 
at any time after termination.
The Director of Contract Settlement has imple­
mented the statute by issuing regulations specifying 
the procedures to be followed by war contractors 
and requiring prompt action by the government 
agency involved. Failure of the government to act 
quickly gives the contractor (see Regulations Nos. 4 
and 10) the right to act at an early date to clear his 
plant at the expense of the government.
Negotiated v. Formula Settlements
The uniform termination article, combined with 
the statement of cost principles, established a method 
of settlement that is sometimes referred to as the 
“formula settlement” or the “court room settlement,” 
and the procedure was recognized and maintained 
by the Contract Settlement Act. This procedure 
requires extensive accounting data and compliance 
with detailed rules before a settlement can be reached, 
and is the one that must be followed if the govern­
ment and the contractor cannot agree. However, both 
the article and the Act contemplate that, where pos­
sible, agreements should be entered into on a nego­
tiated basis. In such cases it is not necessary to con­
sider all the details that are a necessary part of a 
“formula settlement.” Sec. 6 (b) of the Contract 
Settlement Act reads as follows:
“(b) Each contracting agency shall’ establish 
methods and standards, suitable to the conditions of 
various war contractors, for determining fair com­
pensation for the termination of war contracts on 
the basis of actual, standard, average, or estimated 
costs, or of a percentage of the contract price based 
on the estimated percentage of completion of work 
under the terminated contract, or on any other equita­
ble basis, as it deems appropriate. To the extent that 
such methods and standards require accounting, they 
shall be adapted, so far as practicable, to the account­
ing systems used by war contractors, if consistent with 
recognized commercial accounting practice.”
This section was inserted on the recommendation 
of the contracting agencies and the Office of War 
Mobilization to permit quick settlements where prac­
ticable. The House Judiciary Committee recognized 
the need for some quick method of settlement. In its 
report on the bill it said, “The hearings and reports 
by the various committees of Congress which have 
studied this matter clearly indicate that the over­
whelming bulk of termination claims must be settled 
by negotiated agreements if the job is to be done 
expeditiously enough to permit rapid reconversion 
and reemployment at the end of the war. The 
ability to apply standards of business judgment as 
distinct from strict accounting principles is at the 
heart of the negotiated settlement.”
The Director of Contract Settlement expressed the 
view that the primary test of the methods and stand­
ards of settlement to be established by the contracting 
agencies pursuant to Sec. 6 (b) of the Act is whether 
they provide fair compensation. Fair compensation 
he recognizes to be a matter of judgment and there­
fore incapable of exact measurement. However, he 
recognizes that there are criteria for judgment and 
that cost and accounting data are such criteria in 
the field of fair compensation, but he rejects them 
as rigid measures of it. Emphasizing that the amount 
of record keeping, reporting, and accounting in con­
nection with the settlement of termination claims 
should be reduced to the minimum compatible with 
the reasonable protection of the public interest, as 
part of Regulation No. 7 issued in October, 1944, 
he submitted a statement for the guidance of contract­
ing agencies in the settlement of claims by agreement 
in cases in which the settlement is negotiated on the 
basis of a consideration of costs and profit. In this 
statement he indicated that the object of negotiation 
is to agree upon a total amount, to be paid in settle­
ment of the contractor’s claim, which will constitute 
fair compensation and that the amount agreed upon 
may be determined as an entirety, leaving flexibility 
in the determination of any particular element enter­
ing into the final result.
After indicating such broad freedom of action, he 
then submitted some standards to guide the settle­
ments. Contractors are told they can properly expect 
that their costs of the types described by the State­
ment of Cost Principles as includible will be taken 
into account in a settlement by agreement. Con­
versely, that such a settlement should not be made 
the means for reimbursing expenditures of the types 
which the Statement excludes. Contracting agencies 
are told that they must require contractors to sub­
mit relevant information in support of their claims 
which shall include technical and accounting data 
to the extent deemed necessary. Cost data, however, 
is to serve not as a first step in an attempt at an 
exact determination of cost, but rather as the basis 
for a business negotiation leading directly to a prompt 
settlement which will be fair to the contractor and 
will adequately protect the interest of the govern­
ment. Reasonable estimates and approximations may 
be used. Profit is to be limited to preparations made 
and work done for the terminated portion of the 
contract; but, subject to this limitation, any rea­
sonable method of arriving at a fair profit may be 
used in a negotiated settlement. The most satisfac­
tory criterion of what is a fair profit on the terminated 
part of a contract is described as being, ordinarily, 
a proper proportion of what the parties have agreed 
upon. Evidences of this agreement might be (a) the 
amount of the profit which was agreed upon or con­
templated by both parties at the time when the con­
tract was negotiated; or (b) the amount of profit 
which the contractor would have earned had the 
contract been completed; or (c) the amount of profit
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which the contractor agreed to accept in the event 
the contract was terminated and litigation resulted. 
However, these determinations must not be carried to 
unreasonable lengths. Accordingly, a number of cri­
teria are presented to serve as practical guides in the 
determination of reasonable profits.
To avoid forcing the contractor to unnecessary liti­
gation to establish his legal rights against the govern­
ment, the Director states that it will be appropriate 
in any case, where the contractor so desires, to pay 
the amount of the approximation of the formula. 
As in the case of settlements in the absence of agree­
ment, the gross amount of the settlement (exclusive 
of sums paid as compensation for post-termination ex­
penses and services) is not to exceed the contract price, 
less payments otherwise made or to be made to the 
contractor, and is subject to proper deduction for 
advance, partial payments, etc.
Cost Memorandums
Recognizing the significance of cost computations 
in connection with termination settlements, both by 
formula and by negotiation, and finding substantial 
differences of opinion as to the proper interpretation 
to be used in the application of the “Statement of 
Principles for Determination of Costs Upon Termina­
tion of Government Fixed-Price Supply Contracts” 
(Reg. No. 5), the Director has issued a number of 
“Termination Cost Memorandums.” These were for 
the purpose of promoting uniformity in the inter­
pretation of the cost principles and of serving as 
guides to prime contractors, subcontractors, and con­
tracting agencies wherever the Statement of Cost Prin­
ciples is applicable. In Regulation 14, issued February 
22, 1945, to accompany the first eight cost memo­
randums the following significant statement is made: 
“However, accounting data may be accepted when 
determined on bases different from those set forth 
in the memorandums if such bases nevertheless repre­
sent recognized commercial accounting practices and 
yield equitable results. Where specific methods of 
accounting treatment are suggested or illustrated by 
the memorandums, it is not intended that such 
methods need be adhered to literally in all cases. 
Particularly is this so where the amounts are rela­
tively small. In such cases, especially for purpose of 
negotiated settlements, the possibility of greater ac­
curacy to be derived by an exact application of the 
memorandums may not justify the increased time 
and effort involved in their use.”
Settlements Without Claim
A very substantial proportion of all the termina­
tion settlements to date have involved no claim on 
the part of the contractor. Many contractors were 
able to use in their other work, either government or 
civilian, all the materials acquired and partially fin­
ished goods produced for the terminated contract.
The principal reason for these no-cost or no-claim 
settlements, however, is that losses on such contracts 
are treated as offsets to excessive profits on other war 
contracts by the renegotiation authorities. As a re­
sult, any contractor who has had profits on his war 
business of a sufficient amount that he would be 
called upon to make a refund of excessive profits in 
renegotiation of at least as much as the amount of 
his termination claim, would gain nothing by claim­
ing and obtaining a payment of a termination claim, 
for it would merely add to his profits and therefore 
to the amount he would have to refund. This rela­
tionship between the two was not an accident but a 
carefully planned government policy to facilitate 
settlements of this kind. The steps in formulating 
this policy were three in number: (1) the War Con­
tracts Price Adjustment Board ruled that costs of 
terminated renegotiable contracts were allowable in 
over-all renegotiation and that profits on terminated 
contracts were subject to renegotiation, (2) the Treas­
ury Department ruled (TD 5405) that compensation 
arising out of terminated contracts should be re­
ported for income tax purposes in the year in which 
the contract was terminated, and (3) the Treasury 
ruled (Com. Mimeograph Coll. No. 5766, RA No. 
1393, TS No. 343) that a contractor’s waiver of his 
claim to compensation for the termination of a war 
contract did not affect the deductibility of expenses, 
losses, depreciation, or amortization in connection 
with the terminated contract.
Informal Commitments
Sec. 17 of the Contract Settlement Act provides 
that “where any person has arranged to furnish or 
furnished to a contracting agency or to a war con­
tractor any materials, services, or facilities related to 
the prosecution of the war, without a formal con­
tract, relying in good faith upon the apparent author­
ity of an officer or agent of a contracting agency, 
written or oral instructions, or any other request to 
proceed from a contracting agency, the contracting 
agency shall pay such person fair compensation there­
for.” This section also specifies that contracting 
agencies shall not take advantage of any technical 
defects in any prime contracts or in any delegations 
of authority to an official or agent who has ordered 
facilities, materials or services and directs that fair 
settlements shall be made of any obligations that may 
have been thereby created.
To clarify the provisions of Sec. 17 the Director of 
Contract Settlement issued Regulation 12 on January 
24, 1945, directing that claims under the section are 
to be filed with the agency whose official or agent 
made the request and specifying how the data sup­
porting the claim is to be filed. The regulation also 
describes the procedure to be followed if the claim 
is not settled by agreement and requires the contract­
ing agency to formalize certain defective obligations
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or commitments within 90 days from the time it 
receives notice of the existence of the formal or tech­
nical defect or omission.
Appeal Board
Sec. 13 of the Act provides for an appeal board 
to be set up in the Office of Contract Settlement. 
Any war contractor may appeal to that Board if he is 
aggrieved by the findings of a contracting agency on 
his claim or on any part of his claim or by the 
agency’s failure to make a finding. The appeal board 
was appointed by the Director and on March 19, 
1945, he issued Regulation 15 prescribing rules of 
practice and procedure to govern proceedings for the 
board. He also authorized the board to prescribe 
amendments to these rules and make further rules to 
govern its proceedings. The rules provide the pro­
cedures for the settlement of disputes between a war 
contractor and the government and for those between 
war contractors. Parties may appear before the board 
without representation or they may be represented 
by a qualified attorney or certified public accountant. 
It is contemplated that panels of the board will sit 
in localities reasonably convenient to the contractors 
throughout the country.
Rules of procedure before the board provide for 
less formality than is customarily used by trial courts. 
Hearings are to be public, unless otherwise ordered 
by the board, and a stenographic report is to be made 
of any oral testimony, but the board may decide 
whether to take a transcript of oral argument. Evi­
dence may be admitted at the discretion of the board 
and does not have to conform to the rules of evidence
observed by the courts. Witnesses may be required 
to take an oath and be subjected to cross-examination. 
The rules are designed to provide justice without 
undue red tape and seem likely to facilitate the 
settlement of any appealed claims,
Results Anticipated
With the extensive amount of planning that has 
been done in regard to the problems involved in 
settling terminated war contracts by Congress, the 
Office of War Mobilization, the Office of Contract 
Settlement, and the various contracting agencies, it 
is hoped that prompt termination settlements may be 
effected. Certainly the government and business are in 
far better shape to approach such a stupendous task 
than they could possibly have been without such fore- 
sighted planning. The war in Europe having closed 
before the war in the Pacific, the impact of termina­
tions will not be nearly as great as it would have 
been had they both closed simultaneously. Undoubt­
edly policies and procedures will have to be changed 
and new ones developed as the work of termination 
on a large scale discloses problems not anticipated 
and weaknesses in procedures not foreseeable. The 
encouraging feature of the whole program is that 
both the representatives of industry and the repre­
sentatives of government realize the danger, not only 
to the individual business but to the entire economic 
society, if quick and reasonable settlement of claims 
and clearance of plants do not take place. In this 
unity of purpose there is promise of sound accom­
plishment.
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of the termination problem as it was visualized at 
the time by a number of well informed individuals. 
Part I includes: “The War Adjustment Problem,” 
Cecil E. Fraser; “Policies and Procedures for the 
Termination of War Contracts,” Leon Malman; 
“Problems Arising Out of the Subcontractor Rela­
tionship,” John S. Carter; “Company Settlement,” 
Allen W. Maddren; and “The Role of Congress in 
Contract Termination,” Bertram M. Gross. Part II 
includes: “Termination after World War I,” I. J. 
Gromfine and J. Donald Edwards; “Accounting 
Problems in Termination,” Dundas Peacock; “Prob­
lems Affecting Labor,” Boris Shishkin; “Disposition 
of Federally Owned Surpluses,” Clifton E. Mack; 
“Disposal of Contractor-owned Property on Ter­
mination,” Forton A. Christoffer; “Administrative 
and Judicial Machinery,” Allen W. Maddren; and 
“Contract Settlement Act of 1944,” Senator James E. 
Murray.
Bernard M. Baruch and John M. Hancock, “Report 
on War and Postwar Adjustment Policies,” Feb. 15,
1944.
A report to The Honorable James F. Byrnes, Direc­
tor, Office of War Mobilization. Is in part a report 
of the activities of the Joint Contract Termination 
Board and its accomplishments such as the Uniform 
Termination Article, the Statement of Principles 
for Determination of Costs upon Termination of 
Government Fixed-Price Supply Contracts, State­
ment of Policy on Termination Financing, State­
ment of Policy as to Removal and Disposition of 
property in Connection with Contract Termina­
tion, etc., and in part recommendations for legis­
lation and future policy actions.
Director of Contract Settlement, Report to the Con­
gress.
At this writing there have been three such reports,
October 1944, January 1945, and April 1945. These 
reports advise Congress of the progress in termina­
tion, the policies adopted, statistics on results of 
termination settlements, and organization and ad­
ministration of the Office of Contract Settlement. 
They include all regulations issued by the Director 
of Contract Settlement.
Joint Termination Regulation of the War and Navy 
Department.
Issued by the War Department as a part of its 
Procurement Regulations and as a special order 
by the Navy Department. In loose leaf form. Has 
been completely revised once at this writing. Con­
tains all regulations of the Office of Contract Set­
tlement, all forms for use in connection with ter­
mination claims and their settlement, and all 
detailed instruction, rules or regulations to be fol­
lowed by Army or Navy personnel in terminating 
contracts and in financing and settling them.
American Institute of Accountants, Termination and 
Taxes, 1944.
This volume is a transcript of the papers presented 
at the 57th annual meeting of the American Insti­
tute of Accountants. It contains the following 
papers dealing with termination: “Advance Plan­
ning for Termination,” Dundas Peacock; “A Case 
Study of a Termination Proposal,” H. T. McAnly; 
“Negotiated Settlements of Terminated War Con­
tracts,” J. Harold Stewart; “Presentation of Termi­
nated Contracts in Financial Statements,” Maurice 
H. Stans; “Recent Developments in Termination 
Cost Principles,” John W. McEachren; and “Re­
sponsibilities of the Certified Public Accountant,” 
John B. Inglis.
J. K. Lasser, How to Speed Up Settlement of Your 
Terminated War Contract, New York; McGraw-Hill 
Book Co., 1945.
Simplified explanation of termination policies, pro­
cedures, and requirements, including copies of 
official documents and statements.
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WAGE AND SALARY STABILIZATION
By David C. Anchin
PART I—RULES GOVERNING JURISDICTION 
OF AGENCIES, EMPLOYEE COUNT AND 
CLASSIFICATION, DETERMINATION 
OF COMPENSATION AND 
PENALTIES
Purpose of the Law
Wage and salary stabilization constitutes one ele­
ment of the governmental program of control of do­
mestic economy designed to prevent inflation during 
the present emergency period. Other important con­
stituents of the manifold control program include the 
rationing of goods and instalment credit, limiting of 
inventories, et al. Presidential authority to direct the 
stabilization of prices, wages, and salaries derives from 
Congress’ amendment to the Emergency Price Control 
Act, dated October 2, 1942, now known officially as 
the “Stabilization Act of 1942.”
Necessity for such controls became manifest after 
the United States entered the war. In April 1942, 
prior to the Congressional action, the President an­
nounced the seven-point stabilization program, for­
mulating the national economic policy and the need 
for both direct price control, including the cost of 
living and basic wage rates, and indirect price con­
trol including control of purchasing power by means 
of taxation and savings. Employers’ demands for labor 
when the labor supply was constantly diminishing and 
employees’ demands for higher rates made control of 
wages essential to the anti-inflation program.
The purpose of the stabilization law is not con­
fined to “holding down” wages, and should not be 
construed as a “freezing” of wages. It seeks primarily 
to maintain not only “peacetime” wage standards, but 
also the normal operation of wage structures and wage 
relationships. Thus it is the policy of the stabilization 
regulations to permit adjustments within the structure 
while controlling the general level of wages.
The law permits increases in salaries and wages but 
limits them generally to reasonable amounts at rea­
sonable intervals, to be made in accordance with the 
policy followed by the employer prior to the enact­
ment of the law, or as legally adopted and approved 
thereafter. Provision is made for the rectification of 
hardships that may arise in individual cases due to 
unusual conditions, and there is also provision for 
the correction of gross inequities and for relief where 
the strict application of the law would unduly hamper 
any important war activity.
One must understand that the law was an emer­
gency act, passed in some haste, and dealing with a 
subject which had few established precedents. Conse­
quently, a good deal of “trial and error” was inevita­
ble in the earlier stages. Even the administrators were 
compelled to learn their functions by experience as 
well as by instruction. Congress amended the Act, 
and the agencies having jurisdiction frequently 
amended their respective rules and regulations, as 
experience dictated.
During this period it was frequently found, on 
investigation, that violations of the regulations were 
attributable to ignorance rather than wilful disregard 
of the law, and it was therefore deemed appropriate 
that the enforcement policy be guided by the knowl­
edge that the regulations were imperfectly under­
stood. Now, however, a reasonable stability and 
continuity have been achieved and the War Labor 
Board has issued a statement to the effect that “ignor­
ance can no longer be pleaded as an excuse.”1
The complexity of the law, and of the rules and 
regulations promulgated thereunder, is due in a large 
measure to the wide variations in the size and nature 
of business organizations, variations in methods of 
determining compensation, the varying bases for in­
creases and decreases, distinctions between employees, 
the enormity of the administration and enforcement 
of such a law, and other factors that become dis­
cernible as one deals with the subject.
It is worthy of mention that a clear conception of 
the purpose and spirit of the law, and a proper under­
standing of the conditions responsible for its com­
plexities, will contribute much toward the achieve­
ment of a well rounded grasp of the subject of wage 
stabilization. Further, it should be understood that 
the stabilization rules and regulations analyzed herein 
are those which were in effect at the date of prepara­
tion of this chapter (March 1, 1945). Compliance 
questions can be answered only in the light of the 
rules in effect at the time the problem developed, 
and retroactive amendments passed at a later date 
must also be taken into account.
Explanatory Guide to Regulations and Text 
References
Pursuant to the power conferred upon him by the 
Act of October 2, 1942, the President issued Executive 
Order No. 9250 stabilizing the general level of wage 
rates—". . . so far as practicable on the basis of levels 
which existed on September 15, 1942.”2 The Order 
also established the Office of Economic Stabilization
1NWLB Rel B 508, 3/23/43.
2 Act of October 2, 1942. The present date of expiration of the 
law is June 30, 1945, but it is more than probable that it will 
be extended even into the postwar period.
Copyright 1945 by American Institute of Accountants
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and vested its director with the power to formulate 
a stabilization program in accordance with the na­
tional economic policy. This power was further aug­
mented by Executive Order No. 9328, the “hold-the- 
line” order of April 8, 1943, which delegated to the 
Economic Stabilization Director the authority granted 
to the President to issue directives deemed necessary 
to stabilize the economy, increase production, and fur­
ther aid the effective prosecution of the war. It also 
curtailed the authority of agencies charged with the 
administration of wage and salary contracts by limit­
ing the types of increases which they were authorized 
to approve.
The regulations of the Economic Stabilization Di­
rector are comprised of the measures which effectuate 
the stabilization of wages and salaries, and delegate 
the authority for their administration and enforce­
ment to the following agencies: the National War 
Labor Board,3 the Commissioner of Internal Revenue, 
and the War Food Administrator. Specifications and 
rules regarding the administration of their respective 
responsibilities are contained in the regulations, 
orders, etc., of the various agencies.
Following are the significant types of regulations 
promulgated under and pertinent to, the wage and 
salary stabilization program; also the corresponding 
abbreviations as employed in the text.
Legislative Authority Code
Act of Congress, Oct. 2, 1942 Act of Oct. 2, 1942
Executive Authority
Executive Orders EO
Administrative Authority
Regulations of the Economic Stabilization
Director ESD
Agency Authority
National War Labor Board WLB
Regulations, including WLB regs.
General Orders GO
Interpretative Bulletins to General
Orders IB
Releases WLB Rel.
Commissioner of Internal Revenue Commissioner 
Salary regulations SSU
Letters, rulings, etc. SSU letter, SSU ruling, etc.
Accountants’ Responsibilities and Problems
Accountants must give considerable thought and 
attention to the subject of wage stabilization, because 
violations may result in the imposition of serious 
penalties several years after their origin. Thus, 
financial statements issued in the interim may be im­
proper if they do not reflect these contingent liabili­
ties. Moreover, accountants may be called upon to 
install, and thereafter audit, such records as may be 
needed by employers to insure compliance with the 
maximum-annual-increase rules and other rules and 
regulations issued under the Wage and Salary Stabili­
zation Law. They must also be equipped to represent 
their clients properly before the Treasury Depart­
ment when questions pertaining to the stabilization 
laws arise upon an audit of income tax returns. 
Finally, the early detection of violations and their 
subsequent cure will enable accountants to render a 
valuable service to their clients in reducing violation 
penalties. Statement on Auditing Procedure No. 21, 
issued by the committee on auditing procedure, 
American Institute of Accountants, in July 1944, 
holds that assurance of compliance with wage and 
salary stabilization regulations is generally a definite 
audit responsibility.
Some of the problems which confront accountants 
will tax their capacity and judgment. For example, 
the establishment of an audit program that will be 
effective but not excessively time consuming is a major 
problem. Another is the determination of the penal­
ties that may be imposed in cases where an investiga­
tion has been commenced by a governmental agency 
and is pending, or where there are violations and no 
investigation has been made, or where there are tech­
nical violations for which serious penalties may be 
imposed, but which may receive lenient treatment 
because they are not contrary to the spirit of the law, 
or where it is not clear that violations exist. Finally, 
the position the accountant should take in his report 
when he is aware of the existence of violations is a 
serious matter which must be settled after careful con­
sideration of all the facts and contingencies. In a sub­
sequent section, general recommendations and pro­
cedures are submitted for the guidance of accountants 
in dealing with stabilization problems.
Division of Jurisdiction
Pursuant to the Act, the President created the Office 
of Economic Stabilization and appointed an Eco­
nomic Stabilization Director to head it, giving him 
extensive authority to carry out its provisions and 
intent (Executive Order No. 9250). Shortly after­
wards, the Stabilization Director assigned to the fol­
lowing three unrelated agencies the task of setting up 
the machinery for wage control and the enforcement 
thereof:
National War Labor Board.
Commissioner of Internal Revenue.
War Food Administrator.
For brevity, the National War Labor Board will 
hereafter be referred to as WLB and the Commis­
sioner of Internal Revenue as Commissioner. Since 
the rules of the War Food Administrator are of rela­
tively little interest to accountants, its rules are given 
very limited consideration herein.
The three stabilization agencies are completely in-
3The NWLB was created originally by Executive Order No. 
9017, for the purpose of handling labor disputes which handi­
capped the effective prosecution of the war.
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pendent of each other, though they cooperate under 
the direction of the Stabilization Director. Rules and 
decisions of one agency neither bind nor set a prece­
dent for the others. This is important to bear in mind 
at all times to avoid unwarranted assumptions. The 
methods, policies, forms, procedures, and other ad­
ministrative aspects of each agency vary. No one should 
reach a conclusion as to one agency’s requirements by 
reference to those of another. There are many in­
stances where one agency has ruled on a matter and 
the others are silent thereon. If a situation is not 
specifically covered by the rules of the proper agency, 
one should request a ruling.
It will also be observed that WLB is more restric­
tive in the size of increases allowed than the Commis­
sioner. The reason for this is apparent when one 
realizes that the Commissioner deals with individuals 
who are executive, administrative, and professional 
employees in the main, whose numbers are only a 
small fraction of the total dealt with by WLB. Small 
increases under WLB represent huge sums in the ag­
gregate, and thus may be inflationary. In addition, 
WLB is guided almost entirely by prevailing rates and 
the wage-increase policies that prevailed prior to stabi­
lization in respect to the mass of labor, whereas the 
Commissioner cannot use these guides for executives, 
etc., as effectively.
The jurisdiction of the stabilization agencies ex­
tends to wages and salaries of firms engaged in in­
trastate as well as interstate commerce, and whether 
or not related to the war effort.
War Labor Board Jurisdiction
WLB has jurisdiction over4 (1) all wages regardless 
of amount (defined generally as compensation com­
puted on an hourly, a daily, or a piecework basis) 
except those paid to agricultural workers; and (2) sal­
aries (defined generally as compensation computed on 
a weekly, monthly, or other comparable basis) of $5,000 
or less per year of employees who are represented by 
a labor union or who are not holding bona fide 
executive, administrative, or professional positions.
WLB has granted authority to certain federal de­
partments and agencies, to regulate the salaries of 
employees whose compensation is not fixed by statute. 
This authority covers civilian employees of the War 
and Navy Departments and employees of the Office 
of Price Administration, U. S. Employment Office, 
Federal Reserve Bank, and other instrumentalities.5 
Their actions and decisions are subject to some 
limitations and to review. There are also a number 
of industry commissions to whom the WLB has dele­
gated authority in wage matters. These commissions 
are empowered to decide on voluntary wage adjust­
ment matters and labor dispute cases involving em­
ployers and employees in such industries. Their de­
cisions may generally be appealed to the National 
War Labor Board.
For operating reasons the National War Labor 
Board has established twelve semi-autonomous re­
gional war labor boards, all operating under con­
stitutions granted by the national board. Each re­
gional board has twelve members, divided equally 
to represent the public, labor, and business. The 
regional boards, in turn, have delegated certain 
duties to the Wage and Hour Division of the De­
partment of Labor, particularly in respect to the 
preliminary processing of applications for approvals, 
and to investigations.
Commissioner’s Jurisdiction
The Commissioner has jurisdiction over6 (1) all 
salaries in excess of $5,000 per year, including those 
earned by unionized employees; and (2) salaries of 
$5,000 or less per year of those who are employed in 
bona fide executive, administrative, or professional 
positions and who are not represented by a recognized 
labor organization.
Regional offices have also been set up by the 
Commissioner throughout the country as an essential 
operating expediency. The regional offices are in the 
charge of an official of the Commissioner’s depart­
ment, designated by him. The Commissioner has also- 
assigned to certain federal departments and agencies7 
the authority to rule upon applications for wage and 
salary adjustments of civilian employees subject to his 
jurisdiction, but the decisions are reviewable by him. 
War Food Administrator’s Jurisdiction
The War Food Administrator has jurisdiction over8 
salaries and wages paid to agricultural labor which 
do not exceed $5,000 per annum. Those in excess of 
$5,000 are subject to the Commissioner. Agricultural 
employees include those engaged in all types of farm­
ing, including cultivation and tillage of the soil, 
dairying, production of agricultural and horticultural 
commodities, and the raising of livestock, bees, and 
poultry.
Numerous problems exist in regard to the class­
fication of employees according to the varying juris­
dictions, and a discussion of this subject appears in 
a subsequent section.
Effective Dates of the Law
War Labor Board
The War Labor Board approved all increases in 
wage rates, subject to its jurisdiction, which were put 
into effect on or before October 3, 1942.9 Such 
approval includes increases first reflected in a pay­
roll subsequent to October 3, 1942, if applicable to
4ESD, Sec. 4001.2.
5GO. Nos. 17-21, 24, 25-A, 27-29, 32-35, 37.
6ESD, Sec. 3001.4.
7Commissioner’s letter to Secretary of War, 12/24/42.
8ESD, Sec. 4001.6.
9GO, No. 3.
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work done and provided for by written agreement 
or formally determined and communicated to the 
•employees on or before that date.
Commissioner
The Commissioner’s regulations fix the following 
effective dates, after which permission is ordinarily 
required for changes:10
1. Salaries over $5,000 per annum—October 3, 1942.
2. Salaries of $5,000 or less per annum—October 27,
1942.
Bona fide increases which were communicated to 
employees prior to the effective dates, and which were 
paid on the first pay date which fell subsequent to the 
effective date, were generally allowed. .
War Food Administrator
Increases in wages and salaries to agricultural labor 
earning $2,400 or more per annum were not allowed 
after December 9, 1943, without prior approval of 
the War Food Administrator. Wages below $2,400 
may, subject to certain limitations, be adjusted with­
out approval.11
Problems in Counting Employees
It is extremely important for an employer to be 
certain, when he wants to make a salary adjustment, 
whether he has less than nine employees. If the 
answer is affirmative, he is largely exempt from regu­
lation; if no, then he is not exempt. The law should be 
consulted in this connection since the exemption does 
not apply uniformly to all employees. WLB holds 
that the number of employees is determined at the 
time the agreement for the adjustment is made or, 
in the absence of an agreement, when the adjustment 
is effective.12 The Commissioner holds that the count 
should be made at the time an adjustment is effec­
tive.13 It is obvious that non-employees must not be 
included in the count.
Where an employer has more than one business, all 
of an unrelated nature, each enterprise is treated as 
an independent unit for purposes of employee count. 
However, chain stores or establishments, branch 
plants, offices, and warehouses of one company do not 
constitute independent units and the employees of all 
branches or units are combined for counting pur­
poses.14 WLB requires that employers of thirty-one 
or more employees have a written plan for granting 
increases without approval.15 This count is effective 
at the time the adjustment is placed into effect. This 
is another instance where an error in count or classi­
fication may make a great deal of difference to an 
employer.
An employer may find that his personnel is divided 
between two jurisdictions. In this event he is required 
to observe the rules of each authority in respect to the 
subject employee group. The total number of em­
ployees, irrespective of grouping, is the basis for estab­
lishing the employer’s classification.
Problems in Classifying Employees per 
Jurisdictions
It is essential that employees be properly classified 
to determine exactly which agency has jurisdiction 
and to count accurately the subject employees, where 
their total number is a factor. Errors may result in 
violations, may cause a loss of time in filing applica­
tions for approval of wage and salary adjustments, 
and may cause other difficulties and embarrassments. 
Definition of Employee—General
Who is an employee must be clearly understood, 
and the status of partners, corporate officers, directors, 
wives, children, part-time workers, branch employees, 
agents, and other classes of personnel must be con­
sidered before any conclusion can be reached as to 
the number of persons employed, or as to other stabi­
lization problems.16
The following persons are not to be designated as 
employees: a partner, corporate director (where con­
fined to director’s duties), lawyer, doctor, indepen­
dent sales agent or other independent contractor or 
individual who is generally not subject to the will 
and control of the employer, who is not directed as 
to the means and method of executing a job. On the 
other hand, a husband or wife, or other relative em­
ployed in a business, corporate officers, part-time 
employees, et al., are to be classified as employees.
In general, possession by one or more individuals 
of the right to discharge, and the furnishing of tools 
and a place to work for an individual performing a 
service, constitutes an employer-employee relationship. 
The employee is ordinarily subject to the will and 
control of the employer, both as to what shall be 
done, and as to how it shall be done. The employer 
need not actually direct or contract the manner in 
which the services are performed, provided he has 
the right to do so.
Definition of Executive, Administrative, and 
Professional Employees
It is also important that there be a clear and ac­
curate understanding of the definition of executive, 
administrative, and professional employees17 because 
this group constitutes the bulk of the employees sub­
ject to the commissioner, and for the further reason 
that misinterpretations of the definition have already 
been responsible for numerous unintentional viola­
10ESD, Sec. 4001.10.
11ESD, Sec. 4001.6, 4001.7.
12GO, No. 4.
13SSU, Sec. 1002.31.
14IB, No. 4.
15GO, No. 31.
16SSU, Sec. 1002.2.
17GO, No. 9.
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tions. The most important provisions of such defini­
tions are as follows:
1. An executive employee is one (a) whose primary 
duty is the management, with discretionary powers, 
of the establishment in which he is employed, or of 
a customarily recognized department or subdivision 
thereof; (b) who receives a salary of not less than $30 
a week; and (c) whose hours of work of the same 
nature as that performed by employees not employed 
in an executive, administrative, or professional ca­
pacity, do not exceed 20 per cent of the total number 
of hours worked in the workweek by the employees 
under his direction.
2. An administrative employee is one (a) who per­
forms non-manual office or field work directly related 
to management or general business operations, and 
requiring special training, experience, and knowledge, 
and the exercise of discretion and independent judg­
ment, and (b) who receives a salary of not less than 
$200 a month.
3. A professional employee is one (a) whose work 
requires advanced training in a field of science or 
learning customarily acquired by a prolonged course 
of specialized instruction or study, and also involves 
the exercise of discretion and independent judgment, 
or whose work is predominantly original or creative 
in a recognized field of artistic endeavor, (b) who 
receives a salary of not less than $200 a month, and 
(c) whose hours of work of the same nature as that 
performed by employees not employed in an execu­
tive, administrative, or professional capacity do not 
eexceed 20 per cent of the hours worked in the work­
week by such employees.
Problems in Classifying Employees by Earnings
Where overtime pay, bonuses, commissions, or gifts 
raise an employee’s annual earnings to a total in ex­
cess of $5,000, a change in jurisdiction will not neces­
sarily follow. The earnings test for jurisdiction pur­
poses is the basic pay rate, not the total earnings.18 
In the case of employees who are paid a basic salary 
plus commission, the basic salary governs jurisdiction. 
An employee who receives a basic salary of $4,500 and 
a percentage of sales or profits amounting to $3,000, 
making the total earnings $7,500, is nevertheless sub­
ject to WLB jurisdiction provided he otherwise meets 
the agency’s tests. In the instance where a salary 
adjustment will shift an employee’s jurisdiction from 
one agency to the other, the rules of the former agency 
apply to the adjustment. Subsequent adjustments are 
subject to the rules of the latter agency.
Where employees are compensated only on a com­
mission basis the earnings test for jurisdiction is ap­
plied to the employee’s total compensation for the 
last accounting year ended prior to the proposed 
adjustment date.19 The application of this rule may 
easily create a problem for an employer as evidenced 
by this simple case. An employer of two salesmen
compensates each at a straight 6 per cent commission 
rate. In 1944 their respective sales were $80,000 and 
$100,000 and their commissions amounted to $4,800 
and $6,000. In 1945 he desires to increase their com­
mission rates—to whom does he apply for approval? 
In the case of the salesman who earned under $5,000 
the application must be filed with WLB; in the case 
where more than $5,000 was earned the Commissioner 
has jurisdiction.
Compensation Subject to the Law
Salaries and wages, for stabilization purposes, in­
clude the following classes of payments to employees: 
all forms of direct or indirect compensation for per­
sonal services irrespective of when rendered, bonuses, 
additional compensation, commissions, gifts, fees, any 
other type of remuneration (exclusive of insurance 
and pension benefits in a reasonable amount), and 
loans. Particular attention should be paid to two 
items therein—first, that the period when the services 
were rendered, even if prior to the stabilization law, 
is disregarded and, second, that a loan or gift to an 
employee is included in the definition of compen­
sation.20
Furthermore, life insurance premiums paid in be­
half of employees constitute compensation subject to 
control if the annual premium is in excess of 5 per 
cent of the employee’s annual base pay rate, or if the 
employees do not name their beneficiaries. The type 
of insurance is also restricted and premiums on poli­
cies such as endowment, single premium, fixed pay­
ment and similar forms constitute controlable com­
pensation regardless of amount.21
Another form of indirect compensation is an option 
to purchase stock or other property of the employer 
corporation. Obviously, if the price is the prevailing 
market price no element of compensation is involved.
Benefits granted to employees primarily in the in­
terest of the employer, do not constitute compensa­
tion. In this category would be included benefits 
such as free medical examinations, hospitalization 
plans, plant lunch room accommodations at cost, 
etc., all of which benefit the employer by improving 
morale, efficiency, and production. If, however, the 
benefits exceed reasonable proportions or forms, then 
an element of additional compensation is created. 
Pension benefits in a limited amount which meet the 
exemption requirements of Sec. 165(a) of the Inter­
nal Revenue Code are excluded from compensation.
Salary and Wage Adjustments Exempt 
from Approval
Certain salary and wage adjustments are specifically 
exempt from the approval requirements of both WLB
18ESD, Sec. 4001.2, Sec. 4001.4.
19SSU, 1002.10.
20EO, No. 9250, Title VI.
21ESD, Sec. 4001.1.
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and the Commissioner, and others are specifically ex­
empt from the rules of only one agency. Moreover, 
certain payments to or for employees do not constitute 
compensation under the stabilization law, and their 
addition to the basic pay does not constitute an ad­
justment of the basic rate. Exempt adjustments are 
described herewith.
Payments Which Do Not Constitute “Wage
Stabilization” Compensation
The following types of payments which are made 
for the benefit of employees are not included in wages 
or salaries for stabilization control purposes:22
1. Group hospitalization payments
Among such payments are premiums paid by the 
employer in connection with group hospitalization 
plans for employees and their dependents, including 
group accident or health insurance premiums.
2. Premiums on group employees’ life insurance
Premiums not exceeding 5 per cent of employee’s 
annual salary or wages may be paid on group, ordi­
nary, or whole life policy. This is limited to policies 
having no cash-surrender or loan value or to such 
policies whose surrender or loan values constitute a 
small percentage of the premiums paid. WLB holds 
that an employer may purchase such insurance for but 
one or a few or all his employees. The Commissioner 
holds that the payment of insurance premiums must 
be for the benefit of more than a small number of 
selected employees.
3. Payments to approved retirement and other funds
Contributions by employers to a profit-sharing trust 
or an employee’s retirement plan (meeting exemption 
requirements of Sec. 165a Internal Revenue Code) 
and providing benefits distributable only on death, 
retirement, sickness, or disability of employee do not 
require approval. However, approval is necessary for 
contributions under a stock bonus or profit-sharing 
plan, if such plan provides for benefits distributable 
other than upon death, retirement, sickness, or dis­
ability of employee.
4. Awards for ideas, etc.
Employers may pay cash awards to employees for 
suggestions designed to increase production, without 
WLB approval. Employers may reward employees 
for production ideas or inventions which they de­
veloped outside of their normal work. The rewards 
may not be in excess of the value of the contribution 
to production and should be commensurate with the 
value of the service. The rewards must be genuine 
and not a subterfuge for increasing wages or wage 
rates.
Accounting 
Specific Exemptions Granted by WLB and 
Commissioner
1. Adjustments made in accordance with a qualified 
plan—Where an employer conforms to a plan (de­
scribed in a subsequent section), written or unwrit­
ten, for the granting of increases, and such plan quali­
fies under the law, then proper increases made there­
under do not require approval.23
2. Adjustments made by employers of eight or less—
WLB rules.24 Adjustments made by employers of eight 
or less are exempt provided that—
(a) They have not negotiated their wages, hours, 
or working conditions on an industry, association, 
area, or other basis, by a master or similar con­
tract, and
(b) They have not during any given year following 
October 3, 1942, in the case of wages, or October 
27, 1942, in the case of salaries, made adjustments 
affecting eight specific employees.
(c) Their exemption was not withdrawn by WLB.
However, WLB holds that the exemption granted 
by General Order No. 4 does not apply to an em­
ployer who, while setting up a new establishment, 
employs eight or fewer employees, if he contemplates 
employing more than eight persons when the estab­
lishment is operating at normal capacity.25
Commissioner rules. The Commissioner extends the 
exemption to all employers who employ eight or less 
individuals in a single business. However, the exemp­
tion does not apply if the number of employees has 
been temporarily reduced by the employer or if he 
has utilized any other improper device, for the sole 
purpose of claiming the exemption. An employer is 
exempt even if shortly after the effective date of a 
salary increase he enlarges his personnel in good 
faith to more than eight employees. Further adjust­
ments are subject to the regulations.26
WFA rules. The War Food Administrator does not 
exempt agricultural workers on the basis of number 
employed.
3. Wage and salary increases made in compliance 
with the Fair Labor Standards Act (Wage and Hour 
Law) .27
4. Increases made in accordance with a government 
contract which requires the payment of a minimum 
rate for certain occupations, under the Walsh-Healy 
Act, Davis-Bacon Act, or the adjustment procedure 
of the Railway Labor Act.28
22EO, No. 9250, Title VI; ESD, Sec. 4001.1, et al.
23GO, No. 31.
24GO, No. 4.
25IB, No. 4.
26SSU, 1002.31.
27GO, No. 7.
28EO, No. 9250, Title VI.
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5. Increases in wages and salaries to agricultural 
workers receiving less than $2,400 per annum. Subject 
to some restriction.29 
6. Adjustment of wages and salaries of employees 
of state, county, municipal and other non-federal 
governmental employees.30
7. Adjustments of federal employees whose salaries 
are fixed by statute.31
Other Specific Exemptions Granted by WLB Only
1. Increases in wage or salary rates which do not 
bring such rates above 55 cents per hour. (General 
Order No. 30, amended May 25, 1945.) Increases above 
40 cents per hour made hereunder may not, however, 
furnish a basis either to increase price ceilings of the 
commodity or service involved or to resist otherwise 
justified reductions in such price ceilings.
2. Increases in wage and salary rates made in com­
pliance with state minimum-wage laws may be 
granted provided that such increases do not result 
in rates above 50 cents an hour.32
3. An increase in piece rates may be made to per­
mit employees to earn the same income formerly 
earned, where the employee’s total earnings have 
decreased because of the use of inferior raw materials, 
antiquated machinery, or change in methods.33
4. Increases in wages and salaries paid by non-profit 
organizations, including charitable, scientific, literary, 
religious, and educational organizations, which are 
exempt from the payment of income and social 
security taxes. Such organizations are however, ex­
pected to observe and abide by the spirit of the na­
tional wage and salary stabilization policy in making 
increases.34
Interpretative Bulletin 4 to General Order No. 26 
holds that labor unions, trade organizations, and 
chambers of commerce are not considered to be non­
profit organizations.
Detection of Violations and Penalties
Detection of Violations by Enforcement Agencies
The prospect of having violations remain unde­
tected is not very good. It should be understood that 
payroll records may be checked by a number of 
agencies, particularly the Wage-Hour Division, gov­
ernment-contract cost examiners, internal revenue 
agents, and possibly other federal-agency examiners. 
Moreover, the statutory period for federal income 
tax examinations is three years from the date the 
return was due, which well provides ample time for 
the detection of violations.
Examinations by Internal Revenue Service.
federal income tax returns for 1942 and later years 
require the submission of supporting or explanatory 
data in all cases, except of employers of eight or less 
employees, where wage increases or decreases were
made after October 3, 1942. Many employers have 
availed themselves of the privilege of submitting 
with the return only a general statement, signed by 
an officer, certifying that increases or decreases which 
require prior approval have had such approval, and 
that increases, for which no approval had been ob­
tained, were made in accordance with the taxpayer’s 
rate schedule as permitted by the salary stabilization 
laws and regulations. While such a statement was 
considered adequate for the filing of the return, the 
burden of proof is on the taxpayer and he must be 
able to substantiate the legality of the increases or 
decreases through documentary proofs when called 
for.  
Agents have received definite instructions to ex­
amine the data, if any, submitted with the return 
and the employers’ files and records to determine 
whether any adjustments have been made in viola­
tion of the rules and regulations of any of the 
jurisdictional agencies. If in the agent’s opinion im­
proper adjustments have been made, he must submit 
a separate report containing all the pertinent facts to 
the internal revenue agent in charge.  
The agent’s report will be submitted to the Salary 
Stabilization Unit which, in turn, will route to WLB 
reports on adjustments within their jurisdiction, for 
their final decision. In the interim, the internal rev­
enue agent in charge is required to hold up his 
report until he can incorporate therein the disposi­
tions made by the stabilization agencies. A tax assess­
ment resulting from a wage stabilization penalty is 
not subject to reconsideration by the internal rev­
enue agent in charge upon protest filed by the tax­
payer. The full force of the examinations by the 
internal revenue agents will be felt as 1943 and 
subsequent calendar and fiscal-year income tax re­
turns are examined. .
Examinations by other agencies. Auditors from 
the Wage and Hour Division are utilized to a large 
extent for checking wage adjustments. These audi­
tors also merely submit to the appropriate stabiliza­
tion unit reports on their findings, leaving to these 
units the ultimate disposition of the cases.         
Penalties
Because compliance with the Stabilization Act is 
deemed essential to the maintenance of a stable econ­
omy, drastic penalties are prescribed for violations. 
It is the possibility of the existence of violations, and 
the potential large penalties therefor, which concern 
the accountant in connection with the certification 
he may be required to make of a client’s balance
29ESD, No. 4001.7.
30GO, No. 12-b.
 31ESD, No. 4001.18.
32GO, No. 7.
33GO, No. 5.
34GO, No. 26.    
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sheet. Penalties for violations are discussed below.
The total compensation paid or accrued (not just 
the amount of the increase or decrease) in violation 
of the law will not be allowed as a deduction for 
income tax purposes, nor may it be included in cost 
or expenses of a government contract, nor may it 
be considered in the determination of costs or ex­
penses for the purpose of any law or regulation, 
including price control and maximum prices.35 
In addition, a criminal penalty of imprisonment 
for not more than one year, or a fine of not more 
than $1,000, or both, may be imposed, upon con­
viction, upon employers who pay and upon employ­
ees who receive amounts in contravention of the 
Act.36
Many penalties, in the form of disallowance of 
payments to be made in contravention of the law, 
have already been imposed. In other instances em­
ployers have been ordered to desist from paying 
illegal salaries and to “roll back” the amounts to the 
proper levels. A serious aspect of the penalty provi­
sion that should not be overlooked is that the de­
cision of a stabilization agency as to the illegality of 
wage payments is not subject to review by the Tax 
Court of the United States or other federal court in 
any civil proceeding.37
Settlement of Penalties
The Economic Stabilization Director authorized 
(ruling date November 30, 1944, effective retroac­
tively to October 2, 1942) the agencies having juris­
diction to consider “extenuating circumstances” in 
cases in which an employer violated the provisions 
of the stabilization law. Under the amended regula­
tions the agencies are authorized to determine, “in 
the light of such extenuating circumstances as are 
found to be present in each case and all other per­
tinent considerations,” an amount, less than the full 
amount of the unauthorized payments, which shall 
be disregarded by the executive departments and 
other agencies of the government.38
The agencies are also authorized to designate the 
particular executive department or other agencies of 
the government by which the amount shall be dis­
regarded for the imposition of economic sanctions and 
to certify such amounts to such agencies. Such certifi­
cations are binding on the executive departments or 
other agencies of the government to which they are 
issued.
The fact that many penalties have and will be 
imposed should not be construed as an indication of 
a harsh and arbitrary enforcement policy. In fairness 
to the agencies, it should be stated that they have, in 
the majority of cases, been tolerant, cooperative, and 
considerate of the problems of an employer in their 
review of violations and approval requests, and have 
in many cases granted retroactive approvals. This has 
been true where the violations were only technical, in­
volving increases of salaries and wages not beyond the 
area industry rates (going rates), and where the viola­
tions were clearly unintentional and due to vagueness 
or misinterpretation of the rules and regulations. How­
ever, where wilful violations were discovered, penal­
ties have been assessed and some have exceeded 
$100,000.
PART II. RULES GOVERNING ADJUSTMENTS 
OF COMPENSATION
Preliminary Considerations
When an employer contemplates adjusting an em­
ployee’s compensation, he must consider a number of 
factors before fixing the amount and settling the 
issue as to whether or not prior approval is necessary. 
Each of the factors listed below may influence the 
decision.
First, the reason for the increase must be clearly 
stated, such as promotion, length of service, or merit. 
Second, the agency having jurisdiction over the sub­
ject employee must be definitely established so that 
the right agency’s rules will be observed. Third, the 
nature of the job compensation must be considered, 
namely, whether it is a single rate job or a rate range 
job. Fourth, the form of the increase must be taken 
into account because the use of a new method, such 
as the addition of a commission or profit share, or a 
change in the compensation basis, will probably call 
for approval, whereas the continuance of the former 
method of increasing compensation may not require 
it. Fifth, the category of the employer is an important 
factor. For example, WLB does not permit an em­
ployer of more than thirty employees to grant in­
creases without approval unless a legal written plan 
is in existence or the standard plan of WLB has been 
definitely adopted.39
Other questions which must be answered are: Does 
the proposed adjustment involve compensation as de­
fined in the law? Does it pertain to compensation 
specifically exempt from control? Finally, where a 
legal plan is in effect, it must be established that the 
adjustment complies with it.
The foregoing factors are all discussed hereinafter, 
not necessarily in the order listed, but in sections in 
which they fit most effectively.
Rules for Granting Increases without
Approval under Pre-Stabilization Plans
Types of Increases Which May Be
Granted without Approval
The Wage and Salary Stabilization Law and regu­
lations thereunder provide that certain increases may
35EO, No. 9250, Title III, 4; ESD, Sec. 4001.15.
36Act of Congress of October 2, 1942. Sec. 5, 11; SSU, Sec. 
1002.29.
37ESD No. 4001.2, 4001.4, 4001.6.
38ESD, Sec. 4001.15.
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be granted to individual employees without approval 
provided that they are made either (a) in accordance 
with a plan properly in existence on October 3, 1942,
(b) in accordance with a plan adopted and approved 
after October 3, 1942, or after June 30, 1943, in con­
formity with new General Order No. 31, or (c) 
without a written plan, as permitted in the case of 
certain small employers, but nevertheless in con­
formity with pertinent rules. The most important 
types of increases40 are: merit, length of service (au­
tomatic adjustment), promotion or reclassification, 
and advancement under apprentice or trainee system.
A further distinction between increases may Be 
drawn between those involving adjustments of com­
pensation of individual employees in accordance with 
a schedule or plan, as distinguished from revisions of 
the rates under the schedule or plan itself, affecting 
the minimum and maximum levels, frequency of in­
creases, or other pertinent aspects. Revisions of plans 
or schedules always require approval, whereas indi­
vidual adjustments may, in certain instances, be made 
without approval.
Minimum Requirements of a Plan
Increases without approval may be granted, under 
the rules of both agencies, only if a properly existing 
plan is followed. What constitutes a plan is an ex­
ceedingly important subject, particularly if the plan is 
one which the employer claims was in existence prior 
to October 3, 1942, and it has not been approved.
A plan, generally, consists of the following three 
essential parts:
(1) Job classifications (groups of jobs requiring simi­
lar ability, experience, and responsibility).
(2) Rates or rate ranges for each job classification.
(3) Policy for adjustments of wages and salaries for 
merit, length of service, and promotion.
An important distinction among plans is drawn 
in respect to date of origination and approval. Plans 
either were properly in existence before October 3, 
1942, or were formulated thereafter. A plan properly 
in existence prior to October 3, 1942, does not require 
approval whereas a plan adopted after that date must 
be approved unless it conforms, in the case of WLB, 
with the provisions of General Order No. 31, and in 
the instance of the commissioner with section 1002.14 
of the Salary Stabilization Regulations (TD 5295). 
Where a prestabilization plan is submitted for ap­
proval it becomes subject to the rules for new plans. 
Pre-stabilization practices as to granting increases em­
bodied in a plan may be continued even though the 
increases are more liberal than otherwise permitted.
WLB requirements.41 The employer must be able 
to demonstrate from records genuinely on hand at 
June 30, 1943, such as directors’ minutes, payroll 
records, and other corporate records, all of which 
have been reduced to writing, that a definite plan was
in existence. These records should disclose the pre­
vailing job classifications, wage rates in existence 
October 3, 1942, and salary rates in existence Octo­
ber 27, 1942, and satisfactory evidences of a definite 
policy for making merit, length-of-service, and pro­
motion increases, as set forth in General Order No. 31.
A plan (schedule) must meet the following re­
quirements of the WLB, if it is not to be submitted 
for approval.
(1) Job classifications. Job classifications and rates 
or rate ranges must be those in existence prior to 
October 3, 1942, or as changed by permitted or ap­
proved adjustments subsequent to that date.
A job classification is a category of jobs or positions 
which are similar in nature and in their requirements 
of experience, skill, knowledge, and responsibility. 
Many schedules are rejected or scaled down due to 
inadequate job classifications. A mere descriptive 
title such as typists, stenographers, or secretaries is 
insufficient as their duties must be clearly defined and 
distinguished. Where the rates listed in the schedule 
are higher than WLB established “going rates” the 
employer must prove through his job description that 
the employees’ duties and responsibilities warrant 
the higher rate.
A rate range exists where a number of different 
rates are paid for a particular job classification. Merit 
and length of service increases may be made within 
a rate range. Promotions and reclassifications may be 
made between the limits of rate ranges. A single rate, 
such as piecework, may not be adjusted for merit.
(2) Plans for wage adjustments. A plan for making 
individual wage or salary adjustments within the rate 
ranges is considered to have been properly in ex­
istence if it either:
(a) was contained in a collective bargaining con­
tract or other bona fide established agreement 
which was in effect on June 30, 1943, or
(b) conformed to written statements, minutes, or 
memoranda of the employer which were in ex­
istence and effect on or before June 30, 1943, or
(c) was a plan approved by the WLB or any of its 
agencies.
A plan is an orderly, definite procedure for making 
adjustments within specified limits in the wage or 
salary rates of individual employees within particular 
job classifications or when they move from one job 
to another. A plan ordinarily includes tests and pro­
cedures for determining whether employees are to 
be given increases, the number of increases which will 
be made during the year, the frequency of the in­
creases, and the amounts.
Commissioner’s requirements.42 Where an em­
40 GO No. 31; SSU, Sec. 1002.14.
41GO No. 5, GO No. 31.
42SSU, Sec. 1002.19. Mimeograph SSU 53, 4/3/44.
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ployer relies on a plan established prior to October 
3, 1942, which has not been approved, he must be 
able to comply with the following provisions govern­
ing such plans; otherwise it may be advisable to seek 
early approval of the existing plan. It will be observed 
that the commissioner’s requirements in this respect 
are more exacting and more numerous than those of 
WLB.
(1) The plan must have been followed with rea­
sonable consistency during the test period fixed by 
the commissioner, namely January 1, 1938 (or later 
date in case of new company) to October 3, 1942.
(2) The employer must be able to prove all the 
essential facts regarding the plan by evidence which 
is readily available. Payroll records and personnel 
data in good form may be sufficient in this respect.
(3) Evidence which must be available for exam­
ination consists of:
(a) Detailed personnel and pay records for the test 
period and subsequent years or a detailed analy­
sis of such records.
(b) The positions represented in the annual payroll, 
and the number of employees in each position at 
the beginning of each year and as of October 3, 
1942.
(c) The minimum and maximum rates applicable 
annually to the positions except that unusually 
high or low rates paid to a few employees for a 
special reason will not be regarded as establishing 
a range.
(d) The number and percentage of the employees 
in each salary rate range who were granted in­
creases each year.
(e) The reasons why such increases were granted 
annually showing separately increases for merit, 
length of service, promotion, and other specified 
reasons.
(f) The procedures followed in making such in­
creases and by whom authorized.
(g) The average salary paid in each salary-rate range 
at the beginning of each year and as of October 
3, 1942.
Furthermore, an employer who relies on an unap­
proved plan established prior to October 3, 1942, must 
keep increases made after October 3, 1942, to the same 
frequency, similar amounts or percentages, and to a 
similar proportion of employees, as prior to that date. 
The annual percentage of increase in average salary 
of a salary range after the effective date must not 
exceed the percentage increase during the test period. 
Moreover, no salary may be paid in excess of the 
maximum of the rate for the position during the 
test period.
Danger in Pre-Stabilization plans
The difficulties of proving the existence of a pre­
stabilization plan for the adjustment of wages and
salaries that meets the minimum standards of the 
agencies will, in many instances, be very considerable. 
Moreover, the minimum standards are very rigid 
and comprehensive and it is doubtful that many plans 
will conform in all respects. Reliance on an unap­
proved plan may be very dangerous because, if the 
plan is later* held to be improper, adjustments made 
thereunder may be in contravention.
It is therefore essential that pre-stabilization plans 
be carefully checked with the minimum requirements 
of the agencies or agency having jurisdiction. If con­
formity is not definite and complete, it would be ad­
visable to have the plan approved.
Rules for Granting Increases without
Approval by Employers Who Do Not 
Have Pre-Stabilization Plans
Employers who do not have a proper pre-stabiliza­
tion plan may grant certain increases without ap­
proval, dependent upon their classification and the 
rules of each agency applicable to the classification. 
These classifications fix the requirements as to the 
form of the plan, i.e., whether written or not, and the 
limitations on the adjustments that may be made 
without approval. It will be observed that the classi­
fications are based upon the number of persons em­
ployed, which factor makes the correctness of em­
ployee count and classification previously discussed, 
of marked importance.
Employer Group Classifications
The following groups have been created by WLB 
and the Commissioner in their rules and regula­
tions:
WLB classifications
(1) Employers of eight or less employees.
(2) Employers of thirty or less employees (this group 
does not require a written plan—
(a) having an approved written plan.
(b) having adopted the WLB standard plan.
(c) having no written plan.
(3) Employers of thirty-one or more (this group 
must have a written plan)—
(a) having some form of a written plan in effect 
on June 30, 1943, and not since modified. 
(This plan does not require approval.)
(b) having an approved written plan.
(c) having adopted the WLB standard plan 
(this plan does not require approval).
Commissioner’s classifications
(1) Employers having eight or less employees.
(2) Employers having nine or more employees.
Employer Group Rules
The rules applicable to the aforementioned groups 
are analyzed as follows:
Wage and Salary Stabilization
WLB employee group rules
1. Employers of eight or less
The rules covering this group have been cited, 
under the caption “Salary and Wage Adjustments 
Exempt from Approval.”
2. Employers of thirty or less (Three classes) 
(no written plan required)
A. Employers Who Have an Approved Written 
Plan
In order to qualify under this classification, em­
ployers of this group must have set up a job classifi­
cation and rate range schedule, and a plan for making 
systematic increases. Furthermore, such a plan must 
have been submitted to WLB after October 3, 1942, 
and received its approval.
Where such a plan is in existence, its terms govern 
the increases which may be made without approval.
B. Employers Who Adopted the WLB “Standard 
Plan”
All employers subject to WLB are free to adopt 
in written form, without approval, the “Standard 
Plan” outlined in General Order No. 31. While 
employers of thirty or less do not require a written 
plan, they will facilitate their wage adjustments by 
adopting this plan.
The “Standard Plan” was promulgated on May 
26, 1943, amended on August 18, 1943, and provides 
for increases for merit, seniority, promotion, or pur­
suant to apprentice or trainee systems.
Those employers who do not already have a plan 
in existence or who desire to replace presently 
existing plans, in whole or in part, may adopt the 
whole or part of the “Standard Plan.” This plan may 
also be adopted for any part of an employer’s work­
ers. If an employer uses the “Standard Plan” for 
part of his employees and uses his own established 
and approved plan for his other employees, the 
employees not included in the “Standard Plan” should 
be excluded in computing the amount of individual 
increases permitted by the “Standard Plan.” Follow­
ing are the provisions of the “Standard Plan”:
(1) Merit increases or automatic length of service 
increases. These increases represent individual wage 
or salary rate adjustments made either automatically 
at the end of specified periods or at varying periods as 
a reward for improved quantity and/or quality of 
work or service. Such increases must be made only 
within job classification rate ranges. The total of 
such increases to any employee shall not exceed, dur­
ing any one year (beginning July 1, 1943), 10 cents per 
straight-time hour or more than two-thirds of the dif­
ference between the appropriate minimum and maxi­
mum rates, whichever increase is greater. The total 
amount which may be expended on such increases 
during any such year may not exceed an average of 
five cents per straight-time hour for all the employees
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who are covered by the plan and who are subject to 
WLB jurisdiction.
(2) Promotions or reclassifications. These involve 
individual adjustments which result from moving an 
employee into a different job classification. Promo­
tions and reclassifications may be made between jobs 
which bear single rates or rate ranges. An employee 
who is promoted or reclassified to a higher rated job 
may receive a rate not in excess of 15 per cent above 
his rate on his former job or the minimum rate for 
the new job, whichever is higher. However, if an 
employee (subject to WLB) has special ability and 
experience, he may be paid a rate within the appro­
priate range corresponding to such ability and ex­
perience.
(3) Apprentice or trainee programs. These involve 
individual rate adjustments resulting from improve­
ments in the productive abilities of the trainees at 
specified periods of time.
C. Employers Who Have No Written Plan
Employers of thirty or less employees do not require 
a written plan or wage schedule. They can make both 
merit and length-of-service (seniority) limited in­
creases without approval of WLB. Such firms may 
grant increases in salaries or wages as a reward for 
improved quantity and/or quality of work or service.
The total of such increases to any one individual 
employee may not exceed the limits outlined in 
General Order No. 31, as follows:
(1) Ten cents per straight-time hour during any 
one year beginning July 1, 1943.
(2) The total dollar amount of such increases may 
not exceed an average of five cents per straight-time 
hour for all employees whose wages and salaries are 
subject to approval by WLB.
(3) . The increased rates may not exceed in any 
instance the highest rate paid by the employer for a 
similar job between July 1, 1942, and June 30, 1943.
The Board holds that the rate referred to as the 
highest rate paid between July 1, 1942, and June 30, 
1943, must have been in existence on October 3 in 
the case of wages and October 27, 1942, in the case 
of salaries, or was approved by WLB, or was a rate 
which was properly established for a new job in 
accordance with General Order No. 6.
There are further restrictions imposed which pro­
vide that such increases must not be made contrary 
to the terms of a collective bargaining agreement and 
must not be made the basis of an application to 
eliminate intraplant inequities. Furthermore, such 
increases are improper if they cause an appreciable 
increase in the level of production costs and shall 
not furnish a basis to increase prices or to resist 
otherwise justifiable reductions in prices.
Employers under this classification are severely 
limited in their upgrading processes. Although they
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are not legally required to adopt the standard plan 
or a salary or rate schedule tailored to their needs, 
they would benefit substantially thereby.
5-cent and 10-cent rule. Interpretative Bulletin No. 
2 to General Order No. 31 contains two methods that 
are recommended for keeping a record of the increases 
allowable during a year in conformity with the “5 
and 10 cents” rule. The interpretative bulletin is 
well written and accountants should experience little, 
if any, difficulty in devising the record or records that 
are brought to mind upon reading the text and the 
illustrations.
The functioning of the “5 and 10 cents” rule 
through control records is later described.
Application of the 5-cent and 10-cent rule to rate- 
range changes. When an application for a change in 
the minimum or maximum levels of a rate range is 
approved, and there is no specific provision as to the 
extent of the individual adjustments that may be 
made within the new rate range without approval, 
then the following general rules laid down in NWLB 
Release B.1488 must be observed. The increases with­
in the specified limits do not count against the 5-cent 
maximum allowance.
An employer must raise to the new minimum rate 
of the range the rates of all individual employees 
whose previous rates were lower.
In order to preserve differentials that existed pre­
viously within a classification the employer may re­
distribute the employees within a newly approved, 
higher rate range. Such a distribution is called a 
correctional adjustment and is not deducted from 
the 5-cent and 10-cent yearly increase allowance, but 
must be made within 30 days of WLB’s approval of 
the new range or ranges. This adjustment is further 
restricted in that the total increases may not cause 
the weighted average of the rates of all employees in 
a given classification to exceed either the midpoint 
(in the case of hourly rated workers) and 37 per 
cent (in the case of salaried workers) of the range.
3. WLB rules for employers of thirty-one or 
more
All employers of thirty-one or more, subject to 
WLB jurisdiction, are required to have a written 
plan (referred to by WLB as a “schedule”) covering 
their wage and salary policies. (GO No. 31, amend­
ment of August 18, 1943.) The order does not call 
for a uniform plan but it does require that the plan 
conform with the wage stabilization policy generally 
and that it comply specifically in the following two 
respects:
(1) Job classification wage or salary rates, or rate 
ranges.
(2) A plan for making individual and range wage 
adjustments.
A. Employers Who Have Some Form of a Written 
Plan in Effect on June 30, 1943
Plans (schedules) in effect on June 30, 1943, in 
some written form, and which comply with the 
Board’s position in respect to job classifications, rate 
ranges, and wage adjustment policy, may be contin­
ued without approval. Consequently, wage adjustments 
made in accordance with such plans do not require 
approval. (See description of plan in preceding sec­
tion.)
B. Employers Who Have an Approved Written 
Plan
The position of employers in this category is the 
same, generally, as that of employers of thirty or 
less, previously described, who have an approved 
written plan.
C. Employers Who Adopted the WLB “Standard 
Plan”
Employers of thirty-one or more workers, who wish 
to operate under a program wherein automatic merit 
and length-of-service increases may be given without 
approval, must adopt a plan in writing. If they do 
not qualify under provision (3) (a) of Employer Group 
Classification (see WLB classifications above) and have 
not prepared a plan conforming to their own re­
quirements which was officially approved by WLB, 
they must adopt the “Standard Plan.” See above de­
scription of the “Standard Plan,”
Commissioners employer group rules
Employers having eight or less employees.
The commissioner exempts from approval require­
ments all employers who employ eight or less indi­
viduals in a single business. The exemption is invalid 
if the number of employees has been temporarily 
reduced by the employer, or if he used any other 
improper device for the sole purpose of claiming the 
exemption.
Employers having nine or more employees.
The commissioner deals with increases to individuals 
whose salaries may or may not be controlled by a 
group rate range, and with the revisions of group 
rate ranges. No increase in salary, under his rules, 
whether made with or without approval, shall in­
crease the level of production costs appreciably or 
furnish the basis either to increase prices or to resist 
otherwise justifiable reductions in prices, or furnish 
the basis for further wage or salary increases.
In respect to increases to individuals whose salaries 
are not included in a rate range, all increases which 
are not made in accordance with a pre-stabilization 
plan (in existence on October 3, 1942; see the previ­
ous section) require approval.
In respect to increases to individuals whose salaries 
are covered by a rate range or schedule which was
Wage and Salary Stabilization
approved after October 3, 1942, the following regula­
tions are applicable:
Section 1002.14 of the Salary Stabilization Regula­
tions (TD 5295) sets forth the conditions and limita­
tions under which increases as a result of (1) 
individual promotions or reclassifications, (2) individ­
ual merit increases within established salary rate 
ranges, (3) operation of an established plan of 
salary increases based on length of service, (4) in­
creased productivity under an incentive plan, (5) 
operation of a trainee system, may be granted 
without approval.
The conditions imposed by section 1002.14 when 
a new salary rate schedule, or a revision of an existing 
schedule or policy, is submitted for approval are im­
portant and are explained below.
(a) Generally, salary rate ranges will not be ap­
proved where there are less than ten employees in 
a particular rate range. However, if there are less 
than ten employees in a given rate range, it may be 
appropriate under proper circumstances to combine 
several rate ranges in a group. In no case may an 
employee be paid a salary in excess of the maximum 
for his particular salary rate range.
(b) The minimum and maximum rates for each 
position shall be the minimum and maximum rates 
paid for that position between January 1, 1942, and 
September 15, 1942, except that if higher or lower 
rates were paid for that position during the test 
period, such higher or lower rates may be approved. 
Unusual salaries paid to compensate employees for 
extra duties and responsibilities, extra hours of work, 
and the like, shall be excluded in determining the 
minimum and maximum rates paid. The salary range 
for any position will be confined to a reasonably 
narrow spread. Salary rate schedules are generally 
inappropriate for positions having a maximum salary 
in excess of $7,500 per annum and will not be ap­
proved for such positions except in unusual cases.
(c) Promotions from one position to another may 
be made at the minimum of the range for the new 
position to which the employee is promoted, or at 
not to exceed 15 per cent above the employee’s salary 
at the time of promotion, whichever is greater. How­
ever, in no case may an employee be promoted to a 
particular position at a salary in excess of the maxi­
mum of the range for that position without prior
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approval. (Not applicable to persons earning over 
$7,500 per annum.)
(d) Merit and length-of-service increases within 
any twelve-month period of employment must not 
exceed 15 per cent of the minimum of the range or 
of the employee’s salary at the time of the increase. 
Within this limitation, increases may be made at one 
time or at several different times during such twelve- 
month period.
(e) The average salary of all employees within a 
salary rate range must not exceed at any time by more 
than 3 per cent either (1) the midpoint of the salary 
rate range, or (2) the average salary paid for the 
positions as of October 3, 1942, or such other date as 
the commissioner may determine.
To determine the midpoint of a range or the 
average salary paid, as referred to in item (e), the 
method illustrated below may be employed. Inasmuch 
as no engineering group has more than ten employees, 
and since all of the various classes of engineers may 
properly be combined into a rate range group, then 
that group’s midpoint would be computed accord­
ingly. No engineer could receive a salary higher than 
his rate range but the average of all of the engineers’ 
salaries may not exceed $386.25 which represents the 
midpoint plus 3 per cent. For the purpose of comput­
ing the average group limitations, the total of all 
salaries paid to the engineers should be divided by 
14 and compared with $386.25.
Other comments on increases—Commissioner’s 
jurisdiction. (a) A promotion of an employee re­
ceiving over $7,500 per year, under a properly estab­
lished plan, may be made without approval only if 
the salary for the new position is not in excess of 
the minimum of its range, nor above the employee’s 
salary at the time of promotion, whichever is greater. 
This limit is less liberal than that applicable to other 
increases, where the maximum increase may be 15 per 
cent above the former salary.
(b) The commissioner has ruled that the determina­
tion of reasonableness of salaries under Internal Rev­
enue Code Sec. 23 (a) is not superseded by any 
provisions or regulations under the stabilization law.
(c) When a new position is created and the Salary 
rate or range is not approved, the employer assumes 
the burden of being able to satisfy the commissioner
as to the legality of the rate or range.
Number of 
Employees Positions
Rate
Range Midpoint
20 Assistant foremen................................................................... ........................ $200-280 $240
15 Foremen ................................................................................. ........................ 280-350 315
6
Engineers ($300 to $450 midpoint, $375):
Mechanical ............................................................................ ........................ 350-450
3 Chemical ............................................................................... ........................ 300-375   375
5 Research ................................................................................. ........................ 325-425
14
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Indirect Adjustments of Compensation
Changes in Hours, Benefits, and Working
Conditions Related to Compensation
Typical adjustments of this nature are:
(a) Shortening or lengthening of the workweek.
(b) Increase or decrease in lunch hour.
(c) Allowance of time for rest and recreation during
the day where not previously allowed.
(d) Granting or enlarging paid vacations, constitut­
ing a change in policy.
(e) Creation of additional holidays, or closing on 
Saturdays (half or full day), or summer close­
downs, all involving changes in policy. Where 
summer half-holidays prevail in similar estab­
lishments in the community, no violation will 
develop from such change in policy.
(f) Payment of overtime, where not previously paid 
and not required by the Fair Labor Standards 
Act or other laws.
(g) Payments for sick leave, where not previously 
paid.
Not all benefits require approval. The establish­
ment of reasonable plans for group insurance and 
hospitalization do not require approval. WLB also 
permits the payment of premiums, not in excess of 
5 per cent of the employee’s basic pay, on life insur­
ance having low surrender value. The commissioner 
also permits such payments provided that the insur­
ance is not limited to a small number of selected 
employees. Benefits which inure to the good of the 
employer, such as free medical examination, free 
schooling, etc., also may be granted without approval. 
The line between benefits which do and do not re­
quire approval may not always be clear, but if ap­
proval is not obtained the employer must be prepared 
to prove to the satisfaction of the stabilization agen­
cies that an indirect increase or decrease in pay was 
not accomplished.
Changes in the Method of Computing Compensation
An unauthorized change in the method of comput­
ing earnings which increases the total wages will be 
held in contravention of the law. Following are illus­
trations of such illegal adjustments.
Change from hourly rate to piecework basis; from 
salary basis to commission basis or profit-share basis; 
and any variation of these illustrations. A change in 
the method of computing the number of hours worked 
or overtime, or any other basis for determining com­
pensation must be approved. If, without a change in 
conditions, expense allowances are granted, or com­
missions are added to fixed salaries, or other changes 
of a similar nature are made since stabilization be­
came effective, approval is generally required.
Rules Governing Bonus Payments
The regulations governing the payment of bonuses 
without approval have undergone several revisions 
since the stabilization law was enacted, and the rules 
for 1944 payments are summarized below. There are 
marked variances in the rules of the two major 
agencies and the correctness of the jurisdiction is 
therefore of extreme importance.
War Labor Board Rules43
An employer may pay without approval a bonus 
in the same amount that was paid during the pre­
ceding bonus year. If the bonus has been computed 
on a percentage or other similar basis, the same basis 
or method of computation must be used in 1944, 
even though it may result in an increase in the 
amount. Nevertheless, where it was the employer’s 
practice to pay a bonus based on a fixed percentage 
of the employee’s earnings, or of profits, the employer 
may pay the same dollar amount that he paid during 
the preceding bonus year even though the application 
of the same percentage yields a smaller amount. New 
employees who have been hired during the year may 
be paid a bonus equal to that paid during the preced­
ing bonus year to employees performing similar oc­
cupations.
Examples: 1. An employee received a bonus of 
$100 in 1943 based upon a fixed percentage of 5 per 
cent of his base salary of $2,000. In 1944 his salary 
was increased to $2,400 per annum and his bonus 
could then be increased to $120 without approval.
2. An employee received in 1943 a bonus of $200, 
equal to one per cent of his employer’s net profit. 
In 1944, the net profit was $15,000 and one per cent 
thereof was $150. The employer may, under the rules, 
pay a bonus of either $150 or $200, without approval. 
The larger amount may be paid under the rule that 
where the rate of a percentage bonus has not been 
changed but the amount varies, the current bonus 
may be equal to that paid in the preceding year. The 
same would be true if there were a decrease in the 
current year.
Where an employer skips a year in the payment of 
bonuses (except profit-sharing bonuses in loss years) 
he may not resume bonus payments without per­
mission. Bonuses (year-end or Christmas) up to $25 
may be paid without approval even if not previously 
paid. Failure to pay a bonus which has customarily 
been paid in the past constitutes a salary reduction 
and approval therefor must be obtained, except 
where such prior bonuses have been discretional with 
the employer and not a fixed compensation factor. 
Even the elimination of a bonus by its addition to the 
fixed salary requires approval, where bonuses have 
been regularly paid.
43GO No. 10.
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Commissioner’s Rules44 *
Employers who have customarily paid bonuses or 
other additional compensation may continue to make 
such payments without approval, subject to the fol­
lowing limitations.
Where there has been no increase in the base 
salary. Where there has been no increase in the base 
salary since October 3, 1942, in the case of salaries in 
excess of $5,000 per annum, or October 27, 1942, in 
the case of salaries of $5,000 or less per annum, as 
the case may be, the bonus may not exceed the higher 
of the following two amounts:
(1) The dollar amount of the bonus paid on any 
basis other than a fixed percentage basis in the em­
ployer’s last accounting year ended prior to October 
3, 1942; or
(2) The dollar amount of bonus paid on any basis 
other than fixed percentage basis authorized under 
the regulations for the employer’s first accounting 
year ended after October 3, 1942, provided the bonus 
does not exceed 50 per cent of the employee’s base 
salary.
Example: Employer on a calendar-year basis paid 
employee A, who earned $10,000 per annum, a bonus 
of $4,000 in 1941 and, with approval, a bonus of 
$6,000 in 1942. A’s salary has never been changed. 
Tor 1944 the bonus may not be $6,000 without ap­
proval. It may be $4,000, the amount paid in 1941 or 
$5,000 which, per the second test, is one-half of the 
annual salary. If in the same instance, A had re­
ceived a bonus of only $3,000 in 1942, it would still 
be possible to give him a $4,000 bonus in 1944 with­
out approval. The 50 per cent rule applies only where 
an approval bonus was paid in 1942 (or first other 
fiscal year ended after October 3, 1942) and that 
bonus is used as a test in a later year.
Where there has been an increase in the base 
salary. Where there has been an increase in the basic 
annual salary rate since the stabilization law went 
into effect, the bonus may not exceed the same dollar 
amount paid in the employer’s first accounting year 
ended after October 3, 1942, provided the bonus does 
not exceed 20 per cent of the present salary.
Example: An employee was compensated as follows
prior to 1944:
Salary Bonus Total
1941 $20,000 $ 5,000 $25,000
1942 20,000 5,000 25,000
1943 20,000 10,000* 30,000
1944 30,000*
(*with approval)
In 1944, he could be paid, without approval, a bonus 
of only $5,000, because the test bonus is that paid in 
1942, namely, $5,000, even though 20 per cent of his 
salary was $6,000. .
Where bonus is on a percentage basis. Where 
bonuses have been paid prior to stabilization on the 
basis of a fixed percentage of the base salary, and the 
percentage is not changed, bonuses so computed may 
be continued without approval. Even if the salary has 
been changed and the bonus therefor varies from 
prior amounts, no approval is required if the per­
centage used is unchanged. The term “base salary” 
means salary computed without bonuses and other 
forms of additional compensation.
The above rule applies to bonuses based upon a 
fixed percentage of sales or profit. However, where 
the distribution of such bonuses out of a percentage 
fund is discretional with the employer, then the bo­
nuses are subject to the limitations on non-percentage 
bonuses.
Where a percentage-basis bonus has been paid 
under authority of the regulations, the maximum 
amount payable without approval may not be deter­
mined under the rules applicable to non-percentage 
bonuses.
Example: An employee received a straight bonus of 
$3,000 in 1942. In 1943 authority was received to pay 
a bonus of 5 per cent of the net profits, or $5,000. In 
1944, the bonus on the percentage basis (5 per cent 
of profit) was $2,500. The employee could receive 
without approval in 1944 a bonus of only $2,500, 
though he had received $3,000 in 1942.
Other rules. Regional offices have been advised by 
the Commissioner to grant approval for the payment 
of bonuses not in excess of $25, except that employ­
ers who have not previously made such payments 
must request approval.
In cases where government contracts were involved, 
and bonus payments were made on the basis of a 
percentage of sales, profit, or contract amount, and 
if subsequently as a result of renegotiation there has 
been a reduction in the basis for the bonus, the 
Commissioner has ruled that such payments would 
be held in contravention. Where contracts have al­
ready been renegotiated, extenuating circumstances 
will be taken into account to determine whether the 
payments may not be approved. In this respect, there 
is no provision for requests by employers for re­
troactive approval. In the case of contracts not yet 
renegotiated, there is some risk attached to percentage 
arrangements.
Rules Governing Commissions and Profit 
Shares
Regulations pertaining to both of these matters are 
uniform for WLB and the Commissioner. In the case 
of commissions, the Treasury45 has accepted the WLB 
policy.46 Hence, for neither agency is approval re­
44SSU, Sec. 1002.14.
45OWI Release No. 2830, 12/30/43.
46GO No. 10.
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quired for any increase or decrease in total annual 
commission earnings as compared with the previous 
year’s earnings, if the commission rate is not in­
creased or decreased. These rules apply to overriding 
commissions on sales not made by the employee, 
percentage of profits, and other similar agreements. 
A change in the commission rate, or a change from 
salary to commission basis requires approval.
WLB has adopted the Commissioner’s rules in re­
spect to profit-sharing trusts. Such trusts and plans 
providing for the distribution of benefits upon death, 
disability, sickness, or retirement of an employee, do 
not require approval if they meet certain require­
ments as set forth in Sec. 165 (a) of the Internal Rev­
enue Code.47
Rules Governing Incentive Plans
Executive Order No. 9328 is the basis for the au­
thority to make reasonable adjustments according to 
incentive plans, provided that the adjustments do 
not increase appreciably the level of production costs, 
or furnish a basis either to increase prices or to resist 
otherwise justifiable reductions in prices. An incen­
tive plan is defined as a device to improve or increase 
production by additional compensation for work 
above standard quality and output. It may be applied 
to one or more groups or to all employees of an 
establishment.
WLB Jurisdiction
Approval must be obtained for the institution of 
a new incentive plan, a new incentive or piece rate 
not covered previously by an established plan, and 
the modification or change of an existing incentive 
wage or piece rate.48 WLB requires no approval of 
adjustments made incident to an established or ap­
proved wage schedule, and made as the result of 
increased productivity under incentive or piecework 
plans.49 Nor is approval required where the rate is 
changed to reflect a change in method, product, tools, 
material design, or production conditions. Further­
more, failure to make such a change constitutes an 
unauthorized increase or decrease. The employer may 
also, without approval, place a new production item 
on an incentive wage or piece-rate basis in those parts 
of a plant where an established plan is in operation.50 
Employers who make adjustments of this sort without 
approval should maintain adequate records indicat­
ing that they were made in accordance with WLB 
policy.
Plans which are not subterfuges for increases or 
decreases otherwise unauthorizable, and which do 
not effect increases in unit labor or production costs, 
will be approved. WLB provides Form 246 to facili­
tate the presentation of facts concerning a proposed 
incentive plan.
Rules Governing Payments to Members of 
the Armed Services and to War Veterans51
The continuance of the payment of all or part of 
the salary of an employee who enters the armed ser­
vices is permitted by WLB without approval. Further, 
on his return he may be rehired in his former posi­
tion at a rate of pay which includes all increases 
which he would have received had he not left, or 
he may be promoted to such higher rated job as he 
normally would have reached. This latter refers only 
to those automatic length-of-service increases to which 
the employee would have been entitled, not to pro­
motions from one grade or job to another calling for 
greater or different skill, or to the operation of a 
bona fide apprentice or trainee program under which 
advancement is governed by consideration of skill and 
ability as well as length of service.
A similar policy is followed by the Commissioner, 
but he has not yet issued any rulings on this subject. 
Both the Commissioner and WLB permit the pay­
ment, without approval, of bonuses to employees en­
tering the armed forces.
Employees returning from the armed services are 
not included in the hiring restrictions detailed below.
Rules Governing Hiring Rates for New 
Employees and Rates for New Jobs
Special rules concerning the rates at which new 
employees may be hired are applicable to new com­
panies and new departments in existing companies. 
However, such changes as that of the company name, 
financial structure, or organization do not in them­
selves give rise to a new company or a new depart­
ment.
War Labor Board52
The application of General Order No. 31 has been 
revised in respect to new companies and new em­
ployees, and the present status of the rules is set forth 
below.
Rates for new employees. In the case of a job hav­
ing a properly established single rate, a new employee 
may be hired at that rate without approval. Board 
approval is required if the new employee is to be 
paid a higher or lower rate, regardless of his ability 
or experience. A new employee may receive a higher 
salary than his predecessor who has resigned, provided 
the higher salary is comparable to that paid to other 
employees having similar skill and provided that it 
is below the highest rate paid in that job classification.
47GO No. 38; 1B No. 4; SSU ruling 10/15/43.
48GO No. 38.
49GO No. 5
50GO No. 38.
51NWLB Rel. No. 1661, 7/24/44; IB No. 3 to GO No. 31.
52GO No. 31, Sec. II-F, and IB No. 3 to GO No. 31.
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Where properly established rate ranges are in 
force, an employee may not be hired, without ap­
proval, below the minimum of the range. If the em­
ployee has outstanding experience or ability he may 
be paid more than the minimum, but within the 
range, provided, however, that not more than 25 per­
cent of the employees hired within a given year 
(generally July 1 to June 30) 53 in the establishment 
are started above the minimum level. Where less than 
four employees are hired within a given year one may 
be hired above the minimum rate for reasons of skill 
and experience. The 25 per cent limitation may be 
exceeded if the employer had a properly existing plan 
before June 27, 1944, which specifically provided for 
the hiring of a higher percentage of qualified per­
sons at above-minimum rates. Further, the 25 per 
cent hiring-limit rule does not apply to employers 
having a total of 30 or less workers.
An employer may exceed the 25 per cent limit at 
any given point during his operating year, provided 
that the number of employees hired above the mini­
mum at the close of his year does not exceed 25 per 
cent. Hiring of temporary employees during special 
rush periods and hiring of employees for seasonal 
operations are not included in this restriction. An 
employee may be rehired by the same employer at 
the level at which he left, or, if the range has been 
increased, to the minimum of the new range, which­
ever is higher.
A new amendment to General Order No. 31 pro­
vides that whenever the War Manpower Commission 
certifies in writing to an agent of the Board that a 
particular employer is actually engaged in critical 
or essential war work, has observed all the rules and 
regulations of the WMC, and is faced with a critical 
hiring problem due to the limitations of the General 
Order, the agent of the Board shall authorize the 
employer to hire workers without regard to such 
limitations.
New business and new departments. WLB has made 
it definite that rates or rate ranges set for new busi­
nesses and new departments of existing businesses 
must be approved. Hiring rules for new businesses or 
new departments are the same as for established com­
panies except that in the case of new businesses and 
departments, in their first year of operation, the per­
centage of above-minimum employees may be as 
much as 50 per cent.
Rates and ranges for new fobs in existing busi­
nesses. An employer may fix the rate or rate range 
for a new job in an existing business without ap­
proval provided that the new rate or range bears 
the same relation to similar job rates in the area as 
all rates in the plant bear to comparable rates in 
the area. Thus, if a plant’s rates run 10 per cent 
lower than comparable area rates, the new job rate 
must consistently be kept 10 per cent below corre­
sponding area rates for that job.
Commissioner
Rates for new employees. To pay a new employee 
a higher salary than the established single rate, 
approval is required. In respect to job classifications 
which have a rate range no rules have as yet been 
issued on above-minimum hiring. However, one 
should not lose sight of the fact that above-minimum 
hiring may reduce the amount available for merit 
and length-of-service increases during a given year 
because of the limitation of the “3 per cent rule.”
Rates for new businesses and new fobs. The rules 
vary as to single-rate jobs and rate-range jobs. A new 
single-rate job, in a new or existing company, must 
be filled at a salary not in excess of the minimum 
paid for similar jobs within the plant, or in the 
area at September 15, 1942, if the plant has no similar 
jobs. Hiring at a higher rate requires approval. If 
a rate range is to be established for a new job classi­
fication, approval must be obtained, regardless of the 
comparable area rates. This is equally applicable to 
existing and new companies.
Rules Governing Decreases
Decreases in salaries are subject to rigid regulations 
and are controlled in a manner similar to increases. 
As the termination of the war gets closer and the 
expected deflationary trend nears, employers must 
give serious consideration to the rules that are ap­
plicable to decreases.
War Labor Board Rules
As to salaries under $5,00054—Wages and salaries 
may not be decreased, without prior approval, below 
the highest rate paid for the job between January 1, 
1942, and September 15, 1942, except to correct gross 
inequities and to aid in the effective prosecution of 
the war. However, even such a decrease may not be 
made without approval if the employer does not have 
an established salary agreement or schedule.
A decrease need not be approved if it is incidental 
to a reclassification to a lower-rate job. On the other 
hand, a promotion to a higher post at a salary lower 
than that paid the predecessor will not require ap­
proval if the skill, experience, and age of the new 
employee justifies the difference. The hiring of an 
employee at a rate lower than the established rate or 
below the minimum of the rate range for the job 
constitutes a decrease and it requires approval by 
WLB. (Amendment of General Order No. 6.)
As to salaries over $5,00055—Inasmuch as the law 
provides that employers may reduce, without ap- * 54
53In ruling on an application for a salary or wage schedule, 
WLB designates an “operating year” to be used by the employer 
as the basis for computing the 5-cent and 10-cent adjustment 
allowance, the limitation on employees to be hired above the 
minimum, etc. Employees of thirty or less adopting the stand­
ard plan without approval use the year July 1 to June 30.
54Act of 10/2/42, Sec. 4, EO No. 9250. 
55Ibid., Sec. 5, EO No. 9250.
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proval, salaries over $5,000, WLB rules conform. 
However, where a decrease brings the new salary 
below $5,000, as in the case of a reduction from $5,200 
to $4,800, WLB rules as to reductions should be con­
sidered.
Commissioner’s Rules
The commissioner’s rules on salary decreases differ 
as respects salaries under $5,000 per annum and sal­
aries over $5,000.  
As to salaries under $5,000—In the case of a salary 
rate existing October 3, 1942, or properly established 
thereafter, the general rule is that no decrease may 
be made below the highest rate paid for such work 
in the local area between January 1 and September 
15, 1942. However, as in the case of WLB, a reduc­
tion may be made to correct a gross inequity or to 
aid in the effective prosecution of the war. Decreases 
made in cases where employees are demoted or re­
lieved of substantial duties and responsibilities do 
not require approval.
A disparity between salaries paid by a particular 
employer and those paid by employers generally in 
the local area does not generally constitute justifica­
tion for a decrease in salary rates.
Salaries over $5,000—No approval is required for 
decreases in salaries over $5,000 per annum except 
if the new rate is under $5,000, then the rules ap­
plicable to decreases in salaries under $5,000 must 
be complied with.
General Comments
It may be expected that new rules and regulations 
covering decreases will be handed down by both 
agencies to provide for an orderly deflation of war­
time wages. Furthermore, employers should be mind­
ful of the fact that unusual claims that are the basis 
of applications for salary increases may in some in­
stances prove to be obstacles in obtaining approval 
for decreases.
PART III. RULES AND PROCEDURE FOR 
OBTAINING APPROVAL OF PROPOSED 
ADJUSTMENTS
Classification of Increases
The rules, procedures, administrative interpreta­
tions, and reasoning of the WLB in the matter of 
applications for adjustments, vary from those of 
the Commissioner. Certain types of adjustments may 
be obtained from one authority but not from the 
other. Adjustments of increases fall into the follow­
ing categories:
(1) General adjustments—those affecting a whole in­
dustry, a plant, or unit of employees.
(2) Those affecting a job classification for one or 
more establishments, including
(a) Job classifications with single rates.
(b) Job classifications with rate ranges.
(3) Those affecting the compensation of individual 
employees.
WLB is principally concerned with adjustments of 
the first and second types; the Commissioner deals 
mainly with adjustments in the third category, to 
a lesser degree with those in the second, and rarely 
has occasion to rule on general adjustments. Both 
agencies, however, have issued statements of policy 
regarding the bases on which they are respectively 
authorized, by the stabilization laws to approve ad­
justments.
Criterion for Granting Increases 
WLB Policy56
The War Labor Board will approve adjustments, 
the purpose of which is to
(1) Correct maladjustments resulting from the rise 
in the cost of living by means of the application 
of the Little Steel Formula. (See analysis of 
Little Steel Formula at end of Part III.)
(2) Correct gross inequities, created by wages which 
are insufficient to maintain a decent standard of 
living. On this basis the regional boards are 
now authorized to approve adjustments of mini­
mum wages to 55 cents per hour.
(3) Establish wage differentials normal to American 
industry, stabilized within the general level by 
means of the bracket system.
Bracket or “approvable” rates
Regional war labor boards have made and are 
continuing to make surveys of rates paid in their 
areas by various industries for various occupations. 
They gather and classify rate data which they obtain 
from employers, unions, regional board members, 
staff officials, trade associations, etc. They examine 
prevailing rate scales, and the maximum and mini­
mum rates for job classifications in various industries, 
and, finally, set and publish such rates which they 
consider to be the sound and tested rates for the 
area. Not all of the surveys have been completed, 
and there are still industries and occupations for 
which approvable rates have not been published. 
Those which have been, however, are an important 
guide to employers.
While WLB will usually permit employers to 
adopt the “going rates” in the area, they may not be 
adopted automatically, and an employer must ob­
tain approval in order to apply them to his payroll.
(4) Correct inequities among wages paid within a 
plant, providing such adjustments do not in­
crease appreciably the level of production costs.
56“The Wage Stabilization Code and Its Practical Application,” 
NWLB Rel. B 1411, 4/2/44.
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Commissioner’s policy57
The Commissioner will approve adjustments, the 
purpose of which is to
(1) Compensate for rises in the cost of living between
January 1, 1941, and May 1, 1942, in accordance 
with the Little Steel • Formula.
Little Steel Formula—The Commissioner acknowl­
edges the existence of the Little Steel Formula. Inas­
much as his jurisdiction generally extends only to 
executive and administrative employees, which are a 
much smaller group than other employees, his entire 
approach and handling of cost-of-living increases is 
different from that of WLB. For this reason, he deals 
with requests on an individual employee or group 
basis. Approval may be granted by the Commissioner 
providing the following conditions exist:
(a) The employee’s salary is clearly inadequate.
(b) The employee has not received a substantial in­
crease since January 1, 1941.
(c) The disparity which normally prevailed between 
white-collar workers and wage earners has been 
reduced to a very abnormal stage.
Cost-of-living increases are limited by the Commis­
sioner to the same extent as in the alternative method 
for fixing maximum bonuses payable without ap­
proval.
(2) Adjust salaries up to the minimum of tested and 
going rates paid for the same work for most 
nearly comparable establishments in the labor 
market area.
Sound and Tested Rates—The Commissioner does 
not publish “going rates” as a guide for employers 
seeking to establish job rates and rate ranges. This 
is understandable as he deals largely with executive, 
administrative, and professional employees who have 
varied experience, background, and education. Their 
duties and responsibilities involve the exercise of in­
dependent judgment and discretion. Accordingly, 
their rates of compensation do not always permit 
standardization as to industries or job classification. 
However, there are instances where logical groupings 
may be made, as in the instance of senior accountants 
or engineers.
Though the Commissioner does not make public 
any data, he does avail himself of tax returns and 
other records in his files, where helpful, to pass on 
applications for approval. If an employer is aware of 
the salaries paid by comparable companies for posi­
tions that are involved in approval applications, it 
would be helpful to include a reference thereto.
(3) Correct substandards of living, provided the ad­
justments required do not increase appreciably 
the level of production costs.
Applications and Appeals 
WLB Procedure
Original voluntary applications—The WLB han­
dles both dispute cases and voluntary cases. Dispute 
cases, involving disagreements between management 
and labor, are for the most part certified to the 
Board by the United States Conciliation Service. Vol­
untary cases may be filed with the Board by an 
employer or group or association of employees, by 
one or more employers and a union or bargaining 
unit. It is only the latter type, voluntary applica­
tions, which concerns us in this chapter.
Field offices of the Wage and Hour and Public Con­
tracts Divisions of the Labor Department act as agents 
for the regional boards. It is from these offices that 
information relative to the filing of applications, and 
application forms, should be obtained; and the forms 
are filed here to be checked and transmitted to WLB. 
Wage and Hour Division is also authorized to give 
an informal decision on a request for a ruling as to 
whether or not approval is necessary. Such a ruling 
may be obtained by filing Form NWLB-1 in quad­
ruplicate, and may be of considerable service to the 
petitioner who is in doubt of the necessity to file the 
more complex Form 10.
Where approval is desired for a voluntary or agreed- 
upon adjustment, an application on Form NWLB-10 
must be filed in duplicate with the nearest office of 
the Wage and Hour Division. Types of adjustments 
for which approval will be requested, fall generally 
into these categories—
(1) Increases of rates for particular job classifica­
tions. Requests for this type of adjustment are gen­
erally based on the following existing conditions:
(a) Other employers in the same area pay higher
salaries for similar jobs.
(b) The going or approvable rates representing the 
sound and tested rates as determined by the 
Regional War Labor Board exceed amounts 
paid by the employer for similar occupations.
(c) The rates paid for interrelated job classifications 
in a plant do not have proper minimum differen­
tials among the jobs. This condition usually 
affects the efficiency of production.
(2) Adjustments based on vacation plans, attend­
ance bonuses, night-shift bonuses, and other similar 
adjustments not involving direct increases in the basic 
wage rates.
(3) General wage-rate increases based on the “Lit­
tle Steel Formula.” This class usually involves an 
adjustment for all employees in a plant or in several 
plants of the same employer or of a group of em­
ployers.
’’Statement prepared for Senate Committee on Banking and 
Currency, by John L. Sullivan, Assistant Secretary of the Treas­
ury, in reporting on activities of the Salary Stabilization Unit, 
April 17, 1944.
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Applications are signed by the employer, and by 
a representative of a labor union, if employees affected 
by the adjustment are members of a union. The appli­
cation does not contain any reference to names of 
individual employees but deals with job classifications 
only. Applications for adjustments of rates for job 
classifications must contain the following data:
For a recent payroll week or longer period an 
analysis must be made of the number of employees 
in the job classification who worked that period; their 
minimum and maximum established rate or range tor 
the classification; the total hours worked by all the 
employees in the classification for the period; their 
total earnings at straight time and the average straight- 
time hourly rate for all the employees in the classifica­
tion. Each of the job classifications should be prop­
erly described and the rate or rate range sought for 
the classification should be shown.
Appeal from a Ruling of the Wage Stabilisation 
Director58—An employer or a union has the right to 
appeal from a ruling upon an application for a vol­
untary increase, which has been denied in whole or in 
part. The petition for review must be submitted to 
the regional board in triplicate within fourteen days 
of the date of the ruling and should contain evidence 
and/or further information to indicate that the re­
gional stabilization director (who usually issues the 
ruling on behalf of the regional board) has ruled er­
roneously. The ruling of the regional board on re­
quests for voluntary wage or salary adjustments are 
final and are subject only to the right of the National 
War Labor Board to review on its own initiative or 
on a petition for review.59 The National War Labor 
Board will entertain a petition for review only upon 
substantial proof that (a) the ruling exceeds the 
board’s jurisdiction or (b) the ruling contravenes the 
established policy of the board or (c) a novel ques­
tion is involved of such importance as to warrant 
national action or (d) the procedure resulting in the 
ruling or order was unfair to the appealing party and 
has caused substantial hardship. Copies of the peti­
tions, together with any supporting documents, must 
be served upon the other parties to the proceedings.
Processing of Voluntary Applications by the 
Regional Wage Stabilisation Director—A general 
familiarity with the organization of the regional board 
is a prerequisite to understanding WLB’S methods 
and procedures. The Board itself has a tripartite 
membership which includes regular, alternate, and 
substitute members, representing the public, labor, 
and industry. WLB Regulations provide for a staff 
for each regional board consisting of a . . wage sta­
bilization director, a disputes director, a regional 
attorney, and such other assistants as the National 
War Labor Board may approve.”60 This staff is under 
the general supervision of the regional war labor 
board.
Voluntary cases (Form 10) are processed for the
most part by the wage stabilization division, headed 
by the regional wage stabilization director. This divi­
sion, which operates apart from the tripartite regional 
board, is divided into industry units, each unit spe­
cializing in a designated group of industries or occu­
pations. An application is routed to a unit where it 
is assigned to a wage analyst, who is equipped with 
job and wage-rate data, and bracket rates for the par­
ticular industry or occupation. The application is 
processed initially by the analyst, who submits it with 
recommendation and analysis for examination by the 
unit head, and it is finally ruled on by the regional 
stabilization director. In the event that an applica­
tion presents a serious problem of interpretation of 
policy, or is of outstanding importance as an issue 
of stabilization, the director may refer the case, with 
his recommendation, to the regional war labor board 
for decision.61
If the ruling of the director denies or modifies the 
adjustment proposed, the employer may file a petition 
for review of the ruling by the regional board. The 
petition is reviewed in the light of its merits or of the 
new evidence by the director, who may issue a re­
versal or modification of his previous ruling. If a new 
ruling is issued the applicant retains the same right 
to appeal as from the original ruling. If no reversal 
or modification is made by the director, the regional 
board itself rules upon the application on the basis 
of the entire record of the case.
Commissioner’s Procedure
Original Applications—Applications to the com­
missioner of Internal Revenue for his approval are 
usually made for the following purposes:
(1) To grant increases to individual employees for 
merit, length of service, added duties and respon­
sibilities, etc.
(2) For approval of a salary rate for a new position.
(3) For approval of a salary rate schedule.
Although the Commissioner’s regulations provide 
for the granting of a ruling as to whether a proposed 
adjustment requires approval, no form has been pro­
vided for such a request. Applications for rulings 
should be made in writing (3 copies) and all of the 
pertinent facts should be stated.
Contrary to the applications of the WLB, the Com­
missioner’s Forms SSU 1 and SSU 2 refer to indi­
vidual employees by name. SSU 1 is used as a request 
for a salary adjustment while SSU 2 applies for ap­
provals of a salary rate for a new position. Generally 
a separate Form SSU 1 in triplicate, signed by the
58NWLB Regs., Secs. 802.55, 802.36, 802.38, 802.39a, 802.43. 
59See “Processing of Voluntary Applications by Regional Wage
Stabilization Director,” below, for procedure in re petitions for 
review by Regional Director.
60NWLB Regs., Sec. 802.51.
61NWLB Regs., Sec. 802.55.
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employer, is submitted for each employee. Likewise 
Form SSU 2 treats with one new position and the 
employee who is to fill it. There is no special form 
for approval of a rate schedule but specific informa­
tion is required to be submitted in an application in 
letter form.
Form SSU 1 (revised March 1944) contains pro­
vision for a full history of the individual’s rate of 
compensation, whether in the form of salary, over­
time, commission, or bonus since January 1, 1941, and 
a record of all increases granted since then. It also 
provides for information as to compensation for the 
position now filled by the employee since 1938. In­
formation must also be submitted as to the employee’s 
financial interest in company (stockholder) and 
whether he is related to an officer of the corporation or 
to his employer. Full reasons for the proposed adjust­
ment must be given.
Appeals—The applicant has the right of appeal 
from the ruling if his proposed adjustment is denied 
in whole or in part. A request for review must be filed 
in triplicate with the regional office within fifteen 
days of the date of the ruling, incorporating any addi­
tional information which the petitioner wishes to 
present. If a conference is desired, a request there­
for should be made at the time the protest is filed. 
The petition for review is assigned to a reviewer who 
reexamines the case in the light of any new informa­
tion presented in the petition and other factors ob­
tained by means of an informal conference with the 
applicant; and is finally ruled on by the regional head. 
If the regional head does not modify the ruling, the 
case is submitted to the Deputy Commissioner with 
reasons for the disapproval. A hearing will be granted 
in Washington by the Deputy Commissioner if there is 
a prima facie showing of error by the regional office. 
The modified decision is final, but no reversal of a 
prior ruling is effective until the payroll period imme­
diately following the final ruling.
Stabilization Application Forms
The following are the principal forms required for 
filing with the War Labor Board and the Commis­
sioner:
Form NWLB-1—Request for a ruling as to whether 
a proposed wage or salary adjustment is subject 
to the approval of the National War Labor 
Board.
Form NWLB-10—Application to the War Labor 
Board for approval of a wage or salary rate ad­
justment or schedule.
Form SSU-1—Employer’s application to the Salary 
Stabilization Unit for approval of salary adjust­
ment.
Form SSU-2—Employer’s application to the Salary Sta­
bilization Unit for approval of salary rate for new 
position.
Effective Date and Extent to Which an 
Approved Adjustment Must Be Carried Out
Very little light has been thrown on this subject, 
which presents many problems to the recipient of a 
ruling. However, it is definite in the case of both the 
WLB and the Commissioner, that an increase may not 
be made retroactive to a date earlier than that of the 
application or as specified in the ruling.62
Inasmuch as an application by an employer for 
approval of an adjustment is voluntary, a ruling 
thereupon by an agency is merely permissive, and 
adoption of the approved adjustments remains op­
tional with the employer. The WLB qualified this 
policy by stipulating that an approval must be car­
ried out in full or not at all.63 Inasmuch as there is 
no similar ruling from the Commissioner, it would 
appear that employers who have received a ruling 
from the Treasury are at liberty to grant a part of 
the authorized increase. However, if the balance is 
paid thereafter regulations may be contravened, in­
sofar as single-rate employees are concerned, by creat­
ing a rate range not permissible or not previously 
established.
Wage Stabilization Records
There are few mandatory records in the stabiliza­
tion regulations. These are detailed in the next para­
graph. However, the employer will find it expedient, 
and in certain instances absolutely essential, to keep 
other types of records.
The only specific requirement by WLB for particu­
lar records is made in GO No. 31. It provides that 
employers who make individual salary or rate ad­
justments pursuant to a plan or schedule must main­
tain and keep available for two years certain specified 
records. These records pertain to increases and should 
include the following information:
(1) Description of each job classification and rate or 
rate ranges.
(2) Description of plan of making adjustments within 
the rate ranges and between the rates or rate 
ranges.
(3) The date when the schedule was established.
(4) For each employee who received an adjustment, 
his name, the date hired, the date of and the 
reason for adjustment, the job classification, and 
the rate of pay before and after the adjustment.
No particular order or form is prescribed for 
these records, provided that the information required 
is readily obtainable.
The WLB has determined that it was scarcely ever 
possible to establish a definite and orderly plan from 
an examination of payroll records alone. Thus it is 
advisable to retain written statements, minutes, or 
memoranda to indicate the operation of a plan.
62NWLB Rel. September 1943.
63NWLB Resolution, April 15, 1943, released July 1944.
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All employers should consider the desirability of 
keeping records, though not required by rule, to 
enable them to satisfy an examiner as to the propriety 
of wage adjustments, and of extra compensation. The 
payroll records ordinarily maintained for social se­
curity tax purposes may be utilized to some extent. 
A running schedule containing a record of dates,
amounts of increases, classification, and justification 
for the increases is desirable.
Compliance with the WLB’s 5-cent and 10-cent 
rule limiting maximum annual increases requires 
the maintenance of what may be called “increase 
budget” accounts. These accounts may be set up as 
follows:
Annual Budget Control
7-1-43 150 Employees in establishment Control
Budget— (150 employees X $.05) $7.50
 8-2-43 Increase 5 employees $.10 per hour, 2 employees $.06 per hour and 2
employees at $.02 per hour
5 X $.10 ==$.50
2 X $.06 = .12
2 X $.02 = .04 Minus .66
Balance remaining for disbursements 6.84
9-10-43 Hired 15 additional employees
15 X $.05 = $.75 Plus .75
Balance remaining for disbursement 7.59
11-11-43 Exited 3 employees increased $.10 on 8-2-43
3 X $.05 = $.15 Minus .15
Restore increase previously granted
3 X $.10 = $.30 Plus .30
Balance remaining for disbursement 7.74
12-4-43 Exited 12 employees who have received no increase
12 X $.05 = $.60 Minus .60
Balance remaining for disbursement 7.14
4-9-44 Promoted one employee who received $.10 increase 8-2-43 to new job
classification at minimum rate for new job
Restore unused increase
1 x $.10 = $.10 Plus .10
Balance remaining for disbursement $7.24
Records—It becomes apparent upon review of the 
outlined method of budgeting that large employers 
will require special records, such as described below, 
for adequate control.
(1) Employees Control Journal. For recording num­
ber of employees at start of year, and employees 
added, exited, or promoted during the year.
(2) Increases Journal. For recording individual in­
creases granted during the year. Also may be 
utilized to check individual maximum increases.
(3) Promotions and Reclassifications Journal. For 
recording promotions and reclassifications.
* (4) Increase Budget Control Account. This account 
may be treated as a ledger account with debit 
and credit columns to correspond with the de­
creases and increases that must be accounted for. 
A net credit balance represents unexpended in­
creases; a net debit balance represents increases 
granted in excess of the 5 cents maximum for the 
year.
(5) Individual Employees Record. An individual 
record of employees should be created to record 
increases granted so that in the event of separa­
tion or promotion, the amount of increases to be 
restored to the budget may be readily determin­
able. Existing records may contain this data or 
may be revised to include it.
(6) Journals as Posting Media. If the journals
(records 1, 2, and 3) are columnarized so as to 
disclose the cents per hour in deduction and 
addition columns, totals (monthly or other 
period) may be posted to the Budget Control 
Account (record 4).
Records pertaining to WLB’s 25 per cent limitation 
on hiring of new employees can be maintained simul­
taneously with those used for 5-cent and 10-cent 
formula and wage schedules, or in conjunction with 
other employee and personnel records where no wage 
schedule exists. In the case of bonus payments it is
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desirable that a record be maintained that will readily 
sustain the legality of the amounts. As a practical 
matter, a work sheet should be prepared wherein all 
bonuses are listed and the test of compliance (as de­
scribed in the section on bonuses) for each individual 
or group is worked out. This work sheet should be 
kept as a permanent record for internal audit pur­
poses as well as for reference in the event of examina­
tion by a government agent.
The Little Steel Formula—
WLB Jurisdiction
With the Little Steel yardstick the WLB initiated 
its first measure implementing the terms of the Presi­
dent’s seven-point stabilization program (April 1942). 
The 15 per cent formula was developed principally 
to counteract the cost of living and maintain the real 
value of wage rates. However, the Board’s decision in 
the Little Steel cases also acknowledged the intentions 
of the seven-point program which “was devised in a 
large measure to call a halt to the inequity-producing 
race between prices and wages,” although its jurisdic­
tion at this time was confined to wage disputes be­
tween labor and management. Following the Act of 
October 2, 1942, when the Board was empowered to 
pass on all wage rates, the Little Steel Formula be­
came the guide for establishing the level of wage rates 
on September 15, 1942. It is not a guide for apprais­
ing other disparities in wage structures, a fact which 
should be remembered in determining its applica­
bility.
The Formula is derived from studies and reports of 
the Bureau of Labor Statistics which established that 
between January 1, 1941, and May 1942 (when the 
President’s seven-point program to stabilize the cost 
of living was announced), the cost of living was in­
creased by 15 per cent. Accordingly, WLB will grant, 
in general, permission for increases which compen­
sate for higher living costs up to 15 per cent over the 
January 1941 level.64 The Commissioner also con­
siders requests for increases based upon the Formula, 
but his interpretation and application of the For­
mula differs from that of WLB.
Employees Affected
The Formula applies generally to an employee 
group, to a bargaining unit, a plant, company, or in­
dustry. It may not be applied solely to individual 
workers or particular job classifications, but it may be 
applied in addition to a group of individual employ­
ees to single rates, and minima and maxima of rate 
ranges, where such exist. Although the “average 
hourly earnings” used as the basis for computing the 
allowable increase can only be applied directly to 
straight wage or salaried employees, the 15 per cent 
increase is also possible for piece-rate workers, but not, 
generally, for employees receiving commissions.
Amount of Increase Allowable
The fact that an employer has given increases rais­
ing the wage level above the January level does not 
preclude the possibility of further increases under 
Little Steel. He may not have used the entire 15 per 
cent, or some or all of the increases may have been of 
such a nature that they need not be offset against the 
15 per cent.
These are the more important types which need 
not be offset:
(1) Payments because of liberalization of vacation- 
with-pay plans or holiday-pay plans or night- 
shift bonus plans since January 1, 1941.
(2) Wholesale adjustments made in piece rates as a 
result of a bona fide job re-evaluation.
(3) Payment of overtime wages where not previously 
paid.
(4) Restoration of wage cut made after January 1,
1941.
(5) Payments to experienced workers under a group 
bonus system to compensate them for a loss of 
earnings resulting from reduction in skill and 
production due to addition of inexperienced 
workers.
(6) Wage rate increase granted to compensate for the 
elimination of a production bonus or a night- 
shift bonus previously applicable to every worker 
in the maladjustment unit.
(7) Christmas and similar bonuses (generally repre­
senting lump-sum payments).
These and individual increases such as automatic 
length-of-service, merit, promotion, do not figure in 
the cost-of-living formula.
The increases which are to be considered as pay­
ments on account of the 15 per cent allowable are 
general increases, those granted to 10 per cent or more 
of the total employees in a unit, restricted to cost-of- 
living adjustments, increases up to minimum rates as 
required by state or federal agencies, or to the 40-cent 
(now 55-cent) minimum as allowed by the WLB.
The maximum increase presently allowable is 15 
per cent of the base-pay rate paid or payable as of 
January 1, 1941. It is therefore necessary to establish, 
in accordance with the rules applicable thereto, the 
initial base-pay rate. The maximum increase allow­
able (15 per cent X base-pay rate) is computed at this 
point. Then all of the cost-of-living increases granted 
since January 1, 1941, are totaled and the total amount 
is deducted from the maximum amount allowable. 
The balance represents the amount of further cost-of- 
living increase which may be granted with approval. 
Where an increase has not been granted to all em­
ployees, the determination of the average rate of the 
increase must be made thoughtfully. The computation 
would be along these lines: A 10-cent increase given to
64EO No. 9328.
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fifty out of one hundred employees results in a 5-cent 
average increase.65
Unusual circumstances affecting the initial base rate 
should be given consideration in the determination of 
the allowable increase. Companies who were not in 
business on January 1, 1941, are permitted a percent­
age increase allowance prorated from the date of their 
inception.
Base Rate as of January 1, 1941
The wage rate which may be dealt with under the 
Formula is one which can be converted into a “cents 
per hour” rate. For this reason rates based on a per­
centage, such as sales commissions, will not be con­
sidered by the Board. In principle, the initial base 
rate is determined as follows:
(1) Determine the straight-time average hourly earn­
ings in the payroll period ending nearest January 
15, 1941.
(2) Add wage-rate increases made in January 1941, 
or in immediately following months as a result of 
previous protracted negotiations (not involving 
anticipated rise in cost of living after January 1).
(3) Deduct increases made in November or Decem­
ber 1940, which were intended to compensate em­
ployees for future cost-of-living increases.
(4) The balance represents the initial base rate for 
the computation of the 15 per cent allowable 
increase.
It may be possible to eliminate the deduction for 
increases in item (3) above and treat such increases 
as if they were made after January 1, 1941. The ad­
vantage in this move is that the initial base, to which 
the 15 per cent applies, is broadened. Other consider­
ations that bear on the base rate may arise in indi­
vidual cases and some are illustrated under the cap­
tion “Increase Allowable.”
Some employers will have problems in working out 
the amount of the living cost increases granted. Where 
average rates of pay have been increased due to an 
increase in the number of skilled workers, or the addi­
tion of new high-rate job classifications, the increases 
granted should be analyzed in this light. Other factors, 
peculiar to the individual employer, may be present 
which will permit extra consideration of the allowable 
increase.
The fact that most employers have utilized the 15 
per cent allowable increase renders this Formula al­
most obsolete, particularly in a metropolitan area. 
Further, the system of wage brackets more or less ob­
viates the need of such a measure, and in nearly every 
instance WLB will grant approval of its published 
rates. It will not, however, grant a rate higher than 
the maximum of its sound and tested brackets, regard­
less of 15 per cent allowance. The Board has denied 
the Little Steel Formula in industries or occupations 
where the January 1941 rates were unusually high.
The Formula was initiated to eliminate rather than 
create intra or interplant inequities. The Little Steel 
Formula bears the most significance in the case of 
small concerns, particularly those which have not yet 
filed applications.
PART IV
THE ACCOUNTANT’S RESPONSIBILITIES 
AND FUNCTIONS
Though there may be some doubt as to whether 
accountants are required to extend their audit pro­
cedures to detect wage stabilization violations, prac­
ical considerations suggest that such extension is de­
sirable and perhaps even mandatory. The committee 
on auditing procedure of the American Institute of 
Accountants in its Statement on Auditing Procedure 
No. 21, issued in July 1944, appears to take a definite 
position that the accountant does have some respon­
sibility with respect to the determination of violations 
of the Wage Stabilization Law.
Accountants must give serious thought and atten­
tion to the subject of wage stabilizaion because viola- 
ions may result in the imposition of serious penalties 
several years after their origination. Thus, financial 
statements issued in the interim may be improper if 
they do not reflect such contingent liabilities where 
they exist. Moreover, accountants may be called upon 
to install, and thereafter audit, such records as may be 
needed by employers to insure compliance with the 
maximum annual-increase rules and other rules and 
regulations issued under the Wage and Salary Stabili­
zation Law. The early detection of violations and 
their subsequent cure will enable accountants to ren­
der a valuable service to their clients in reducing vio­
lation penalties. Finally, accountants must be pre­
pared to represent their clients at income tax or other 
examinations in the event that questions of compli­
ance are raised.
The ensuing sections concern themselves with the 
detection of violations and the provision to be made 
in a financial statement for penalties that may be 
assessed.
Audit Procedures 
Preliminary Steps
It is obviously necessary that the accountant ac­
quaint himself with the stabilization law and with the 
rules and regulations of the agencies that are charged 
with its administration and enforcement. The rulings 
of the agencies are as important as the law itself, and 
both should be given equal attention. This problem 
should not be found unduly difficult because the law 
relates to what is essentially one matter, namely, wage 
adjustments. The subject matter is certainly not as
65Rules for application of the Little Steel Formula NWLB 
Rel., 10/1/43.
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comprehensive nor as difficult as the various tax laws 
with which accountants must be reasonably familiar.
Prior to laying out the program to be followed for 
the test of compliance with the Wage Stabilization 
Law, it is necessary that the auditor make preliminary 
inquiries as he would do in the case of any other audit 
test. He should first acquaint himself with the organi­
zation created by the employer company for dealing 
with the stabilization law, review its functions, rec­
ords, internal control, agreement with employees and 
unions, and such other phases as will be useful to him 
in laying out the audit program and in determining 
the extents of the various tests that he believes, at the 
outset, should be made. Obviously, conditions may be 
disclosed during the test that may call for a change in 
both the audit program and the extents. In that re­
spect, however, the auditor is confronted with a prob­
lem no different from that which he might meet in 
making an audit of sales or payroll.
The auditor may be justified in relying to some 
extent on the representations made by responsible ex­
ecutives and the company’s counsel. In cases of ques­
tionable compliance the amount of possible penalties 
should be noted. Where the violations are of a wilful 
nature or due to extreme negligence, and therefore 
subject to severe penalties, the auditor must exercise 
the same judgment as to disclosure as would be re­
quired if he were informed that certain large law. 
suits were pending against the company and the 
opinion of the company’s counsel was obtained as to 
their probable ultimate disposition. These may be 
extremely difficult problems in certain cases, but it is 
not possible to lay out any general rule or procedure 
for their easy disposition.
In laying out the. audit program the auditor must 
bear in mind certain fundamentals which will result 
in a natural organization of his work. First, he must 
segregate the payroll records which come within the 
WLB jurisdiction from those subject to the Commis­
sioner’s jurisdiction or that of the War Food Adminis­
trator. The auditor is enabled thereby to apply the 
rules of one agency at a time and thus avoid confusion 
and complication.
It is evident that the first determination to be made 
in auditing the employee’s payroll records is whether 
or not rulings have been received from one or more 
stabilization agencies, affecting some or all of the em­
ployees. If a ruling has been received the procedure 
is comparatively simple, i.e., a test check for compli­
ance with the ruling must be made extending back to 
the date of the ruling. How extensive this check 
should be will depend on the nature of the ruling, and 
other factors pertaining to the wage or salary struc­
ture.
In the case of an employer who has received no rul­
ing, the audit becomes twofold. It will be necessary 
first to substantiate the reasons why no approval has 
been sought; second, to make a check of the records
to show that the employer has complied with those 
regulations which exempt him from obtaining ap­
proval. The employer who has received no ruling 
must qualify for exemption. Following are the most 
important categories of exemptions: (1) adjustments 
made since October 1942 come within the terms of a 
plan properly established prior to October 1942 (WLB 
& SSU); (2) adjustments made subsequent to October 
1942 were made under terms of GO No. 31, permitting 
adoption of “Standard Plan” by employers of thirty or 
less without approval (WLB); (3) the employer has 
eight or less employees; (4) the organization is a non- 
profit-making institution, or the employee is otherwise 
specifically exempted from approval requirements;
(5) no adjustment has been made since the appropri­
ate stabilization date which requires approval (WLB 
& SSU).
Suggested Audit Steps
Preliminary Procedures—The point of the audit 
is to determine whether the stabilization law has been 
complied with substantially. This may be approached 
from either of two angles or by a combination of both.
If the preliminary surveys disclose the existence of 
a well organized stabilization department or division, 
whose records, by their form and content, disclose a 
sound understanding of the law and the regulations, 
and where the controls and internal check are con­
sidered satisfactory, then the test of compliance may 
be reduced to the minimum. It should then include 
an inquiry into whether the company is operating un­
der an approved plan or an unapproved plan for the 
granting of increases for merit, length of service and 
promotion, without approval, based on definite job 
classifications and job rates or job rate ranges. If the 
plan has been approved, then a test check of compli­
ance with the plan should not be too difficult.
If the plan has not been approved, the question be­
comes that of whether it will meet the exemption tests 
imposed by the WLB and the Commissioner. These 
tests are very rigid, and the client should be required 
to make available all of the proofs that might be re­
quired by the jurisdictional agency to establish the 
propriety of the prevailing plan. If the auditor is 
satisfied that the plan reasonably meets the require­
ments, then the test of compliance should not be diffi­
cult. If, however, the auditor is doubtful as to the 
validity of the plan that is being followed, then he is 
faced with a problem of amplification of the scope 
and extent of his test.
Examination of the Payroll Records—Where the 
payroll records of employees subject to WLB rules are 
to be checked for compliance with the company’s plan, 
or the standard plan, the examination of the payroll 
records test should not be made according to indi­
vidual employees, but rather according to job classifi­
cations. As a practical matter the latter method will 
be found in most instances to be simpler and more
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conclusive. Thus it is suggested that several specific 
job classifications be selected for the test, preferably 
jobs which were in existence at the inception of the 
stabilization law, October 3, 1942, and which are in 
existence in the test year, unchanged as to duties and 
responsibilities. The number of classifications to be 
selected must be fixed by the auditor himself based 
upon all the preliminary considerations heretofore 
discussed. The job rates or rate ranges in effect on 
October 3, 1942, should be compared with the rates 
and rate ranges prevailing in the test period and the 
increases disclosed thereby must be analyzed by the 
auditor.
If an increase is in accordance with an approved 
plan or in accordance with specific approval obtained 
from the WLB or the Commissioner, then it is a 
proper increase. On the other hand, if the job rate or 
rate range has been increased beyond the October 3, 
1942, level without approval, the auditor must decide 
whether a violation occurred and if so the amount of 
illegal payroll so involved. Compliance with the so- 
called 5-cent and 10-cent rule of the WLB should 
also be checked in this connection.
It has been pointed out in Part II of this chapter 
that indirect wage adjustments may be made without 
a change in salary but through the medium of changes 
in working conditions and benefits. The auditor 
should make some inquiry into the changes of work­
ing hours, methods of determining compensation, 
changes in vacation, lunch hour, recreation-time al­
lowances, and other working conditions and benefits.
The auditor should also make some inquiry as to 
legality of bonuses paid. Specific rules governing the 
payment of bonuses without approval were previously 
stated. It should be a relatively easy matter to select 
a number of bonuses to be checked with the pre­
scribed compliance formulae.
Where profit-sharing, pension, incentive, and other 
plans have been instituted subsequent to the enact­
ment of the stabilization law, the auditor should as­
certain that such plans have been approved. Other­
wise, payments made thereunder may be illegal.
Common Violations
A list of common violations is submitted which 
should be very helpful to auditors in directing their 
attention to specific situations and to which they 
should also direct their inquiry.
Common Wage and Salary Stabilization Violations66
1. Violations due to breach of rate-range levels.
Rates have generally been fixed by regulation at the 
levels prevailing prior to October 3, 1942, for all 
wages and salaries over $5,000 and October 27, 1942, 
for salaries below $5,000, unless approved thereafter. 
Increases or decreases in violation of the fixed or ap­
proved single rates or rate-ranges are the most com­
mon of all violations.
2. Increases which exceed annual maximum 
limitations. Both the War Labor Board and the Com­
missioner of Internal Revenue permit increases within 
their regulations for merit, length of service, and for 
promotions and reclassifications. WLB has set in its 
General Order No. 31 fixed standards (generally re­
ferred to as the 5-and 10-cent rule) for amounts of 
allowable increases by employers having more than 
eight employees. Increases in excess of the permissible 
amounts are violations.
3 Violations due to pay adjustments made prior 
to receipt of approval. Some employers have been 
tempted, or perhaps forced by business necessity, to 
make pay adjustments in advance of the receipt of 
the approval which has been requested, presumably 
in the expectation that the approval will be granted. 
Since agency approvals are not usually retroactive, 
such action is dangerous; moreover, should the final 
decision be unfavorable the employer would be faced 
with a difficult personnel and legal problem.
4. Violations due to improper personnel classi­
fication. Employees must be classified in accordance 
with the rules of the stabilization agency having juris­
diction, and their rules vary. Incorrect classifications 
have resulted in the granting of increases which are 
in contravention of the law.
Particular attention should be paid to the classifi­
cation of executive, administrative, and professional 
personnel which group constitutes the bulk of the em­
ployees subject to the Commissioner’s jurisdiction. In 
these instances the definitions are somewhat technical 
and must be conformed to on all points. Usual errors 
of this type arise from improper classification of em­
ployees holding positions such as working foremen, 
bookkeepers, secretaries, etc.
5. Violations due to improper classification of 
increases. Limitations are imposed on the extent of 
increases which may be granted without approval. 
The different types of increases, namely, merit and 
length of service, and promotion or reclassification, 
have varying limitations. Moreover, the rules of the 
two major agencies are not similar in respect to the 
limitations on these increases. Instances have arisen 
where employers used promotion increase rates for 
length of service adjustments (though there had been 
no change in the employees’ duties), to justify a large 
increase. Such actions will be held to be violations.
6. Violations that may result from unapproved 
plans. The use of a pre-stabilization plan that has 
not been approved is dangerous because if it is found 
not to qualify under the stringent rules of evidence 
of its existence, increases and other adjustments made 
thereunder may be held in contravention of the law.
66This section is quoted from an article on “The Accountant’s 
Responsibility in Respect to Wage Stabilization Violations,” by 
David C. Anchin, which appeared in the December 1944 issue 
of The Accounting Forum.
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7. Violations due to hiring new employees at 
lower or higher rates than established. Business 
exigencies have forced employers to meet the salary 
demands of replacement help. New employees may 
not be paid higher rates than those fixed prior to sta­
bilization dates or approved thereafter. It is also a 
violation to pay new employees a rate below the estab­
lished salary or minimum of the rate range.
8. Violations due to unauthorised changes in 
the method of computing compensation. An un­
authorized change in the method of computing earn­
ings which has the effect of increasing wages and sal­
aries will be considered a violation of the law. The 
following are instances of changes which require 
approval: Changes from hourly rate to piecework 
basis; from salary basis to commission or profit-share 
basis and any similar change; changes in the method 
of computing working hours or overtime; the grant­
ing of expense allowances where not previously 
granted and other changes of a similar nature gener­
ally require approval.
9. Violations due to unauthorised changes in 
hours, benefits or other working conditions. These 
violations arise from unauthorized changes which in­
volve a shortening or lengthening of the workweek, 
of the lunch hour, rest and recreation periods, the va­
cation period, or payments for sick leave where not 
paid prior to the stabilization period, and any other 
adjustment which does not inure to the benefit of the 
employer and is in effect tantamount to an adjust­
ment of wages and salaries.
10. Violations due to improper initiation or 
adjustment of bonus or other incentive plans.
There are specific rules governing the granting of 
bonuses and for the establishment and operation of 
incentive, bonus and profit-share plans. Unapproved 
operation of such plans will generally create serious 
violations. Bonuses which are in excess of the amount 
allowable will likewise be held in contravention of 
the law.
Provisions in Balance Sheet and 
Accountant’s Certificate 
The committee on auditing procedure of the Ameri­
can Institute of Accountants in its Statement on Au­
diting Procedure No. 21, issued in July 1944, discusses 
the responsibility of accountants in respect to compli­
ance by their clients with wartime government regu­
lations, and makes specific reference to the stabiliza­
tion law therein. With respect to the treatment of 
violations in the balance sheet and in the certificate, 
the following is stated, under the heading “Procedure 
Where Violation Has Occurred”:
“Where the independent accountant, in the course 
of his usual examination, comes upon information 
which leads him to believe that the client may have 
violated one of the wartime regulations and, as a 
result of further inquiry, he is reasonably certain that 
a violation has occurred, the matter should be 
brought to the attention of the management with a 
recommendation that adequate provision be made in 
the financial statements for the resulting liability. 
Where inadequate provision is made and the amount 
is material, the accountant should take an exception 
in his opinion on the financial statements. If the ex­
ception may be of sufficient importance to nullify the 
opinion he should consider whether he is warranted 
in expressing any opinion.
“A suggestion has been made that the accountant 
include in his report a statement to the effect that he 
was unable to determine whether wartime regulations 
had been complied with during the period under re­
view. It is the belief of the committee that such a pro­
cedure should be discouraged because it might at 
times represent an unwarranted disclaimer of the ac­
countant’s responsibility; it might also cast an un­
warranted doubt upon the practices and reputation of 
the company concerned.”
Wage Stabilization Services
This chapter presents the rules and regulations 
issued prior to March 1, 1945. There will no doubt 
be many subsequent rulings and interpretations of 
existing rulings. All of these may be found in the cur­
rent labor law services (wage and salary stabiliza­
tion) of Prentice-Hall, Commerce Clearing House, 
and the Research Institute of America.
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List of General Orders and Interpretations 
of National War Labor Board as 
of April 1, 1945
General
Order
Number
1. Increases in Rates Ordered Prior to October 
3, 1942
1-A. Salary Increases Ordered Prior to October 3, 
1942
2. Adjustment of Labor Disputes
3. Increases in Wage Rates
4. Wage Adjustments for Small Business
5. Wage Adjustments in Cases of Established
Wage Agreements
6. Hiring at Rates in Excess of Established Rates
7. Increases in Compliance with Operations of
Fair Labor Standards Act
8. Adjustments of Wages or Salaries in Terri­
tories and Possessions
9. Salaries Totaling Not in Excess of $5,000 Per
Annum
10. Payment of a Bonus, etc.
10-A. Bonus Payments to Employees, Leaving for 
Military Service
11. Increase Prior to November 7, 1942
12-B. Wage or Salary Adjustments by State Gov­
ernments
13. Building Construction Industry
14. Wage and Salary Adjustments for War De­
partment Civilian Employees
15. Decisions of Arbitrators
16. Wages of Female Employees
17. Wage and Salary Adjustments for Office of
Price Administration Clerks
18. Wage and Salary Adjustments for Navy De­
partment Civilian Employees
19. Wage and Salary Adjustments for Employees
of Federal Reserve System
20. Wage and Salary Adjustments for Employees
of U. S. Employment Service
21. Wage and Salary Adjustments for Employees
of Department of Interior
22. “Escalator Clauses” in Collective Agreements
23. Alaska: Delegation of Authority
General
Order
Number
24. Wage and Salary Adjustments for Designated 
Employees of Department of Agriculture
25-A. Wage and Salary Adjustments for Employees 
of Tennessee Valley Authority
26. Salary Adjustments of Employees of Non-
Profit Organizations
27. Wage and Salary Adjustments for Employees
of the National Housing Agency
28. Salary Adjustments for Employees of Gov­
ernment Printing Office
29. Wage and Salary Adjustments for Employees
of Pan-American Union
30. Adjustments of Wages Below 40 Cents Per
Hour
31. Wage and Salary Adjustments
32. Wage and Salary Adjustments for Employees
of Federal Deposit Insurance Corporation
33. Wage and Salary Adjustments for Employees
of War Relocation Authority
34. Wage and Salary Adjustments for Employees
of Commerce Department
35. Wage and Salary Adjustments for Employees
of the Federal Security Agency
36. Adjustment of Wages or Salaries in Hawaii
37. Adjustments in Rates of Pay of Employees of
War Department in Hawaii
38. Incentive and Piece Rate System
39. Adjustments of Pay Rates of Employees of
Selective Service
Interpretative Bulletins
Interpretative Bulletin No. 1
Interpretative Bulletin No. 2
Interpretative Bulletin No. 3
Interpretative Bulletin No. 4
Interpretative Bulletin No. 1 to General Order No. 31 
Interpretative Bulletin No. 2 to General Order No. 31 
Interpretative Bulletin No. 3 to General Order No. 31
CHAPTER 33
THE FAIR LABOR STANDARDS ACT
By Raymond G. Ankers
THIS chapter should not be construed as a com­plete study of the Fair Labor Standards Act which is more commonly known as the Federal Wage and 
Flour Law. The subject is included in the refresher 
course only to indicate some of the broader implica­
tions of this far-reaching regulatory control measure.
Because of the complexity of the Act, of the Regu­
lations and Interpretative Bulletins promulgated 
thereunder, together with conflicting court decisions, 
etc., the accountant unless a specialist in this field 
should be wary when his advice or counsel is sought 
on this subject. However, the professional account­
ant and the accountant in the business field should 
have sufficient knowledge of the Act to enable them 
to recognize the problems involved in complying with 
its provisions. The employing practitioner must as­
certain the obligations imposed upon him by the Act 
and the staff accountant should know his rights as set 
forth therein. This chapter is written from that point 
of view.
Although the Fair Labor Standards Act is generally 
referred to as the Federal Wage and Hour Law, it 
includes provisions prohibiting oppressive child labor. 
In a sense, the child labor sections are apart from the 
main purpose of the Act and unless otherwise stated 
the following comments do not apply to them.
For the sake of brevity the Fair Labor Standards 
Act will be herein referred to as the “Act” and, Wage 
and Hour will be indicated by “W & H.”
Purpose
The Act was approved by the President on June 
25, 1938. It provides, among other things, for the 
establishment of minimum wage and maximum hour 
standards applicable throughout the United States; 
creates a Wage and Hour Division in the Department 
of Labor to enforce the Act; provides for industry 
committees and for the establishment of separate 
minimum wage scales for industries subject to the Act; 
and prohibits oppressive child labor. The Act be­
came effective at once except for certain provisions 
which became effective October 24, 1938, one hundred 
and twenty days after enactment of the law. The 
present minimum hourly rate is 30 cents an hour and 
the present maximum number of hours (with certain 
exceptions) without overtime pay is 40 hours. These 
standards became effective October 24, 1940, and con­
tinue in effect until October 23, 1945. Commencing 
October 24, 1945, the minimum hourly rate will be 
40 cents an hour—maximum hours remain unchanged. 
The Act does not specify any further change in mini­
mum hourly rate or maximum hours of work without 
overtime pay,
Administration
The Wage and Hour Division of the Department 
of Labor is headed by an Administrator, appointed 
by the President of the United States with the consent 
of the Senate. It is his duty to enforce the minimum 
wage and overtime pay provisions of the Act. For 
administrative purposes the United States, Hawaii, 
and Alaska are divided into fourteen regions. A ter­
ritorial office is established for Puerto Rico and the 
Virgin Islands. Regional offices are situated in stra­
tegic locations throughout the country to handle in­
spection and field services. The regional offices are 
supported by branch and field offices located in most 
of the commercially important cities in the country. 
For example, Region No. 2 covers the states of New 
York and New Jersey; the regional office is located in 
New York City; branch offices in Newark, N. J., and 
Syracuse, N. Y.; and field offices in Albany, Buffalo, 
and Rochester, N. Y., and in Camden, N. J.
The child labor provisions of the Act are ad­
ministered by the Chief of the Children’s Bureau in 
the United States Department of Labor, and not by 
the W & H Division.
The Administrator and Chief of the Children’s 
Bureau receive considerable assistance from the state 
governments in the administration of the Act, thus 
lessening the demands upon the inspection staffs of 
the W & H Division and the Children’s Bureau. 
Coverage
As to employers, the provisions of the Act ordinarily 
apply to any individual, partnership, association, 
corporation, business trust, legal representative, or any 
organized group of persons, engaged in interstate 
commerce or in the production of goods for interstate 
commerce when acting directly or indirectly in the 
interest of an employer in relation to an employee. 
Specifically excluded as employers are the United 
States or any state or political subdivision of a state, 
or any labor organization (other than when acting 
as an employer) or anyone acting in the capacity of 
officer or agent of such labor organization.
As to employees, the provisions of the Act broadly 
apply to all individuals employed by an employer, 
unless otherwise specifically exempt, who are engaged 
in interstate commerce or in the production of goods 
for interstate commerce.
To determine whether an employer or an employee 
is subject to the Act is not simple. Each case probably 
will involve reference to several sections of the Act 
and to Interpretative Bulletins. This is particularly 
true in arriving at decisions relating to employees— 
even to those employees presumptively excluded by
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specific exemptions. Employees specifically exempt 
from the wage-and-hour provision of the Act are:
(1) Employees employed in a bona fide executive, 
administrative, professional, or local retailing capacity 
or in the capacity of outside salesmen.
(2) Employees of retail and service establish­
ments conducting a principally intrastate business 
(with certain exceptions).
(3) Seamen, including those employees whose work 
is primarily in aid of the operation of vessels.
(4) Air transportation employees subject to the 
Railway Labor Act.
(5) Employees engaged in catching or preparing 
various aquatic forms of animal and vegetable life, 
and employees engaged in the immediately subse­
quent processing.
(6) Agricultural employees.
(7) Employees receiving special exemptions under 
Sec. 14 as learners, apprentices, and handicapped 
workers.
(8) Employees of weekly or semiweekly news­
papers with circulations—limited to less than three 
thousand—largely within the county of publication.
(9) Employees of street, suburban, or interurban 
electric railway or motor bus carriers.
(10) Employees engaged within an area of produc­
tion (as defined by the Administrator) in connection 
with agricultural or horticultural commodities.
(11) Switchboard operators in telephone exchanges 
of less than five hundred stations.
Interstate Commerce
The Fair Labor Standards Act, being a federal law, 
deals only with persons engaged in interstate com­
merce. Commerce is defined in the Act—Sec. 3 (b) —as 
follows:
“ ‘Commerce’ means trade, commerce, transporta­
tion, transmission, or communication among the sev­
eral states or from any state to any place outside 
thereof.”
As interpreted in the regulation “interstate com­
merce” is considered in its broadest sense including 
not only employees actually engaged in interstate 
commerce but also employees engaged in the pro­
duction of goods for commerce. A portion of para­
graph five of Interpretative Bulletin No. 1 is quoted 
below to give a general idea of employees considered 
to be engaged in interstate commerce:
“This [production of goods for commerce] is not 
limited merely to employees who are engaged in 
actual physical work on the product itself, because 
by express definition in Sec. 3 (j) an employee is 
deemed to have been engaged ‘in the production of 
goods, if such employee was employed in producing, 
manufacturing, mining, handling, transporting, or in 
any other manner working on such goods, or in any 
process or occupation necessary to the production 
thereof, in any State.’ Therefore, the benefits of the 
statute are extended to such employees as mainte­
nance workers, watchmen, clerks, stenographers, mes­
sengers, all of whom must be considered as engaged 
in processes or occupations ‘necessary to the produc­
tion’ of goods.”
It is apparent from the foregoing that the appli­
cation of the interstate commerce definition is so far- 
reaching that unless an employer’s business (includ­
ing the source of the product or raw material, its 
production and sale), is not entirely intrastate, all 
employees of such employer are probably covered by 
the Act. Numerous court decisions have been ren­
dered on this subject and consequently the meaning 
of interstate commerce as defined in the Act is now 
fairly well established. Questions on this subject 
should be referred to competent counsel.
Overtime Pay
To business, the most important feature of the Act 
is found in Sec. 7. This section provides for the pay­
ment of overtime at one and one-half the regular 
rate of pay for all hours worked in excess of the 
statutory fixed hours ceilings. Here, the Act directly 
affects the purse of the employer and is responsible 
for a multitude of questions concerning its applica­
tion to specific enterprises and the basis for overtime 
payments. W & H Interpretative Bulletin No. 4 on 
this subject will assist in solving many of these per­
plexing questions. The bulletin contains 73 para­
graphs and is too long to* quote here. However, it 
explains, among other things, the basis for overtime 
payments to hourly rate employees, to salaried em­
ployees and to pieceworkers; the methods to be used 
for employees who work a regular number of hours 
a week and for those who work an irregular or 
fluctuating number of hours a week; and also various 
methods of work distribution to render compliance 
with the overtime pay provisions simpler and less 
expensive for management. The methods of work 
distribution include the “time off” and the “prepay­
ment” plans which will be discussed briefly later in 
this chapter.
It should be clearly understood that the maximum 
hour provisions of the Act do not limit the number 
of hours which may be worked daily or weekly by an 
employee. The Act provides only that hours worked 
in excess of 40 hours (except in specific cases covered 
in Secs. 7 (b) and 7 (c) of the Act), the present maxi­
mum hours, during any workweek will be paid for 
at the rate of one and one-half times the regular rate 
of pay. But what constitutes hours of work during a 
workweek and base compensation for the purpose of 
computing overtime pay, are questions which can be 
merely touched upon here.
As a general rule hours worked include (1) all 
time during which an employee is on duty or required 
to be present at the place of employment and (2) 
all time during which an employee, whether upon his 
own volition or not, is permitted to work. Overtime 
pay is not computed on a daily basis (except in spe­
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cific cases covered by Sec. 7 (b) of the Act), but is 
based upon a workweek of 40 hours. A workweek is 
a week of seven consecutive days. It may begin any 
day of the week, including Sunday or holidays, but 
once the workweek is fixed as beginning on a certain 
day, it cannot be changed at the caprice of the em­
ployer.
“Wage” as defined in the Act includes, in addition 
to wages paid in cash, the reasonable cost (as deter­
mined by the Administrator) to the employer of 
board, lodging, or other facilities customarily fur­
nished to an employee. (See Sec. 3 (m) of the Act and 
W & H Interpretative Bulletin No. 3).
In the preceding paragraphs it was necessary to ex­
clude from the general 40 hour workweek discussion 
overtime pay to employees covered by Secs. 7 (b) and 
7 (c) of the Act. Sec. 7 (b) pertains to those employees 
working under certain collective bargaining agree­
ments or engaged in industries found by the Adminis­
trator to be of a seasonal nature. These workers are 
not completely exempt from the overtime provisions, 
but receive overtime pay only for hours worked in 
excess of 12 hours per day or 56 hours per week. This 
limitation of hours worked in any day is the only 
restriction imposed by the Act upon the length of 
the working day—but even here, it will be noted that 
the employee may work longer than 12 hours in a 
day; if he does, however, he is compensated on a daily 
basis. Sec. 7 (c) applies to employers engaged in the 
processessing of certain agricultural and horticultural 
perishable products. Such employers may obtain 
either complete or 14 workweek exemption from the 
overtime provisions of the Act. The exemption ap­
plies to their employees in any place of employment 
where the employers are so engaged.
The “Time Off” and “Prepayment” Plans
“Time off” and “prepayment” plans are methods 
of work distribution applicable to many business 
enterprises and professional organizations. Where 
applicable, their use by employers will facilitate com­
pliance with the provisions of the Act. These plans, 
their operations and limitations, are explained in 
considerable detail in Interpretative Bulletin No. 4. 
Portions of this bulletin are quoted below to give the 
reader a general idea of the plans.
“Time off" plan
“To comply with the Act and to continue to pay 
a fixed wage or salary each pay period even though 
the employee works overtime in some week or weeks 
within the pay period, the employer lays off the em­
ployee a sufficient number of hours during some 
other week or weeks of the pay period to offset the 
amount of overtime worked so that the desired wage 
or salary for the pay period covers the total amount 
of compensation, including overtime compensation, 
due the employee under the Act for each workweek 
taken separately. The employer does not pay for 
overtime work in time off, nor does he average hours
over a period longer than a week. Control of earn­
ings by control of the number of hours an employee 
is permitted to work, not payment for overtime in 
‘time off,’ is the essential principle of the ‘time off’ 
plan . . .
“a ‘time off’ plan cannot be applied to salaried 
employees working an irregular or fluctuating num­
ber of hours. It is the nature of such an employee’s 
employment that he will continue to receive and he 
customarily does receive his fixed basic salary regard­
less of the number of hours he may work in a par­
ticular week or pay period. His salary is not docked 
when he happens to work fewer hours some week 
or pay period. The regular rate of pay at which such 
employee is actually employed and upon which time 
and a half consequently must be paid, is the average 
hourly rate for the week and varies from week to 
week. The employee is entitled for his overtime work 
each week to a sum, in addition to the basic salary, 
equal to one-half the regular rate of pay multiplied 
by the number of hours which he works in excess of 
40 in the week . . .
“One further point needs to be brought out with 
respect to the application of the ‘time off’ plan. The 
above examples [examples omitted] of its operation 
take a biweekly pay period. The plan will also apply 
if the pay period is semimonthly or monthly. But it 
will not apply to employees paid weekly because the 
overtime compensation due an employee may not be 
accumulated beyond the pay period but must be paid 
at the time of the regular pay period. Thus an em­
ployee who is paid his regular wages or salary weekly 
must also receive the overtime compensation due him 
weekly. The overtime compensation may not be ac­
cumulated to be paid him during subsequent weeks 
when he is given time off without pay. The ‘time off’ 
plan is thus limited to employees who are paid bi­
weekly, semimonthly, or monthly. A ‘prepayment’ 
plan, however, is not so limited and, as will be indi­
cated below, may be applied to employees paid 
weekly.”
“Prepayment" plan
“Though overtime compensation due an employee 
must normally be paid at the time of the employee’s 
regular pay period, there is no objection if the em­
ployer pays overtime compensation to become due to 
an employee in advance. This is the basic principle 
of the ‘prepayment’ plan. Thus some employers in 
an attempt to keep the wage or salary constant from 
pay period to pay period, have resorted to paying 
their employees a sum in excess of what they earn 
or are entitled to in a particular week or weeks, which 
sum is considered to be a prepayment or advance pay­
ment of compensation for overtime to be subse­
quently worked. The operation of a prepayment plan 
may best be illustrated by specific examples.
“Let us take the example of an employee who is 
paid 50 cents an hour and works the following 
schedule:
Weeks .................. 1 2 3 4 5 6 7 8
Hours worked ... 35 36 44 40 42 38 46 36
“The employer and the employee agree that in any
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week in which the employee works less than 40 hours, 
the employer will advance to the employee the differ­
ence between the amount equal to his regular rate 
of pay for 40 hours and the amount he would have 
received if he had been paid only for the number of 
hours he worked.
“Thus in the first week the employee will be paid 
$20.00 although he was entitled to only $17.50. The 
employer will credit himself with $2.50. For the second 
week the employee will be paid $20.00 although he 
was entitled to only $18.00 and the employer will 
credit himself with $2.00 For the third week the em­
ployee will be paid $20.00 although he was entitled 
to $23.00 ([40 hours X 50 cents] + [4 hours X 75 
cents]). In this way the employee will work off $3.00 
of the amount previously credited to the employer. 
The employee [sic. employer] will now carry a credit 
of $1.50. For the fourth week the employee will be 
paid $20.00, to which he was entitled. For the fifth 
week the employee will be paid $20.00 although he 
was entitled to $21.50, and will work off $1.50 more 
of the amount still credited to the employer. The 
employer will now carry no credit. For the sixth 
week the employee will be paid $20.00 and $1.00 
will be credited to the employer. The employer will 
now carry a credit of $1.00. For the seventh week 
the employee will be paid $23.50 although he was en­
titled to $24.50 ([40 X 50 cents] + [6 X 75 cents]). 
The employee will thus have worked off the total 
credit accumulated by the employer and will be paid 
in cash the additional $3.50 due him. For the eighth 
week the employee will be paid $20.00 and the em­
ployer will credit himself with $2.00.
“It will be noted that only credits to the employer 
will be carried over beyond the pay period; credits to 
the employee, i.e., overtime compensation due the 
employee, will not be carried over beyond the pay 
period to be consumed by subsequent employer ‘ad­
vances,’ but will be paid in cash at the pay period. In 
this way the employer will never be indebted to the 
employee.
“It cannot be emphasized too strongly that the 
validity of the plan depends upon the assumption that 
when the employee receives $20.00 in the weeks when 
he works less than 40 hours, he is being paid in excess 
of what he earns or is entitled to and is therefore 
given a loan or advance which he may work out by 
subsequent overtime. Whether this is actually the fact 
is easily susceptible of determination in the case of 
hourly rate employees. But even in their case the 
question sometimes arises as to whether the ‘loan’ or 
‘advance’ is really a loan or advance and not really a 
salary arrangement by which, for example, the em­
ployee in the above case is entitled to $20.00 for work 
already performed without subsequent overtime work. 
The determination of this question may depend upon 
what the parties understand will happen when an 
employee severs his relationship with the employer. 
If the employer still has some accumulated credits 
at that time, will some attempt be made to get back 
the amount of the ‘loan’ or ‘advance’ from the em­
ployee since there is no further possibility that it 
will be worked out by subsequent overtime? The fact 
that no attempt will be made by the employer to
collect the amount due him either by deducting such 
amount from the employee’s last check or by some 
other way, is some indication that the ‘loan’ or ‘ad­
vance’ is simply a fictitious bookkeeping device.” 
Records
Every employer subject to the Act is required to 
make, keep, and preserve records of the persons em­
ployed by him and of the wages, hours, and other 
conditions of employment. Employers of employees 
subject to the minimum wage and 40-hour week over­
time provisions of the Act must maintain and pre­
serve payroll or other records containing the following 
information and data relative to every employee sub­
ject to those provisions:
(1) Name in full.
(2) Home address.
(3) Date of birth if under 19.
(4) Occupation in which employed.
(5) Time of day and name of day on which the 
employee’s workweek begins. (If all employees 
have the same workweek a single notation 
covering this requirement will suffice.)
(6) Regular hourly rate of pay (during workweek 
including overtime payable) and basis on which 
wages are paid.
(7) Hours worked each workday and total hours 
worked each workweek.
(8) Total daily or weekly straight-time earnings or 
wages.
(9) Total weekly overtime excess compensation.
(10) Total additions to or deductions from wages 
paid each pay period.
(11) Total wages paid each pay period.
(12) Date of payment and the pay period covered by 
payment.
Employers of employees operating under certain 
union agreements which provide for overtime pay­
ment for time worked in excess of 12 hours a day or 
56 hours a week are also required to maintain and 
preserve similar records. The data required in these 
records differ in certain respects because it is neces­
sary to compute overtime payments on a daily as well 
as a weekly basis.
There is no provision in the Act requiring records 
to be kept in a particular manner or form. The Act 
specifies only that the information required is com­
plete and preserved for inspection. Criminal penal­
ties are imposed for violations of the record-keeping 
provisions.
The period of time records must be preserved for 
inspection varies. For example, payroll records, cer­
tificates, union agreements, and notices must be re­
tained for four years, while supplementary basic data 
such as time cards, wage rate tables relative to piece 
rate compensation, records of additions to or deduc­
tions from wages paid, and order, shipping, and bill­
ing records must be preserved for two years.
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Industry Committees
The Act provides that the Administrator of the 
Wage and Hour Division will appoint an industry 
committee for each industry subject to the Act to 
assist him in the determination of industry minimum 
wage rates. Industry committees are composed of 
members representing the employers and employees 
interested and the public.
The findings of each industry committee is subject 
to approval of the Administrator and a notice of the 
•committee’s findings must be afforded to all interested 
parties. Disapproval by the Administrator of the 
committee’s recommendations does not conclude wage 
investigation for an industry. Under these circum­
stances, the Administrator is authorized to return the 
recommendations to the same committee for further 
study or to appoint a new committee. If the Adminis­
trator approves the recommendations of an industry 
committee, due notice to all interested parties is 
required before a wage order may become effective.
Wage orders state the established rates by job clas­
sification within an industry. They must be definite 
and classify the industries to which their rates apply 
and contain such terms and conditions as are deemed 
necessary by the Administrator to safeguard the estab­
lished rates. Minimum wage orders have been issued 
for many industries.
Child Labor Provisions
Child labor, for the purpose of the Act, refers to 
the employment (1) of minors under 16 years of 
age, except where employed by a parent or guardian 
or by permission of the Chief of the Children’s Bu­
reau in the United States Department of Labor, and 
(2) of minors between the ages of 16 and 18 years 
in occupations determined to be hazardous by the 
Chief of the Children’s Bureau. Children under 16 
years of age may be employed, except in mining and 
manufacturing, where the work will not interfere with 
their schooling, health, and well being.
Sec. 12 (a) of the Act expressly prohibits the ship­
ment in interstate commerce of goods whose manu­
facture involved oppressive child labor. Violation of 
this section is punishable by the general penalties pro­
vided in the Act.
48-Hour Minimum Workweek
The minimum wartime workweek of 48 hours is 
sometimes erroneously confused as being a part of or 
as relating to the Fair Labor Standards Act or of 
modifying the hours provisions of the Act as a war­
time emergency. It has nothing whatsoever to do 
with the Act.
The 48-hour minimum workweek was authorized 
by Executive Order No. 9301, signed by the President 
of the United States on February 9, 1943. The order 
which is effective for the duration of the war, spe­
cifically states that nothing contained in the order
shall be construed as suspending or modifying any 
provision of the Fair Labor Standards Act or any 
other federal, state, or local law relating to the pay­
ment of wages or overtime.
The purpose of Executive Order No. 9301 is to aid 
in meeting the manpower requirements of our armed 
forces and our extending war production program by 
fuller utilization of available manpower. The respon­
sibility for the effectuation of this purpose is vested 
in the Chairman of the War Manpower Commission. 
At his direction labor shortage areas and activities are 
designated and become subject to the minimum war­
time workweek of 48 hours.
Insofar as the Fair Labor Standards Act is appli­
cable, overtime at one and one-half the regular rate 
of pay must be paid to employees for hours worked 
in excess of the statutory fixed hour ceiling—generally 
40 hours a week.
Professional Accountants
Just how does the Act apply to public accounting 
organizations? As previously stated under the cap­
tion “Coverage,” employees employed in a bona fide 
professional capacity are specifically exempt from the 
W & H provisions of the Act. But this does not mean 
that all employees or even all staff members in public 
accounting firms are “exempt” employees. Employees, 
other than staff members, would not be considered 
under the professional exemption. Such employees 
would be subject to the Act unless employed in an 
“executive” or “administrative” capacity, as defined 
in Sec. 541.1 of the Regulations.
In order to determine whether staff members are 
subject to the Act, it is necessary to determine if such 
staff members come within the definition of “profes­
sional” given in the Regulations. Those staff mem­
bers who do come within this definition are exempt 
from the W & H provisions of the Act. The definition 
of “professional” given in Sec. 541.3 of the regulations 
is quoted below:
“The term ‘employee employed in a bona fide . . . 
professional . . . capacity’ in Sec. 13(a) (1) of the 
Act shall mean any employee who is—
“ (A) Engaged in work—
“ (1) Predominantly intellectual and varied in char­
acter as opposed to routine mental, manual, mechani­
cal, or physical work, and
“ (2) Requiring the consistent exercise of discretion 
and judgment in its performance, and
“ (3) Of such a character that the output produced 
or the result accomplished cannot be standardized in 
relation to a given period of time, and
“ (4) Whose hours of work of the same nature as 
that performed by non-exempt employees do not ex­
ceed 20 per cent of the hours worked in the work­
week by the non-exempt employees; provided that 
where such non-professional work is an essential part 
of and necessarily incident to work of a professional
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nature, such essential and incidental work shall 
not be counted as non-exempt work; and
“ (5) (a) Requiring knowledge of an advanced
type in a field of science or learning customarily ac­
quired by a prolonged course of specialized intellec­
tual instruction and study as distinguished from a 
general academic education and from an apprentice­
ship, and from training in the performance of rou­
tine mental, manual, or physical processes; or
“ (b) Predominantly original and creative in char­
acter in a recognized field of artistic endeavor as 
opposed to work which can be produced by a person 
endowed with general manual or intellectual ability 
and training, and the result of which depends pri­
marily on the invention, imagination, or talent of the 
employee; and
“ (B) Who is compensated for his services on a salary 
or fee basis at a rate of not less than $200 per month 
(exclusive of board, lodging, or other facilities); pro­
vided that this subsection (B) shall not apply in the 
case of an employee who is the holder of a valid 
license or certificate permitting the practice of law 
or medicine, or any of their branches, and who is 
actually engaged in the practice thereof.”
Probably there are few, if any, professional men 
who would agree that the professional status of an 
individual can be determined or should be predicated 
upon compensation for services. The American Insti­
tute of Accountants during the formulation of the 
preceding section formally objected to using compen­
sation as a “yardstick” to measure professional stand­
ard, but was overruled. Although public accounting 
firms believe their staff members are, in fact, profes­
sional, they adhere to the section quoted above, pay­
ing overtime at time and one-half to staff members 
earning less than $200 per month.
Of course, if a public accounting firm is not en­
gaged in interstate commerce, the employees of such 
firm would not be subject to the Act. However, there 
is little likelihood of many public accounting firms 
being in this category because of the broad interpre­
tation placed on interstate commerce for the purpose 
of the Act.
Accountants’ Responsibility for Known and Possible 
Violations of the Act
Here reference is made to the public accountant’s 
responsibility to others for known and possible viola­
tions of the Fair Labor Standards Act which may or 
may not come to his attention during the usual ex­
amination of financial statements leading to an ex­
pression of opinion as to their correctness. Although 
the Act is not a wartime government regulation, it 
does have the same characteristics from the auditing 
aspect. Therefore, the accountant’s responsibility as 
to violations of the Act would seem to be the same 
as his responsibility relating to violations of wartime 
government regulations.
Concerning the latter subject, the committee on 
auditing procedure of the American Institute of 
Accountants in July 1944 issued Statement on Audit­
ing Procedure No. 21, “Wartime Government Regu­
lations.” The discussion of this subject in Chapter 11 
should be read to determine the attitude of the pro­
fession on this question.
TEXT OF EXECUTIVE ORDER 9301
48-Hour Minimum Wartime Workweek
(Signed by the President, February 9, 1943.)
By virtue of the authority vested in me by the Con­
stitution and statutes, as President of the United States, 
and in order to meet the manpower requirements of 
our armed forces and our expanding war production 
program by a fuller utilization of our available man­
power, it is hereby ordered:
1. For the duration of the war, no plant, factory or 
other place of employment shall be deemed to be 
making the most effective utilization of its manpower 
if the minimum workweek therein is less than 48 
hours per week.
2. All departments and agencies of the Federal 
Government shall require their contractors to comply 
with the minimum workweek prescribed in this Order 
and with policies, directives, and regulations pre­
scribed hereunder, and shall promptly take such ac­
tion as may be necessary for that purpose.
3. The Chairman of the War Manpower Commis­
sion shall determine all questions of interpretation 
and application arising under this Order and shall 
formulate and issue such policies, directives, and reg­
ulations as he determines to be necessary to carry out 
this Order and to effectuate its purposes. The Chair­
man of the War Manpower Commission is authorized 
to establish a minimum workweek greater or less than 
that established in Section 1 of this Order or take 
other action with respect to any case or type of case in 
which he determines that such different minimum 
workweek or other action would more effectively con­
tribute to the war effort and promote the purposes of 
this Order.
4. All departments and agencies of the Federal Gov­
ernment shall comply with such policies, directives, 
and regulations as the Chairman of the War Man­
power Commission shall prescribe pursuant to this
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Order, and shall so utilize their facilities, services, and 
personnel, and take such action under authority 
vested in them by law, as the Chairman determines to 
be necessary to effectuate the purposes of this Order 
and promote compliance with its provisions.
5. Nothing in this Order shall be construed as su­
perseding or in conflict with any Federal, State or local 
law limiting hours of work or with the provisions of
any individual or collective bargaining agreement 
with respect to rates of pay for hours worked in excess 
of the agreed or customary workweek, nor shall this 
Order be construed as suspending or modifying any 
provision of the Fair Labor Standards Act (Act of 
June 25, 1938; 52 Stat. 1060; 29 U. S. C. 201, et seq.) 
or any other Federal, State or local law relating to the 
payment of wages or overtime.
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CHAPTER 34
PRIORITIES AND ALLOCATIONS
By Albin D. Strandberg
The demands of a war economy, absorbing un­precedented quantities of materials, early pointed to a scarcity of certain items, while still others were 
placed in an outright critical category. It became evi­
dent, rapidly, that certain rigid controls had to be 
established if first things were to be put first. These 
controls were embodied in the “Priorities” system de­
signed and put into operation by the War Production 
Board.
Because an outstanding feature of modern war­
making is its great fluidity, with ever-changing strata­
gems and fluctuating requirements, so is it evident 
that a static control system would forthwith defeat its 
own purpose. A prime requisite of a materials control 
plan, therefore, has been and is flexibility. That this 
renders the achievement of effective control consider­
ably more difficult is self-evident to anyone at all ex­
perienced in the design of systems and systematized 
procedures. Truly, the bane of the system designer is 
the situation in which basic and fundamental facts 
and circumstances change so rapidly that he cannot 
keep up with them. This, in a measure, has been true 
of the wartime material control plans.
It is therefore particularly creditable that despite 
such circumstances effective control methods have 
been achieved. These methods have not only done a 
job efficiently, they have also adapted themselves to 
changing circumstances, have closed ranks where flaws 
and weaknesses have become apparent, and they have, 
generally, kept in step with the accelerated tempo of 
a nation engaged in total war.
The basic tool with which control has been achieved 
over the national inventory of scarce and critical ma­
terials has been the priorities system. Through its 
workings a regulated flow of material has been pos­
sible, so that sorely needed end-products have reached 
our armed forces as scheduled, and the civilian econ­
omy has managed to function with a minimum of 
disruption. Needless to say, the practical day-to-day 
operations of such a system have been preponderantly 
grounded in accounting processes and techniques. The 
basic system used is an accounting system. The entries 
recorded have not always followed the orthodox keep­
ing of debits and credits, such as in a business enter­
prise, but nevertheless the fundamental purposes have 
been served and statistical and other factual data and 
information have been forthcoming as necessary.
Background of Priorities System
As it has functioned to date, the priorities system 
may be said to have passed through two distinctive 
phases, and into the third and present one.
In the beginning the immediate aim and purpose 
of the system was to provide official “go ahead” signs 
for the manufacture and output of all goods required 
in the war effort. With the knowledge that ours was a 
rich country with “limitless” resources, not much con­
cern was at first expressed over whether or not the 
needed raw material, or partly processed goods, were 
on hand in sufficient quantities. In this initial phase 
of the workings of the priorities system material use 
was principally controlled by the assignment of pri­
ority ratings to war goods manufacturers and war con­
tractors, and for the manufacture of essential civilian 
goods. Coupled with this were certain limitation and 
conservation orders, issued to hold down the drain on 
certain specified materials.
It soon became evident, however, as the over-all war 
program grew to gargantuan proportions, that avail­
able supply in certain instances would be woefully in­
sufficient to meet the requirements of the armed 
forces, let alone the civilian economy. Various mate­
rials were placed on the crucial list. Clearly, some 
action had to be taken.
This came in the form of promulgation of the so- 
called Production Requirements Plan, referred to as 
the PRP. Under the PRP, all principal users of metals 
had to make formal application for certain definite 
quantities, on the basis of their past and estimated 
future needs, weighed by relative priority ratings of 
their past and estimated future shipments. This has, 
generally speaking, kept allocations within the bounds 
of available supplies, obviously a long step in the 
right direction, in the process of budgeting.
It did not go far enough, however. It soon became 
apparent that allocation without coordination and 
synchronization with scheduled production was not 
as effective as desired and hoped for. What the armed 
forces had to have, of course, was the finished end- 
product, the anti-aircraft gun, the mortar, heavy field 
piece, or tank. It was of no practical avail that mate­
rial had been allotted for, and production completed 
of, a thousand tank bodies if the material had not 
been provided or the manufacture finished of the 
other parts needed to make the tank a complete fight­
ing vehicle. A thousand tanks, all missing only spark 
plugs, would nevertheless be a thousand useless tanks. 
One hundred, fully finished, obviously would have 
much greater practical value.
This situation placed emphasis on the vital need for 
the planning and scheduling of production, and for 
measures to tie in material allocations and uses with 
such budgeted output. This brought into being the 
Controlled Materials Plan, usually referred to as the
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CMP. That plan is the essential feature of the third 
and present phase of the over-all material control pro­
gram and insofar as it brings us up to date, on what is 
now generally effective, it may be well to discuss this 
plan in some detail.
Once again it is emphasized that the control feature 
is based upon a routine of record-keeping and report­
ing which should find ready response with anyone 
having accounting training and background.
The Controlled Materials Plan
In general terms, the Controlled Materials Plan is 
a coordinating system affecting adjustments of pro­
duction schedules wherever necessary to conform to 
available quantities of scarce materials. In its opera­
tion the CMP also allots such materials in a manner 
that assures that required types and quantities are at 
hand when needed.
The principal difference between the PRP and the 
CMP is that the former looked to a horizontal alloca­
tion of materials, whereas the latter is geared for a 
vertical approach to the allotment. This means inte­
grated allocation from the raw state of material, such 
as ore, to the finished end-product in the process of 
being delivered to the buyer, armed forces or civilian. 
Steel, lumber, copper and copper base alloys are ex­
amples of items designated as “controlled materials” 
and therefore coming within the scope of the plan. 
The list of so designated materials will of course 
change from time to time. The CMP does not apply 
to materials which are not designated as controlled. 
Authorization for non-controlled materials continues 
to be issued directly by the WPB under the Produc­
tion Requirements Plan.
Buyers of end-products are, under the CMP, viewed 
as having certain claims on materials after a basic 
allotment to them, and they are therefore referred to 
as “claimant agencies.” A list of these agencies and 
their symbol designations is presented in the flow 
chart of the Controlled Materials Plan at the end of 
this chapter. This flow chart illustrates the step-by- 
step operation of the Plan.
The principal claimant agencies are of course di­
rect buyers and users of war materials proper. The 
civilian economy is represented by the Office of Civil­
ian Supply (S), an agency for the over-all number of 
buyers of civilian products. It functions in liaison 
with and through contacting manufacturers via the 
various industry branches within the War Production 
Board.
Because materials are “used up” in the production 
process, manufacturers are looked on as consumers, 
for CMP purposes. The ultimate “consumer,” which 
is the buyer, is the “end-user,” i.e., he has the ultimate 
or “end” use of the products.
An initial segregation of consumers is as between 
prime consumers and secondary consumers. The for­
mer designation applies to buyers and users of mate­
rial who obtain first-hand allotments direct from a 
claimant agency or a WPB industry branch, whereas 
the secondary consumers are those that obtain allot­
ments second-hand, so to speak, from prime consum­
ers or from other secondary consumers.
The Scheduling Technique
The various claimant agencies naturally know in 
some detail what their immediate and future pro­
grams are. On the basis of that knowledge they are, 
then, charged with the responsibility of estimating, 
for each calendar quarter, their respective needs for 
controlled materials. And that is the beginning of 
the allocation technique. For an illustration of the 
step-by-step operation of CMP, see the flow chart at 
the end of this chapter.
In the process of making these estimates, the claim­
ant agencies clearly must have access to up-to-date and 
reliable information. An important aid here is the 
bill of material, so common in planned industrial pro­
duction. Insofar as it sets forth material requirements 
for specific scheduled production processes or job or­
ders it clearly contains information vital to intelligent 
planning of allocation.
After quarterly needs have been estimated and to­
tals tabulated, each claimant agency submits its needs 
to the Requirements Committee of the WPB, and this 
Committee, having knowledge of the available supply, 
then determines how that supply is to be divided 
among the claimant agencies. Each claimant agency 
is represented on the Committee, which assures that 
each and all may have their say in the process of 
determining allocation.
Those agencies who receive their full allotments of 
controlled materials, as asked for, are naturally in a 
position to proceed with their production schedules 
as they stand. Others will have to make adjustments, 
to conform to the amount of material allocated. If, 
for instance, copper were requested for 1,000 units of 
something or other but only half the required copper 
were allocated, the production schedules would have 
to be modified to show only 500 scheduled units. That 
is elementary sense.
After such necessary adjustments have been made, 
prime consumers may then be advised of their specific 
allotments. A shipyard, for instance, might be advised 
that a given number of board feet of lumber had been 
allocated as its “quota” for the coming quarter. Out 
of this allotment must come lumber used by the yard 
itself, as well as by any of its subcontractors, who may 
obtain material only via prescribed channels and with 
required approval. Allotments from claimant agen­
cies to prime consumers are identified by allotment 
numbers. These must appear on any subsequent 
“paper work” referring to the allotted material.
An “overage” is permitted in that the claimant 
agency is authorized to allocate up to 105 per cent of 
allotments. This is by way of insuring maximum
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output and use of plant facilities to capacity.
It is important to note that the prime contractor 
(prime consumer) has the firsthand responsibility in 
dealing with the claimant agency. Thus, when he 
applies for certain allocation his stated requirements 
must include those of his subcontractors (secondary 
consumers). For this purpose it is obviously necessary 
that the prime contractor and his subcontractors work 
in close harmony on their joint and several material 
programs, or difficulties will ensue. ,
Somewhat in reverse manner, when allotments are 
received it is necessary for the prime contractor to 
advise his subcontractors of the quantities allocated 
and the allotment numbers. Only at this stage can re­
quests to purchase be activated and purchase orders 
written and released.
Concurrently with release of the allotments, authori­
zation is given to manufacturers, by the various con­
trolled materials divisions of the WPB, to supply the 
quantities required to meet the program for the com­
ing quarter. In the event that a manufacturer is un­
able actually to procure the material granted him in 
his allotment the matter is adjusted through action by 
the Requirements Committee. This applies also where 
a manufacturer makes controlled material (such as a 
brass foundry) but for some reason is not in a posi­
tion to meet all orders on hand, even though they 
may all have been properly authorized.
The foregoing resume described, in general outline, 
the more important features of the CMP. For some 
details as to how it is set up to function in the day-to- 
day routine of manufacturing enterprises and others 
concerned we shall refer to a Consumer Allotment 
Accounting Manual prepared by the War Production 
Board and dated February 26, 1943.
CMP Record-Keeping Requirements
For a basic understanding of what is required 
under the CMP in the way of record-keeping, the fol­
lowing quotations are made from the aforementioned 
Manual (page 7) :
“In order to meet the requirements of CMP Regu­
lation No. 1 ... a form is suggested in the Consumer 
Accounting Manual. The appearance of the form in 
this Manual is not to be construed as meaning that it 
is the official form prescribed by the War Production 
Board. It is included only for the purpose of illus­
trating the principles involved in accounting and 
record keeping. Other types of records showing the 
same information will be acceptable. The exhibits 
and explanations submitted in this Manual are not 
intended to represent the only way in which con­
sumers may maintain the records referred to in CMP 
Regulation No. 1. Other systems and methods will 
suggest themselves to the consumer. Many types of 
mechanical and record-keeping equipment will ac­
complish the same purposes. The system finally 
adopted by the consumer will depend on certain con­
siderations such as: size of consumer’s operation; num­
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ber of products; number and quantities of controlled 
materials used; number of contracts; procurement 
policy, etc. The CMP allotment control records may 
be located in several departments, depending on the 
organization of the consumer, so long as they are 
maintained at the consumer’s regular place of busi­
ness. They may be maintained by the accounting 
department; the purchasing agent; production offices; 
or priorities department. All of these matters as well 
as the record-keeping forms and system are the de­
cisions of the consumer.” [Italics supplied.]
One thing is abundantly clear from the above ex­
tract from the Manual, and that is that records must 
be kept, but the WPB does not concern itself with 
how, in any great detail. This means that the ac­
countant or auditor, who is very likely to come in 
contact with what is generally called “CMP Records” 
in the course of an audit or a special assignment, is 
almost sure to encounter a variety of self-styled cards 
and forms. But as that is no different from what he 
always comes face to face with in his general work 
that is no cause for apprehension.
Before we go further, it may be well to explain 
the numbering method and what it means. Using 
“W-8234-567” as an example, the Manual (pages 5-7) 
describes its meaning and use as follows:
“Each allotment by a Claimant Agency to a prime 
consumer will show an allotment number which, in 
addition to a letter symbol for the agency, will include 
digits showing the program and schedule. An example 
follows: ‘W-8234-567.’ The first letter in this allot­
ment number represents the Claimant Agency, War 
Department. The group of four digits ‘-8234-’ indi­
cates the program number. A program constitutes a 
production objective, for example, ‘radio and radar 
equipment’ and similar military and essential prod­
ucts. The first of the four digits comprising the pro­
gram number represents a major program of a Claim­
ant Agency as, for example, ‘W-8’ represents War De­
partment-Signal Corps. The next group of three 
digits ‘-567-’ represents the authorized schedule. A 
schedule is that part of a program specifically author­
ized with respect to a given prime consumer within a 
program, for example, John Doe and Co., producer of 
radio tubes. Two additional digits will indicate the 
month for which the allotment is valid beginning 
with January 1942 (not 1943) as ‘-01’ so that ‘-16’ 
represents April, 1943.
“The complete allotment number as described in 
the above paragraph will appear only on the allot­
ment made by a Claimant Agency to a prime con­
sumer. The complete allotment number will not be 
passed along by consumers when making allotments 
to other consumers or when placing orders for con­
trolled materials. Revised CMP Regulation No. 1 
provides that allotments and purchases by a consumer 
are to be identified only by Claimant Agency symbol, 
by major program as indicated by the first digit of 
the program number, and by the calendar quarter 
covered by the allotment. The digits representing the
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first month of a quarter are used to identify the 
quarter:
Second Quarter 1943, ‘16’
Third Quarter 1943, ‘19’
Fourth Quarter 1943, ‘22’
First Quarter 1944, ‘25’
“For example, a prime consumer receiving an alot­
ment of controlled materials bearing the number 
‘W-8234-567-16’ would pass on ‘W-8-16’ for Second 
Quarter 1943 allotments. In making purchases of 
controlled materials, however, all consumers will show 
the month of delivery on the purchase or delivery 
order. For example, May, 1943, would be indicated 
by ‘W-8-17’.”
The Manual suggests the use of a file case record 
or a card record by a consumer. As to the use of a 
file case record, it states (pages 7-8) :
“If all transactions regarding an allotment received 
are handled at one time, the quantity received on 
allotment will be either realloted or purchased, and 
copies of the several forms will show that the allot­
ment received is exactly offset by quantities reallotted 
or purchased. These papers all filed together will 
provide a complete record. Consideration must be 
given, however, to the fact that if the purchase or re­
allotment extends over any considerable period of 
time, it may be difficult to provide a complete record 
by this means as compared with that provided for by 
a card record as shown below.”
The allotment card recommended in the Manual 
is illustrated here in Figure 1. As to this basic record, 
the Manual has this to say (page 8) :
“The card illustrated provides space in the heading 
for the Claimant Agency symbol and major program 
number, the controlled material item, unit of meas­
ure, and the calendar quarter. The body of the card 
has columns for recording date of entry, description 
of the items or reference, quantities received on allot­
ments, quantities reallotted, quantities purchased, 
and the unused allotment balance. The suggested 
form is designed for a 5- by 8-inch card and has 
columns for recording quarterly allotments. A con­
sumer may wish to increase the size of the card to 
include additional columns so that more than one 
quarter’s allotments may be recorded on the same 
card.”
So much for the general design of the form or card, 
intended as a composite general guide to an acceptable 
record. What about the information to be recorded 
on the card? Where will that emanate from? Again 
we quote the Manual (page 8):
“Allotments Received will provide the basis for the 
first entry on the allotment card. Allotments will be 
made on forms CMP-4A, CMP-4B, CMP-4C, CMP-5, 
or such other forms as may be authorized. CMP-4A, 
CMP-4B, and CMP-4C are combination application 
and allotment certificates and may be submitted to a 
Claimant Agency by a prime consumer, to a prime
consumer by a secondary consumer, or to a 
secondary consumer by another secondary consumer. 
Form CMP-4A is used by a manufacturer of Class A 
products; form CMP-4B by a manufacturer of Class B 
products; and form CMP-4C is submitted by a con­
sumer of controlled materials required for construc­
tion. . . .
“Schedule II of CMP Regulation No. 1 provides 
for a short form of allotment, CMP-5. CMP-5 may be 
prepared as a separate document and physically at­
tached to the delivery order or it may be placed on 
the purchase or delivery order. The short form of 
allotment may be used in realloting controlled mate­
rials originally alloted on forms CMP-4A, CMP-4B, 
CMP-4C.”
These various blanks are routing forms used in the 
administration of the CMP. Their principal features 
and uses are evident from the foregoing general des­
cription. As to the recording of quantities the Manual 
has this to say (pages 9-10):
“The quantities of controlled materials allotted to 
the consumer on any CMP-4 form or CMP-5 will be 
entered on the allotment cards, establishing the bal­
ances available for purchase or distribution to other 
consumers.
“For example, a prime consumer receives a CMP-4A 
from the War Department having an allotment num­
ber of ‘W-8234-567’ and showing the following quan­
tities of controlled materials:
Month Steel, net tons
Month Digits
 
Carbon
Alloy
April 1943 .............. .......... (16) 40 5
May 1943 ............... .......... (17) 50 6
June 1943 ............. ............ (18) 60 6
July 1943 ............................ (19) 40 4
August 1943 ...................... (20) 40 4
“Two allotment cards are used to record carbon 
steel and two for alloy steel. The heading of the first 
carbon steel allotment card shows the identification 
‘W-8-16’ and the material, carbon steel. The date the 
CMP-4A is received is written in the date column. 
The complete allotment number is entered in the 
reference column. The monthly quantities are then 
entered separately in the column headed ‘Allotments 
Received’ and the balance of 150 tons extended in 
the balance column. Another carbon steel allotment 
card is headed up and posted in the same manner ex­
cept that the identification is ‘W-8-19’ to indicate the 
Third Quarter 1943.
“The same procedure is followed for heading and 
posting the alloy steel allotment cards. If the CMP-4A 
contained allotments of other controlled materials, 
additional allotment cards would be required.
“Any other allotments received on CMP-4A from 
the War Department for the Second or Third Quar­
ters of 1943 and bearing a program number starting 
with the digit ‘8’ would be posted to the same cards. 
Allotments of carbon steel and alloy steel received 
from another consumer on CMP-4 forms or CMP-5
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bearing the identification ‘W-8-16’ or ‘W-8-19’
would also be posted to the same cards.
“Incoming allotments on CMP-5 are posted to con­
trolled material allotment cards in the same manner 
as allotments received on CMP-4 forms.
“For example, a consumer receives a CMP-5 which 
contains the following allotments of controlled mate­
rials:
Allotment Steel, net tons
Carbon Alloy
N-4-16 120 18
“First, it should be determined if the consumer has 
received any other allotments from the Navy Depart­
ment ‘N,’ for the major program ‘4,’ for the Second 
Quarter 1943 ‘16’. If the consumer had received such 
allotments, the above quantities would be posted on 
the same cards and the balances increased. If the in­
coming allotment was the first received for N-4-16, 
then new allotment cards are required.’’
The Manual suggests that allotments to secondary 
consumers be recorded as follows (pages 10-11) :
“As soon as the quantities to be subdivided have 
been determined, the appropriate allotments are made 
on either CMP-4 or CMP-5 forms. The quantities ex­
tended or passed on to secondary consumers are posted 
to the proper allotment cards, in the ‘Reallotted to 
Other Consumers’ column, reducing the balance.
“It is assumed that a consumer will make allotments 
for all of the quarters for which allotments are re­
ceived. It would facilitate posting allotment exten­
sions if the allotment cards covering all of the con­
trolled materials contained in a single allotment 
number are held in a’ group. For example, the CMP-4 
prepared by the consumer shows:
Steel, net tons
Allotment number , 
Carbon Alloy
N-l-16 24 6
N-l-19 7 1
“The quantities shown in the above allotment ex­
tention are posted to the allotment cards, which are 
arranged in the same order as the controlled mate­
rials on the allotment extension.
“There may be many suballotments made from the 
same allotment identification. As soon as all exten­
sions have been posted to the allotment cards, they 
are placed in a file containing other allotment cards 
for the same controlled material. This arrangement 
will provide a ready reference when it is desired to 
place purchase orders with suppliers of controlled 
materials.”
Placing of Orders for Class A Products Requiring 
Small Quantities of Controlled Materials, without 
Making an Allotment
CMP Regulation No. 1 provides a special procedure
for consumers purchasing Class A products contain­
ing small quantities of controlled materials without 
making an allotment.
“A person requiring any Class A product in which 
the quantity of controlled material constitutes a 
‘small order,’ as defined below, may, in lieu of mak­
ing an allotment, place on his order the applicable 
allotment number followed by the symbol ‘SO.’ The 
Regulation provides that no person shall subdivide 
his requirements for Class A products into small 
orders for the purpose of coming within this pro­
vision.
“ ‘Small order’ means a delivery order for a Class 
A product placed with the manufacturer thereof by 
a consumer, where the aggregate amounts' of con­
trolled material required by the manufacturer to 
fill such order, together with all delivery orders for 
the same Class A product placed by the same con­
sumer with the same manufacturer calling’ for de­
livery during the same month, do not exceed the 
following:
Carbon steel (including wrought iron)..........  1 ton
Alloy steel .......................................................... 400 lbs.
Copper and copper base alloys...................... 100 lbs.
Aluminum.................................................. . .. ... 20 lbs.
“A manufacturer of Class A products receiving a 
small order is not required to furnish a bill of mate­
rials or to file an application for allotment, but 
he is required to furnish a statement, if requested, 
that the controlled materials required to fill the 
order come within the limits of a small order. All 
orders received in accordance with this provision 
may be grouped under the symbol ‘SO’ by the manu­
facturer making the product.
“To minimize the amount of work in accounting
Copper, pounds
Plate, sheet, Bars Tube and
and strip pipe
15,000 9,000 17,000
4,000 2,000 4,000
for allotments received, a consumer purchasing Class 
A products requiring small amounts of controlled 
material is not required to record the quantities of 
controlled materials contained in small orders. In 
placing a small order for Class A products the exact 
quantities of controlled materials involved are not 
stated on the purchase order, and no charge is made 
by the buyer to his allotment accounts.
“A vendor receiving a number of small orders 
should keep a memorandum record of each small or­
der received. As soon as a substantial number of such 
small orders have been received, the consumer should 
estimate the quantities of controlled materials neces­
sary to produce the number of Class A products for 
which small orders have been received. The quanti­
ties so estimated would then be posted to allotment 
cards as an allotment received. The symbol ‘SO’
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would be written on the allotment card instead of 
the Claimant Agency symbol and major program 
number.”
What Must Business Do?
As is obviously unavoidable, the administration of 
the Controlled Materials Plan entails a considerable 
amount of paper work, much of it by government 
agencies but by no means a negligible share by busi­
ness. It has been said repeatedly that one of the 
attractive features of CMP is the small amount of 
paper work that it requires. While unquestionably 
more cumbersome methods could have been em­
ployed, it remains a fact that business has had to 
take on the added burden of keeping new records, 
using new forms and filing various periodic reports 
required by the War Production Board, in the ad­
ministration of the Controlled Materials Plan.
At this writing it is possible to look back upon the 
functioning of the CMP over a considerable period 
of time and even the most biased critic must concede 
that, everything considered, the plan has worked 
exceptionally well. The paper work, therefore, seems 
entirely justified and in comparison to the results 
obtained it seems actually negligible.
Under the CMP business is required to do certain 
fundamental things, briefly set forth as follows:
(a) To determine product classification of producers 
and suppliers, differentiating between Glass A 
and Class B items;
(b) To prepare bills of material;
(c) To estimate requirements and apply for allot­
ments;
(d) To receive and arrange distribution of allot­
ments;
(e) To keep certain records of allotments;
(f) To file periodic reports on receipts, shipments 
and inventories of controlled materials.
What Are the Group Classifications?
As indicated in the foregoing a differentiation is 
made between Class A and Class B products. The 
difference between the two is not always clearly dis­
tinguishable, but it should be remembered that the 
classification is of considerable importance insofar 
as it is determinative of the routine and procedure to 
be followed in each case.
By way of general description, reference is made 
to CMP Regulation No. 1 which describes a Class 
A product as “any product which is not a Class B 
product,” and this generally means products made 
to specifications and as often as not having the shape 
and form of military end-use output. Class B prod­
ucts, on the other hand, are defined in the regulations 
as “any product listed in the official CMP Class B 
product list, issued by the War Production Board,” 
and this in general means standardized output often 
referred to as “shelf-goods.” Parts and equipment
having military end-use are included. A considerable 
part of Class B products have civilian end-use of an 
essential nature.
It should be noted that the groups and classifica­
tions are changed and modified from time to time 
and that what we are trying to describe here is only 
the fundamental framework of the CMP procedures. 
For current information reference should be made 
to latest releases and regulations of the WPB.
As to the channels followed in each case, manufac­
turers of Class A products usually apply to and obtain 
allotments from their customers, who may be other 
manufacturers of Class A products or manufacturers 
of Class B products, or claimant agencies. Manufac­
turers of Class B products, on the other hand, should 
as a rule make application directly to their applicable 
industry division of the WPB and will obtain their 
allotment directly from them.
A further segregation of Class B products is as 
between Group I and Group II, the former relating 
to military end-use and the latter principally to 
civilian consumer goods. It is, of course, possible in 
actual practice for a manufacturer to make both 
Class A and Class B products and to be both a prime 
contractor and a subcontractor or “consumer” under 
the CMP.
The different classification does not reflect relative 
importance of the products in the war effort or the 
civilian economy, but is altogether predicated upon 
a difference in outlets.
Distinction as between Group I and Group II of 
Class B products is made for the purpose of prepara­
tion and routing of bills of materials in the adminis­
tration of the CMP.
As is well known, the bill of material is a specifi­
cation of materials needed for a specific job-order or 
for some scheduled “continuous process” production. 
Its industrial use is to facilitate intelligent procure­
ment and scheduling of usage of materials and it is 
a not unimportant factor in effective cost control. 
With the institution of the CMP, the bill of material 
has taken on the added significance of furnishing 
information on material requirements also to claim­
ant agencies and WPB industry divisions, for general 
guidance. As with the obtaining of allotments, the 
prime contractor or consumer has the responsibility 
for channeling bills of materials from subcontractors 
to their proper destination.
Various instructions of the WPB relating to CMP 
administration differentiates between three types of 
bills of material, namely, proto-type bills of material, 
summary bills of material, and detail bills of material.
The proto-type bill of material was intended for 
use to cover perhaps various types and models of 
one fundamental part for assembly, where often 
minor variations in detail of design will have no 
practical effect on the amount of materials used.
The most commonly used type is the summary bill
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of materials prepared on standardized form which 
calls for specification of the amounts of each material 
item listed in the CMP materials list necessary to 
finish manufacture of the product concerned. The 
form contemplates the showing of information as to 
gross and net weight of materials required and the 
“lead-time” for each item, this being “the time inter­
val expressed in the months between the required 
delivery of materials from the plant of the supplier 
of the listed materials and final acceptance or delivery 
of the procurement item or in the case of Class B 
products as defined on completion of their manu­
facture.” Where different products ate manufactured, 
it is necessary, of course, to have a separate bill of 
materials for each.
A somewhat different type of form is prescribed 
for the detail bill of materials. This calls for a tabu­
lation of all required parts necessary to finish the 
product in question and set forth in engineering 
specifications for it. Again, the form necessitates giv­
ing information as to gross and net weight of each 
material item as well as the number of parts necessary 
and the over-all weight of material.
Government-furnished equipment (GFE) and items 
in the Class B list need not be detailed on any bills 
of material, but otherwise it is necessary t*o show all 
material requirements both of the prime contractor 
and subcontractor.
How Are Allotments Applied For?
The one outstanding important step in CMP ad­
ministration so far as business is concerned is the 
question of how to apply for material allotments in 
the proper manner. As we have indicated in the fore­
going, allotment applications are channeled, as are 
bills of material, from the bottom to the top. In other 
words, subcontractors submit their applications to 
prime contractors, and they in turn forward them up 
the line through the prescribed channel with a sep­
arate application for each separate product.
Manufacturers of Class A products are presumed 
to use forms CMP-4A in applying for allotments. The 
form is so designed that it serves to synchronize the 
suggested output schedule of the manufacturer with 
his requirements for controlled materials, which often 
necessitates supplying vendors with estimated produc­
tion schedules.
Manufacturers of Class B products use form CMP- 
4B in a similar manner.
Since all Class B manufacturers are prime subcon­
tractors the forms are always filed directly with the 
applicable War Production Board industry division. 
It should be noted that neither on form CMP-4A nor 
CMP-4B should request be made for materials sched­
uled to be used for maintenance and repairs, or for 
operating supplies, or for construction of new facili­
ties; separate regulations prescribe procedures and 
channels relative to such items and form CMP-4C is
provided for applying for allotment of materials for 
new facilities construction.
How Are Materials Allotted?
As stated in the foregoing the point of origin of 
controlled material allotments is the requirements 
committee of the WPB. Here specific amounts of 
controlled materials are specifically allocated to each 
of the claimant agencies. In the process of such allo­
cation cognizance is given to the quantities of avail­
able supplies and scrutiny is afforded to production 
quotas, all prior to making the specific allocations. 
These together with approved production schedules 
are eventually transmitted through vertical channels 
from claimant agencies down to prime contractors 
where Class A products are concerned.
The Office of Civilian Supply (S) in like manner 
transmits allotments to consumers of Class B mate­
rials via the WPB industry division. Preference rat­
ings follow the allotments at this time and these take 
into account material deliveries necessary to com­
plete production as shown in approved budgets or 
schedules.
Insofar as the available supply has been considered, 
at the top, in the process of making the allotments, 
it is clear that the assignment of an allotment number 
is tantamount to a guarantee that the materials in 
question are available and can be obtained. Obvi­
ously, where a prime or subcontractor for some rea­
son or other finds himself not needing the entire 
amount of his allotment he should forthwith advise 
both the claimant agency and his customer of that 
fact and allotments thus canceled or cut back may 
then be reallotted elsewhere.
How Are Inventories Controlled?
At and after the end of the first quarter of 1913, 
inventories of controlled materials are limited ta 
a 60-day supply per CMP Regulation No. 2. By way 
of compliance with this regulation, business is asked 
to file quarterly reports on shipments and inventories 
of controlled materials which should be submitted 
on form CMP-7.
At this point, it becomes obvious that detailed in­
ventory records must be kept, in order to comply 
promptly and properly with the requirements rela­
tive to the reporting of inventories. Customary per­
petual-inventory records have usually been found 
satisfactory for these purposes, if information is 
shown relative to material quantities on hand at the 
beginning of an accounting period, quantities re­
ceived, quantities used, and remaining balance.
At this point, it seems appropriate to call attention 
to the various penalty provisions in law and regula­
tions for non-compliance. So, for instance, wilful 
violations, failure to state material facts, or mis­
statements constitute a crime punishable by fine or 
imprisonment under the Controlled Materials Plan.
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Conviction for violation may also prohibit the of­
fender from obtaining material allotments and 
deliveries of controlled materials in the future. A 
procedure for appealing to the WPB is provided for 
in so-called hardship cases.
The Accountant’s and Auditor’s Role
The setting-up of methods and procedures for 
compliance with CMP regulations and to assure 
administrative functioning with minimum friction 
has naturally brought the accountant and system de­
signer into the picture on many occasions, because 
in its basic workings the administrative routine is 
closely related to the accounting system. Again, 
functioning as an auditor, the accountant will often
be required to ascertain with reasonable certainty 
that his client has properly complied with the regu­
lations, has not accumulated inventory in excess of 
allowed quantities and has not incurred liabilities 
because of wilful transgressions. It is not practicable 
to suggest here what specific steps should be taken 
in individual circumstances in order to give a client 
a “clean bill of health” insofar as CMP compliance 
is concerned, but with the descriptive resume in the 
foregoing a competent accountant should be able 
to determine readily what steps he should take in 
individual circumstances. It is reiterated that it is 
important to keep currently posted on the rules and 
regulations which change with unavoidable fre­
quency.
ALLOTMENT
IDENTIFICATION
CONTROLLED MATERIAL
UNIT OF
MEASURE
SECOND
QUARTER 16
1943
DATE OF
ENTRY
REFERENCE
ALLOTMENTS
RECEIVED
ALLOTMENTS USED
ALLOTMENT
BALANCEReallotted to 
Other Consumers
ORDERS
PLACED
 
Figure No. 1
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Flow Chart of the Controlled Materials Plan
LEGEND: Materials Required or Estimated Production Materials Allotted, Purchased, or Production Directives Material Deliveries  
7 Material 
Allotment
MIME
CONSUMER
 and Authorised Pro­
duction Schedule
2 Application for Al­
lotment (Also Bills
of Materials and/or 
other Data when Re­
quested)
SECONDARY
CONSUMER
CLAIMANT AGENCIES
(Controlling Allotments for 
Class A Products)
War Department (W)—(Except 
Ordnance Js O)  
Navy Department (N)
Maritime Commission (M)
Aircraft Resources Control Office (C) 
Office of Lend-Lease Administration (L) 
Board of Economic Warfare (E)
Office of Civilian Supply (S)
Department of Agriculture (A)
Office of Defense Transportation (T) 
Office of Rubber Director (R)
Facilities Bureau of War Production 
Board (F)
Petroleum Administration for War (P) 
National Housing Agency (H)
Office of War Utilities Director (U)
Note: Symbol ”D” is used to identify cer­
tain programs for Dominion of Canada. 
Other agencies may be added.
INDUSTRY DIVISIONS
(Controlling Allotments for 
Class B Products)
General Definition. “Industry Division” 
is Division, Bureau, or other unit of WPB 
charged with supervision over operations 
of a particular industry
and Authorised
Program
REQUIREMENTS 
COMMITTEE 
OF WAR 
PRODUCTION 
BOARD
CONTROLLED
MATERIALS
DIVISIONS
(Steel. Copper, and 
Aluminum)
CONTROLLED
DISTRIBUTORS OR 
WAREHOUSES
12 Authorised
MATERIALS
PRODUCERSControlled Material
(Suppliers of Limited Quantities of
Order*
(Mills Producing
Controlled Materials)
   
T3 Material
Deliveries
Controlled Materials 
in Basic Forms and 
Shapes)
  
_____________ __________10 Material Deliveries
Reproduced from Pathfinder Service Bulletin No. 170, 1943-2, through the courtesy of the 
Charles R. Hadley Company.
1. Secondary consumers file their Applications for Allotment (Form. CMP-4A) with their prime con­
sumers or other secondary consumers when requested.
2. Prime consumers summarize their own material requirements and those of their secondary con­
sumers. They file Applications for Allotment (Form CMP-4A, 4B, or 4C) with Claimant Agencies 
and Industry Divisions; also bills of material and/or other data if requested. (CMP H1 is filed for 
privately financed War Housing materials.)
3. Claimant Agencies summarize the foregoing Applications (step 2) and submit estimates (including 
Industry Division requirements) to Controlled Materials Divisions. Copies of estimates also go to 
Requirements Committee.
4. Producers of controlled materials report shipments and past-due orders to respective Controlled 
Materials Divisions. (Mill capacities are also on file.)
5. Controlled Materials Divisions submit recommendations for material allotments to Requirements Com­
mittee (based upon anticipated supply balanced against Claimant Agency estimates).
6a Requirements Committee allots controlled materials to Claimant Agencies and authorizes modified 
and production programs; simultaneously, Controlled Materials Divisions submit production directives 
6b. to controlled materials producers (6b).
7. Claimant Agencies and Industry Divisions submit allotments and production schedules to prime con­
sumers (on copies of CMP-4A, 4B, or 4C).
8. Prime consumers reallot to secondary consumers (on copies of CMP-4A or on short form CMP-5).
9. Consumers (prime or secondary) place authorized controlled material orders with producers or with 
distributors or warehouses.
19. Deliveries are made to consumers.
11. WPB issues authorities to maintain inventories to distributors and warehouses.
12. Distributors or warehouses issue authorized controlled materials orders to producers, extending 
allotments received from customers. (For example, Steel Warehouse Purchase and Shipment 
Authority, Form CMP-11.)
13. Producers make deliveries to distributors or warehouses.
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CHAPTER 35
PRICE ADMINISTRATION
By Paul M. Green
ALTHOUGH the accounting requirements of price and rent control have not introduced new con­cepts into accounting, they have modified and enlarged 
existing concepts. The attempt to bring out more 
clearly the specific facts needed to solve the new prob­
lems has naturally meant a change in emphasis. When 
the returning service man resumes his accounting 
practice, he can recognize his opportunities and accept 
his professional responsibilities only if he understands 
the broadened functions of accounting.
Price and rent decisions, whether they apply to a 
whole industry, a certain segment of that industry, or 
to a single company, firm or individual, require a 
factual basis. They are decisions which must ulti­
mately be expressed in monetary terms, and account­
ing is essential in determining the specific amounts. 
Progressively throughout the emergency period prior 
to the entrance of the United States into the war and 
during the actual hostilities, this was recognized with 
increasing clearness, and constantly greater reliance 
was placed upon accounting determinations. Never 
before has the significance of accounting in the social 
scheme been so evident.
Price control began in this country in the summer of 
1940, the same year that saw the adoption of federal 
selective service legislation. There was general agree­
ment that it was none too soon. During September of 
the previous year, following Germany’s invasion of 
Poland, an immediate speculative boom had re­
minded the American people that economic disaster 
had always before accompanied and followed wars. 
Prices of commodities and strategic war materials 
rose approximately 25 per cent in that single month. 
Only the rapidly spreading belief that this was a 
“phony war” permitted the gradual recession of most 
domestic commodity prices to the levels of the pre­
vious August.
When the defense program was started, price con­
trol was concentrated on key commodities, chiefly 
raw materials. To a great extent it consisted of volun­
tary agreements by businessmen that they would pre­
vent speculative increases. By January 30, 1942, when 
the Congress passed the Emergency Price Control Act,1 
almost all raw materials except farm products, and a 
number of important manufactured commodities had 
been brought under control. It was already evident 
that accounting would play an important part for 
even the earliest price schedules had been issued with 
an understanding that industry studies would be made 
to determine whether rising costs were seriously im­
pairing earnings,
Accounting Provisions of the Price Control Act
The Emergency Price Control Act contains certain 
provisions which are of importance to accountants. 
Among these are the stipulations that all prices estab­
lished must be “generally fair and equitable” and 
that no regulation may be issued which requires the 
determination of costs by other than “established ar- 
counting methods.” Other provisions specifically re­
quire or necessitate extensive accounting examination 
and analysis by the Office of Price Administration-
Sec. 2(a) requires the Administrator to “make ad­
justments for such relevant factors as he may deter­
mine and deem to be of general applicability, in­
cluding the following: speculative fluctuations, general 
increases or decreases in costs of production, distribu­
tion, and transportation, and general increases or de­
creases in profits earned by sellers of the commodity 
or commodities, during and subsequent to the year 
ended October 1, 1941 . . .”
Sec. 202(a) authorizes the Administrator “to make 
such studies and investigations, to conduct such 
hearings, and to obtain such information as he deems 
necessary or proper to assist him in prescribing any reg­
ulation or order under this Act, or in the administra­
tion and enforcement of this Act and regulations, 
orders and price schedules thereunder.”
Sec. 202(b) further authorizes the Administrator, 
“by regulation or order, to require any person who is 
engaged in the business of dealing with any com­
modity, or who rents or offers for rent or acts as 
broker or agent for the rental of any housing accom­
modations, to furnish any such information under 
oath or affirmation or otherwise, to make and keep 
records and other documents, and to make reports, 
and he may require any such person to permit the in­
spection and copying of records and other documents, 
the inspection of inventories, and the inspection of 
defense-area housing accommodations.”
In line with the statutory requirements and the 
established policy of the Office of Price Administra­
tion, company practices are disturbed as little as pos­
sible. This applies particularly to the accounting 
methods of the company. Of course, it must not be 
assumed that inadequate records will produce uni­
formly adequate data through the magic of a request 
from OPA. But it is important for the accountant to 
remember that there is no attempt to establish new
1As of May 1945, the statutory authority of the Office of Price 
Administration is set forth in the Emergency Price Control Act 
of 1942 and the Stabilization Act of 1942, as amended by the 
Stabilization Extension Act of 1944.
Copyright 1945 by American Institute of Accountants
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accounting procedures or to design particularly com­
plex records. In fact, OPA prefers to have data in the 
form in which they have been developed. Well- 
recognized accounting practices consistently applied 
are preferred to any special type of record keeping 
that might be designed for the purpose of supplying 
information to the Office of Price Administration.
The OPA policy of accepting without question the 
accounting methods in use by the company if they 
are “established accounting methods” consistently 
applied, must not be misinterpreted. Distorted and 
unrealistic figures are not accepted regardless of the 
“customary practices” of any company. The account­
ing methods followed by a company are measured 
against the body of accounting principles and meth­
ods generally followed by companies in the same 
industry and endorsed by the accounting profession. 
Of course, many companies have not customarily kept 
records which were an adequate basis for pricing, but 
there has been a vast improvement since the impor­
tance of such records began to be emphasized by the 
price and rent control programs.
The public accountant may be called on by a com­
pany or an industry to assist in the preparation of 
three general types of current and historical infor­
mation for OPA purposes. In probable order of fre­
quency, these are:
(1) Over-all financial statements.
(2) Product-cost information.
(3) Special cost information.
In compiling these data, the accountant can be of 
greater service both to his client and the government 
if he has a knowledge of the methods and standards 
used by OPA in setting ceiling prices, as well as an 
acquaintance with the applicable regulations, pro­
cedures, and adjustment criteria. He will also need 
to be familiar with the reporting and record-keeping 
requirements of price and rent control.
OPA Pricing Methods
The methods that OPA has used to establish maxi­
mum prices fall into three classes: the base-date price 
freeze, the formula freeze, and the dollar-and-cents 
ceiling. The price-freeze method establishes price 
ceilings at prevailing prices or the list prices of a 
given base period. Formula pricing provides the in­
dividual sellers with a method by which each may 
determine his own ceiling price; it freezes the method 
of computation instead of the price. Dollar-and-cents 
maximum price regulations specify the exact maxi­
mum price for all or most of the products or sellers 
covered.
During the earliest period of price control, the price- 
freeze method predominated because it was quick and 
comparatively easy to administer. It called for little 
preliminary accounting. Price levels prior and subse­
quent to the base period were examined to determine 
whether this period was fairly representative and in 
accord with the standards of OPA relating to both 
consumers and producers, and whether the relations 
with competitive industries or between companies 
within the given industry were normal. A large num­
ber of commodities and some services are still under 
the price-freeze type of regulation.
Typical of this method of price control is the Gen­
eral Maximum Price Regulation.2 This is the general 
freeze order which was issued April 28, 1942, when it 
became obvious that selective controls covering key 
commodities were no longer adequate to prevent in­
flationary price advances. With few exceptions, man­
ufacturing, wholesale, and retail prices were frozen 
at the levels of March 1942. This was a stop-gap regu­
lation, designed to prevent prices from running away 
while adequate study was being made of individual 
industries and firms. As required by the Emergency 
Price Control Act, it was accompanied by a statement 
of the considerations involved in its issuance. This 
particular “Statement of Considerations” is in fact a 
brief treatise on the causes and effects of inflation, 
and a statement of the thinking behind price control 
as a preventive of this economic plague. It states the 
case for cooperation in controlling prices thus:
“In a sense, inflation is a substitute for production. 
Money is made not by producing commodities, but by 
withholding them from use. Scarce materials find their 
way into inventories and hoards, and profit is derived 
from advancing markets. The speculator rather than 
the producer becomes the successful businessman. 
Materials that might yield tanks and guns for the 
armed forces, or food and clothing for our people at 
home, are surreptitiously routed to the warehouse.
‘T hose whose incomes are small and fixed have al­
ready suffered. During the stage of inflation now 
ahead, their position will become desperate. The well- 
stocked store will become an empty fraud for our old 
people who live on annuities and pensions, for de­
pendents of our soldiers and sailors, and for the sub­
standard wage groups whose bargaining position is 
weak. The prices of necessaries will have passed be­
yond their reach. For during inflation goods are re­
served for the person with the longest pocketbook, the 
person who is able to protect himself during the 
upward spiral, or the person who has turned the spiral 
to his selfish advantage. . . .
“The rapid, erratic increase in prices we call infla­
tion is no longer a threat; to a painfully substantial 
degree it is a fact. Today we have no choice left but 
burdensome price controls on a nationwide front, but­
tressed by complementary economic measures, or a 
bitter and disastrous defeat in an economic war which 
would destroy the fruits of the victory which will 
ultimately be ours. We have chosen to meet the for­
midable enemy at home with the total economic mobi­
lization of universal price regulation. . . . Our greatest 
strength remains the common understanding of all
27 Federal Register 3153 (1942).
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our people that only in this way can the future of 
our democracy be insured.”
This general freeze required every seller of the com­
modities or services priced under it to preserve for 
OPA examination all records relating to the prices 
actually charged and the offering prices during 
March 1942. It also required him to keep current 
records for OPA examination. These records relating 
to the prices charged for commodities or services sold 
after April 28, 1942, were to be of the same kind as he 
had customarily kept. In addition, records were re­
quired showing, as precisely as possible, the basis 
upon which the seller had determined his ceiling 
prices under the regulation. The specified records in­
clude “books of account, sales lists, sales slips, orders, 
vouchers, contracts, receipts, invoices, bills of lading, 
and other papers and documents.”
Such records became increasingly important as 
commodities and services were removed from the 
General Maximum Price Regulation and placed under 
specific formula or dollar-and-cents ceilings. Several 
types of regulations were issued by OPA to correct 
inequities and to meet changing conditions. Supple­
mentary regulations and orders provided exemptions, 
made price adjustments or provided a method of 
obtaining adjustments under the general freeze. The 
Maximum Import Price Regulation3 and the Maxi­
mum Export Price Regulation4 established pricing 
methods for articles of foreign trade. Individual 
maximum price regulations, originally called price 
schedules, were issued to cover most commodity and 
service transactions that occur in the United States 
and its territories and possessions. The food products 
regulations and their supplements differed somewhat 
in technique from the other individual regulations; 
and the restaurant regulations dealt specifically with 
the unique problems presented by this combination 
of commodity and service sales. General orders, and 
procedural regulations were issued to establish rules 
of internal operation, and some of these are of interest 
to accountants. Of most general interest is Procedural 
Regulation No. 15 *and its subsequent revisions, es­
tablishing the procedure for the issuance, adjustment, 
amendment, protest, and interpretations of maximum 
price regulations.
The individual regulations frequently specify more 
detailed records and reports than those required by 
the original freeze order. An acquaintance with the 
OPA issuances that deal with the particular type of 
business being examined often enables the accountant 
to make valuable suggestions and thus to establish 
himself more firmly in his proper position of adviser 
to the businessman. The foresight of an accountant 
in installing adequate accounting systems has often 
been an advantage and protection to a company ap­
plying for price relief, making a protest against an 
OPA regulation, or presenting evidence of compliance 
with OPA regulations. The type of records kept in
a particular industry has been taken into considera­
tion by OPA in establishing pricing methods by 
regulation. Because of the variation in records and 
customary pricing methods within industries, many 
regulations with a broad coverage (such as Maximum 
Price Regulation 1886 covering certain building mate­
rials and consumers’ goods) have provided for a 
choice among several pricing methods.
The OPA Pricing Standards
To prepare accounting figures intelligently, the 
accountant must first have an understanding of the 
use to which they will be put. Stated generally, the 
use made of accounting figures by OPA is to test the 
fairness and equitability of an existing or proposed 
price or rent ceiling. The price department of the 
agency has formulated a set of pricing standards to 
give concrete meaning to the statutory requirement 
that maximum prices must be “generally fair and 
equitable.”
The primary standard developed by the price de­
partment to test the fairness of maximum prices is 
known as the industry earnings standard. Stated 
broadly, it is the policy that ceilings are generally 
fair and equitable to the industry concerned so long 
as the earnings of that industry equal or exceed its 
earnings in a representative peacetime period. An 
industry is not considered to be entitled to a general 
price increase merely to enable it to earn a higher 
return than it earned in peacetime; but where rising 
costs cut into profits so that they fall below peacetime 
earnings, OPA must ordinarily raise the maximum 
price unless earnings can be restored by some other 
means. The years 1936-1939 are most commonly used 
as a representative peacetime period, and the earnings 
of the industry during this base period are adjusted 
to reflect a return on any subsequent change in 
investment.
The following table designed to explain the in­
dustry earnings standard is adapted from a statement 
of price policy7 by James F. Brownlee, OPA Deputy 
Administrator for Price. The first example shows the 
simplest type of case where there has been no change 
in investment. The second example shows the more 
usual type of case where investment has increased 
during the war period.
A second standard, known as the product standard, 
is used in addition to the industry earnings standard 
in the case of a multiple-product industry where the 
fairness of a maximum price for a particular line or 
product is questioned in spite of a generally satis­
factory over-all earnings position. Under this stand­
ard, a ceiling price for a particular line or product
38 Federal Register 11681 (1943).
48 Federal Register 4132 (1943).
57 Federal Register 8961 (1942).
67 Federal Register 5872 (1942).
7Hearings before Committee on Banking and Currency on
S. 1764, 78th Congress, 2nd Session (1944) 93.
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TABLE I
The Industry Earnings Standard
Industry A — No Change in Net Worth
Period Earnings
1936—1939 average ................................. $25,000,000
1943 .................. ........................................ 35,000,000
Current year .............................................. 22,000,000
Ceiling prices are raised to net................ 25,000,000
Industry B — Increase in Net Worth
Period Net Worth Earnings Per Cent Return
1936-1939 ........................................................... ............ $500,000,000 $50,000,000 10.0
1943 ..................................................................... ............ 600,000,000 75,000,000 12.5
Current year ...................................................... ............ 600,000,000 54,000,000 9.0
Ceiling prices are raised to net........................ ............ 600,000,000 60,000,000 10.0
is considered generally fair and equitable so long 
as it covers the out-of-pocket costs of the industry 
generally for that particular product or line of 
products. Where the maximum price has fallen below 
this, it is raised. Since costs vary between producers, 
much of the industry may receive a great deal more 
than cost if this standard is applied to certain prod­
ucts on an industry-wide basis.
The economic ’concept, out-of-pocket costs, cannot 
be translated exactly by any accounting term. As 
used by OPA,8 out-of-pocket costs can be defined as 
those costs and expenses which would be eliminated 
if manufacture of the product were to be discontin­
ued. The term is one difficult to measure by account­
ing since it represents a concept rather than an un­
varying dollar-and-cents figure that accountants can 
pick up. For instance, it may be practically impossible 
to determine just what part of factory overhead is 
included in out-of-pocket costs. As a working rule, 
OPA ordinarily uses manufacturing cost although 
additions or deductions may be made in some cases.
The product standard is applied only after the 
industry earnings standard is satisfied. This use of 
the two basic standards was considered and approved 
by the Emergency Court of Appeals during the sum­
mer of 1944 in deciding the case of Gillespie-Rogers- 
Pyatt Co., Inc. et al. v. Bowles.9 In making this deci­
sion the Court stated: “The use by the Administrator 
of the industry earnings standard in conjunction with 
the product standard to determine whether a maxi­
mum price set by him is no longer generally fair and 
equitable and such as will effectuate the purposes of 
the Emergency Price Control Act is a reasonable 
exercise of the discretion conferred upon him in the 
administration of the Act and is in consonance with 
its mandate.” In this case the complaint was dis­
missed because the complainants had failed to present 
over-all profit-and-loss figures to OPA in support 
of their protests.
Other basic standards were added to the “generally 
fair and equitable” requirement of the Act by the 
Stabilization Act of 194210 and the Stabilization 
Extension Act of 1944.11 These standards apply par­
ticularly to agricultural products, and one of the 
specific provisions is that in the case of cotton textile 
commodities the highest applicable price standard of 
the Emergency Price Control Act must be applied 
separately to each major commodity item. The law 
requires that the ceilings established by OPA on 
commodities processed or produced from farm com­
modities must be high enough to permit payment to 
agricultural producers of parity prices as determined 
periodically by the Secretary of Agriculture or the 
highest price that producers received between Jan­
uary 1, 1942, and September 15, 1942. The parity 
program is an effort to place farm prices and income 
received by farmers on a par with the prices of non- 
agricultural goods and the incomes received by people 
in non-agricultural occupations.
Even though the application of the industry earn­
ings and product standards results in fair and equi­
table prices to the industry generally, it may be neces­
sary to make exceptions or adjustments for individual 
sellers.12 The three chief uses of individual adjust­
ments are to aid in securing supplies that are essential
8Hearings before Committee on Banking and Currency on S. J. 
Res. 30, 79th Congress, 1st Session (1945) 109.
9Gillespie-Rogers-Pyatt Co., Inc. et al. v. Bowles, 144 F. 2nd.
361.
1050 USCA App. Secs. 901 et seq.
11Act of June 30, 1944, Public Law No. 383, 78th Congress.
“Hearings before Committee on Banking and Currency on
H.R. 4376, 78th Congress, 2nd Session (1944) 64.
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for the war program or for civilian needs; to keep in 
the market the supply of a low-price seller so that 
people will not be forced to turn to higher priced 
products; and to remedy substantial inequities. In 
general, individual adjustments are less inflationary 
than an upward revision of prices for an entire 
industry. Consequently, an increasing number of 
maximum price regulations have provided for such 
adjustments. The adjustment criteria of the applica­
ble regulation must be applied in each case.
Preparing Data for Price Control Purposes
The practicing public accountant may be called 
upon to prepare statements for industries in protest 
against their ceiling prices, for companies seeking in­
dividual price adjustments, and for respondents in the 
OPA reporting program. Less frequently, his services 
may be required in connection with the rent, ration­
ing, and enforcement programs of the agency. In pre­
paring statements and reports for any of these pur­
poses, it is very important to know the requirements 
of the particular case in addition to having a back­
ground knowledge of government operations in the 
field of price control. There has been a woeful waste 
of effort in the past because the price control agency 
has found it necessary in many cases to request addi­
tional accounting and statistical data to complete and 
clarify the basis upon which the initial protest, peti­
tion, or report had been predicated.
Most business establishments have now been oper­
ating under price control long enough to have a com­
plete file of information concerning their price ceil­
ings and the applicable government issuances. Any 
additional information that the accountant needs con­
cerning price policies, procedures, reporting forms 
and the like, should be requested from his nearest 
OPA office. In addition to the national office in Wash­
ington, D. C., OPA has regional offices in Boston, 
New York, Cleveland, Atlanta, Dallas, Chicago, Den­
ver, and San Francisco, and approximately one hun­
dred district and territorial offices to serve local areas. 
These offices, which are distinct from the many local 
war price and rationing boards, were set up to estab­
lish and administer price, rent, rationing, and en­
forcement policies.
Accountants are stationed not only in the national 
office but in the regional, district, and territorial offices 
to collect, analyze, and interpret accounting data from 
industry and to give advice to both industry and OPA 
on accounting matters. These accountants function 
like a firm of independent public accountants, having 
responsibility for accounting policies and standards 
but not concerned with the final operating decisions 
of the agency. Since the information collected by OPA 
is highly confidential, and objective treatment is an 
absolute essential of successful price control, the ac­
counting department takes every precaution to insure
that all the safeguards known to the profession are 
used.
Granting the necessity of economic controls dur­
ing the world emergency, business and government 
have been in complete agreement that such controls 
must be based upon adequate and reliable data and 
not upon irresponsible guessing. Under price control 
by government, the success or failure of business en­
terprises is greatly affected by the validity of the in­
formation upon which regulations are based. This 
means that OPA has had to collect an unprecedented 
amount of cost and financial information from indus­
try, and that as long as. price control is in effect such 
information must be kept up to date.
Much of the information that OPA has collected has 
been obtained in preparation for specific price or rent 
actions and includes details of costs, prices, produc­
tion, sales, discounts, and trade practices. In an in­
dustry survey, cost and financial data are needed not 
only for over-all operations but also by products and 
departments. Many companies, especially the smaller 
ones, have incomplete cost records or none at all; and 
there is little standardization of accounts within many 
industries. In such a survey, the accountant may there­
fore have the problem of taking the cost and financial 
data from a variety of company books and arranging 
them into a comparable pattern. For practically every 
industry in the country, OPA has had to design special 
cost and financial reporting forms that would facilitate 
the collection of such data on a comparable basis. 
Industry accountants and government accountants 
with experience in the particular industry under ex­
amination have usually cooperated in laying out such 
forms.
To test the general fairness and equitability of 
regulations, over-all information concerning the 
changing financial operations and condition of com­
panies affected by price control had to be obtained 
by OPA on a continuing basis. A study of existing 
sources revealed that up-to-date financial information 
of the type needed had never before been made avail­
able for any purpose. Consequently, it was necessary 
to supplement these sources. Accountants in indus­
try, government and public accounting have co­
operated in the design and development of the OPA 
financial reporting program. Since the forms used 
for this general reporting program are prepared by 
companies in most industries, they are of interest to 
many public accountants.
These forms, known as Forms A and B, were sent 
to about 20,000 companies in the spring of 1942. 
Since that time they have been shortened and clarified 
with the aid of an industry advisory committee13 and 
during 1945 have been requested from approxi­
mately 40,000 companies of all types and sizes. Form A
13The 1944 report of this committee is summarized in “OPA 
Financial Reporting Program,” Official Decisions and Releases 
section of The Journal of Accountancy, Dec. 1944, pp. 524-525.
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is used for making an annual financial report within 
three months after the end of a company’s fiscal year, 
and Form B is used for making a cumulative interim 
report within one month after the end of each of the 
first three quarters. Both forms are very simple and 
in their present revision request the bare minimum 
of information needed by OPA on a continuing basis. 
Form B for making the interim report consists of a 
profit-and-loss statement similar to Schedule I of 
Form A (which is reproduced at the end of this chap­
ter) , a brief analysis of sales, and a general question 
concerning any financial changes that may have taken 
place since the last prior annual report on Form A.
Accounting
The information obtained on these and similar 
forms gives OPA a basic background on the trends 
in industry as well as specific information on different 
industry groups and for individual companies. Cur­
rent information from a representative cross section 
of industry is one of the basic necessities of govern­
ment price control. Any action taken by OPA is al­
most certain to affect not only the one company or 
industry directly concerned but many others that are 
more or less related. In other words, one man’s prices 
are always another man’s costs. And that simple les­
son in accounting is perhaps the greatest that war­
time price control has had to teach.
United States of America 
OFFICE OF PRICE ADMINISTRATION 
WASHINGTON 25, D. C.
FORM A—ANNUAL FINANCIAL REPORT—(Revised 12-44)
GENERAL INSTRUCTIONS
Due Date—The Annual Financial Report should be filed with­
in 3 months after the close of the fiscal year and the Interim 
Financial Report within 1 month after the close of each of the 
first 3 quarters of each fiscal year.
Added Sheets— Full size 8½" x 11" sheets may be attached 
to the report if additional space is required.
Estimates— Financial information, to be of maximum useful­
ness in the consideration of price problems, must be current. 
Hence, the amount of any item not precisely determinable at the 
time a report is prepared may by estimated, provided the esti­
mate is reasonable and will advance the time of filing.
Consolidated or Combined Reports.—Where affiliated interests 
exist, it is hoped that the judgments of accountants will be fol­
lowed in the determination of the need for and the content of 
separate, consolidated, or combined financial statements. The 
minimum filing should be a consolidated or combined balance 
sheet and income statement on Form A for the whole group of 
affiliated interests, whatever the form of organization. The major 
test of the necessity for other filings, on the part of the parent 
organization, if any, or for separate group statements’ should be 
the existence of two or more economic units within the larger 
structure.
Methods of reporting previously agreed upon in correspond­
ence with the Financial Reporting Branch of the Office of Price 
Administration should be continued.
Divisional Statements.—Financial statements prepared for the 
departments or divisions of a single business organization may 
be submitted as further explanations of the statements appear­
ing in Form A whenever the reporting organization believes 
they would assist in interpretation.
Use of Explanatory Notes—In some cases, explanations may 
be necessary because of variations from commonly accepted 
accounting practices or for other reasons. It is left primarily to 
individual organizations and their accountants to determine 
when these explanations should be supplied. Such explanations 
should be made in supporting statements in the space provided 
at the bottom of each schedule or on supplementary sheets. 
These explanatory notes should be brief.
SCHEDULE I—STATEMENT OF PROFIT AND LOSS
Item 1.—Net Sales, supported by Schedule I-A, relate to sales 
to outsiders of principal manufactured products and services, 
including by-products and products sold without change in form, 
but excluding waste and other salvaged products (reductions of 
Item 2) , and income from company stores, housing projects, and 
the like (shown net in Items 9 or 10).
Item 2—Cost of Goods and Services Sold— An over-all break­
down is desired here for material, labor, and factory overhead. 
Because of varying methods of keeping costs, however, it may be 
necessary to estimate some of the subitems shown. Subitem (a) 
consists of direct materials entering the manufacturing process, 
finished parts and subassemblies and merchandise resold, net of 
purchase discounts. Subitem (b) is intended to cover both direct 
and indirect labor. The segregated amount for direct labor 
should be shown only if it can be obtained readily. It should 
be based on the company’s customary definitions. Subitem (c) 
may be broken down, on the three blank lines provided or on an 
attached sheet, into the various account groupings of which it is 
composed.
Items 2 Through 10—Costs and Expenses Provided Through 
Reserves— Charges against current profit and loss may, in some 
cases, be made with offsetting credits to operating or expense 
reserves. Include as footnotes, or on an attached supplementary 
sheet, explanation of any operating or expense reserves to which 
entries of any material amounts have been made during the 
period covered by the report. Do not include in such explanation 
amounts reported in Item 12 or Items 15 (a), (b) or (c).
Items 9 and 10—Nonoperating Income and Other Deductions.— 
These items consist of nonmanufacturing or nonmerchandising 
income and expense, including gains and losses from the disposal 
of assets other than inventories.
Item 12.—Income Tax is intended only for corporations and 
should include all income and excess-profits taxes, net after 
adjustment for post-war refund of excess-profits taxes, the 
amount of- which should be reflected in Item 28 (a). Partnerships 
and sole proprietorships should show the net result for the 
period (Item 11) as an addition (or a deduction, if a net loss) 
under Item 51 of Schedule II-A, and any personal income tax
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paid by the organization for the account of partners or a pro­
prietor should appear as a deduction in Schedule II-A.
Item 13 —Provisions for Reserves such as reserve for post-war 
rehabilitation, etc., should be reflected in this item, or in 
Schedule II-A.
Item 15 (a)—Depreciation.—Report here the total amount of 
depreciation included in Schedule I provided during the year on 
fixed assets, subject to depreciation. Do not include amortization 
of emergency facilities, which is to be reported under 15 (6).
Item 15(b).—Amortization refers only to the provision for the 
amortization of facilities under Certificates of Necessity author­
ized under Section 124 of the Internal Revenue Code.
Item 15(c)—Depletion.—Depletion provisions resulting from 
the exhaustion of wasting assets should be included in Item 2(a). 
The amount reported should be that shown by the books, and 
not the fixed statutory provisions permitted by Section 114(6) of 
the Internal Revenue Code. Explain in a footnote the basis used 
in determining depletion.
Item 15(d).—Management Salaries includes the number of 
principal executive officers and, in the case of a corporation, 
individual stockholders owning 10 percent or more of any single 
class of capital stock, and the total compensation paid to them 
during the report period.
By “principal executive officers” is meant, in the case of a cor­
poration, members of the board of directors with operating 
responsibility, president, vice presidents, treasurer, and secre­
tary, or comparable positions; in the case of a partnership, all 
general partners; and in the case of a sole proprietorship, the 
owner.
“Compensation” here means compensation for services, paid or 
accrued during the report period. It should not include divi­
dends on capital stock. Amounts withdrawn from partnerships 
and sole proprietorships may be shown as compensation, omitting 
only withdrawals of capital.
Item 16—Sales Subject to Renegotiation— If renegotiation pro­
ceedings for all or any part of the current report period have 
been completed, and a refund made, or if a current liability rep­
resenting probable refunds for the current report period has 
been established in accordance with the instructions to the Bal­
ance Sheet, the gross amount thereof, before deduction for taxes 
on income should be deducted from net sales for the current 
period, and taxes and net profit recalculated accordingly.
SCHEDULE I-A—SALES
General.—Gross sales are to be classified in accordance with 
the regular reporting practice of the business. It is not expected 
that the classification indicated will be used unless it is of sig­
nificant importance, and unless it can be easily obtained or esti­
mated. Revenues arising from sources such as the operation of 
a barge line, income from royalties, or rentals of equipment 
should ordinarily be considered as sales of services, the total of 
which should be included in Item 17 (c).
Item 18—Deductions from Gross Sales.—Amounts need be 
shown only for deductions from gross sales for which accounts 
are regularly maintained. In the interests of uniformity, cash 
discounts allowed on sales should be reflected as Item 18(c). An 
amount need be shown in Item 18(d) only if gross sales contain 
a specific amount representing freight and cartage charges 
advanced by the seller for the account of the buyer, and if the 
total amount of such advances can be determined readily. Sales 
taxes should be eliminated both from sales and cost of goods 
sold, if that is practicable, but excise taxes on manufactured 
goods, if levied at the point of manufacture, may be considered as 
a cost and included in line 2(c) of Schedule I.
Item 20—Major Products or Services.—The gross sales of prod­
ucts and services should be classified by major groups on the
basis of dollar volume of sales, and each group adequately 
described. If the use of five major classifications in Items 20 (a) 
through 20(e) is not sufficient to describe at least 95 percent of 
total sales, use a separate insert sheet, expanding the number of 
such major classifications so that the balance remaining for 
“Other products or services” will not exceed 5 percent.
Item 21—Sales Subject to Renegotiation.—Report here the 
percent of sales for the report period which were made subject 
to renegotiation. ,
SCHEDULE II—BALANCE SHEET
General.—Assets should be shown net after the deductions of 
applicable reserves.
Current assets should be confined to those realizable within 1 
year, and current liabilities to those payable within the same 
period, unless generally recognized practices within an industry 
have established a different basis.
All amounts due from, or to, the United States Government 
should be segregated, and classified as indicated in Items 23, 28, 
and 35. Tax certificates should be reflected as an asset in Item 
23(b), and not deducted from the tax liability.
If sales for prior periods are subject to renegotiation by any 
of the Price Adjustment Boards of the United States Govern­
ment, the probable refund in connection with such renegotiation 
need be considered as a current liability only if there is a reason­
able basis for determining its amount. The experience gained 
from prior renegotiation proceedings, the development of current 
renegotiation proceedings and other similar factors should be 
taken info consideration in estimating the liability. Any general 
reserves for renegotiation which may have been established 
should be included with other surplus reserves as Item 46(c), 
and their amounts detailed in Schedule II-A.
Item, 25—Inventories.—The method of determination of inven­
tory quantities refers to “actual count,” “perpetual records,” 
“estimate” or any other method used. The basis of valuation 
refers to “average cost,” “first-in, first-out,” “last-in, first-out,” 
etc., and also, if appropriate, “cost or market, whichever is 
lower.”
Item 30(a).—Emergency Facilities means those facilities against 
which amortization has been provided in Item 15(b) under 
Section 124 of the Internal Revenue Code.
Item 46(a).—Capital Stock should be reflected at par or other 
stated value, net of treasury stock held.
Item 46(c)—Surplus and Surplus Reserves.—The amount of 
this item should agree with Item 51, Column 5, of Schedule II-A.
SCHEDULE II-A—SUMMARY OF SURPLUS AND 
SURPLUS RESERVES
This schedule is intended to supply a summary of each surplus 
and surplus reserve account during the period covered by this 
report.
Col. (1):
Item 48—Capital Surplus.—Capital surplus ordinarily includes 
credits to surplus arising from the issuance of capital stock at a 
premium, from the reappraisal of fixed assets, from reorganiza­
tions, or from any other source which results in surplus of the 
variety from which dividends are not usually paid. Other items 
of surplus are ordinarily reflected as either earned surplus or 
surplus reserves.
Items 49 and 50—Earned Surplus and Surplus Reserves.— 
Surplus reserves are those amounts which are provided by 
charges to income (profit and loss) or to earned surplus for some 
special purpose, such as reserves for post-war rehabilitation of 
plant and equipment.
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Col. (2):
Show the dosing balances according to the company’s financial 
report for the last previous fiscal year. These balances should 
agree with any financial report for that period previously filed 
with the Office of Price Administration.
Col. (3) and Col. (4):
Additions and Deductions.—Each major class of additions and 
deductions should be shown and explained in explanatory notes 
to the schedule. Use the columns headed “Note” to number 
your footnotes to the items appearing in this schedule. The 
amount of net profit (or loss) for the period in Item 49(a) 
should agree with Item 14 of Schedule I.
Col. (5):
The total of the balances shown in this column, as reflected in 
Item 51, must agree with Item 46(c) of the balance sheet.
Item 50—Surplus Reserves— A line should be provided for 
each surplus reserve which is maintained.
Partnership and Sole Proprietorships—The amounts reflected 
in Item 51 should represent the total equities of the owners in 
the business at the beginning of the year, the changes during the 
year, and the balance at the end of the year, and the final bal­
ance as shown in Item 51, col. (5), must agree with Item 46(c), 
extended, in the balance sheet.
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This Form Hay Be Reproduced
United States of America
Office of Price Administration
Washington 25, D. C.
Form A
ANNUAL FINANCIAL REPORT
Name of Reporting Company
Mailing Address for OPA Purposes
MAIL TO
Desk 9:1a, Office of Price Administration, Second and
D Streets SV/., Washington 25, D. C.
Person To Be Addressed by OPA
INSTRUCTIONS
Submit TWO copies of this report.
See accompanying GENERAL INSTRUCTIONS.
Report for Fiscal Year Ended
194
Type of Business Organization (Check)
□ CORPORATION   □ PARTNERSHIP □ PROPRIETORSHIP
CONFIDENTIALITY
This report will be deemed to be CONFIDENTIAL by 
the Office of Price Administration and so treated, as pro­
vided by Section 202 (h) of the Emergency Price Control 
Act of 1942, as amended, the Second Deficiency Appropria­
tion Act of 1944, and the Federal Reports Act of 1942. 
Information from individual company reports will be made 
available only to other Government agencies which have the 
right to require such financial data. Except in these cases, 
information which is given to other Government agencies is 
released in aggregates only, and data of individual com­
panies are not made available.
Other (specify)
□ .
DO NOT WRITS IN SPACE WITHIN HEAVY LINES
RECEIVED VERIFIED EXAMINED REVIEWED CODED
DATE
INITIALS
It is not necessary to furnish the information re­
quested in 1, 2, and 4 below if it has been previously 
supplied on an annual financial statement submitted 
on Form A to the Office of Price Administration, pro­
vided such information was still correct on the date 
of the current report. However, reference should be 
made to the date of the previous annual report.
1. Affiliations.—Attach a list of all active affil­
iated corporations and indicate relationships by 
marginal indentations. If this is a consolidated or 
combined' report, indicate subsidiaries included and 
give reason for omission of other active subsidiaries, 
if any.
2. Kind of Business.—State briefly the general 
nature of the business, such as retail drugs, retail 
grocery, wholesale hardware, manufacture of plumb­
ing supplies, laundry, etc.
3. Change.—Note important changes, if any, in 
the character of the business or its operations since 
the date of the last previous report on Form A.
4. Location of Offices, Plants, and Other 
Physical Properties.—List the principal plants 
and other important physical properties owned or 
operated by the reporting organization. List the 
locations at which the financial and cost records of 
the reporting company are maintained and the types 
of records kept at each location.________________
Verification.—This report was prepared from 
the records of the company named above, and is filed 
pursuant to the requirements of the Emergency 
Price Control Act of 1942, as amended, and is correct 
to the best of my knowledge and belief.
SIGN
HERE________________________________________________________________
(Person with authority to act for reporting company)
(Title)
(Date)
Use this space to answer 1, 2, 3, and 4. Continue on extra sheet if necessary. 16—38445-2
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Name of Company_____________________________________________ _ ___ ______
Schedule I.—Statement of Profit and Loss for the Period from______________ to______________ , 194.
Item
1
2
Net sales of goods and services (item 19, schedule 1-A). 
Cost of goods and services sold:
(a) Materials used_____________________________
Labor (of which direct labor is $___________ )__
Other costs______________________ ___________
(Cents may be omitted) 
------------ $-----------
10
11
12
13
14
(b)
(c)
(d)
(e) 
(f) Net change in in-process and finished inventories
Gross profit on sales (items 1 minus 2)______
Advertising and publicity expenses________________
Other selling expenses___________________________
General and administrative expenses______________
Net profit from operations (items 3 minus 4 through 7). 
Nonoperating income (specify):
(a) -----------------------------------------------------------------------
(b) 
Other deductions:
(a) Interest and other expenses on long-term debt.
(b) Other interest expense----------------------- -—
(c) ---------------------------------------------------------
(d) -------------
$ ___________
Profit (or loss) before provisions for special reserves 
and taxes on income (items 8 plus 9 minus 10)-------------------------------- $-
Provisions for income and excess-profits taxes............................................... ..............
Provisions for special reserves_________________________ __________ -----  
Net profit (or loss) for period (items 11 minus 12 
and 13)___________________________________ $-
- $.
15 Amounts included above for:
(a) Depreciation_________________  $.
(b) Amortization (see instruction
15 (b))----------------------------- ------
(c) Depletion____________________
(d) Management salaries (see in­
struction 15 (d)) number of per­
sons (-----------)--------------------- .
16 If you have made sales subject 
to renegotiation, state below:
(a) Periods settled and amounts 
of adjustments, before and after 
taxes; and (b) provision included 
above for renegotiation and in 
what items reflected.
Use a separate sheet if the space below is insufficient for explanatory notes.
3
4
5
6
7
8 
9
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Name of Company__________________________________________ .
Schedule IL—Balance Sheet as at  ______ _ _______ , 194.
ASSETS
Item
22 Cash____________________________________________________
23 Amounts due from U. S. Government (current) :
(a) On purchase contracts____________________________ $.....
(b) Bills, certificates, tax, and savings notes......... ............................. .
(c) Other U. S. Government securities..............................................
(d) Other__________________________________________
24 Accounts and notes receivable (less reserve of $______________)__
25 Inventories (see footnote 1)___________________ ___ _______ ......
26 Other current assets_____________________ _______ __________
27 Total current assets_________________________________
28 Amounts due from U. S. Government (noncurrent) :
(a) Post-war refund of excess-profits tax________________
29 Investments in and advances to affiliates_______________________
30 (a) Property, plant, and equipment (including emergency
facilities of $_ ____________ )____________________ __
(b) Less depreciation reserve (including $------- .------------
applicable to emergency facilities)_________________ .....
31 Intangible assets (less reserve of.$______________)_____________
32 -------------------------------------------------------------------- -------------
33 Other assets, including deferred expenses______________________
34 Total assets____________________________________ _—
(Cents may be omitted)
LIABILITIES
35 Amounts due to U. S. Government (current):
(a) Accrued income and excess-profits taxes.______________ $---------------------
(b) Advances and prepayments........................................................... .........................
(c) ....------------------------------------------------------------------------------------ ............... ...
36 Bank loans payable, including “V” type loans.... .... ...... ....................................... .......
37 Other notes and accounts payable----------------- --- -------------------- ------------------
38 Accrued expenses______________________________________ ______________ _
39 Other current liabilities......................... .............................. ........................ ................
40 Total current liabilities._________ ________ ______________ _________
41 Deferred income........... . ................... ...... ........... .... ......................................  ..............
42 Long-term debt.____ ___ ____ _________________......................................................
43 ..................................................................... .................................................. ........... ......
44 ______________________________ _____ ___________ ____________________
45 Total liabilities--------------------------------------------------------------------------
46 Capital and surplus:
(a) Capital stock----------------------------------------------- ---------------------------------
(b) -------------------------------
(c) Surplus and surplus reserves (schedule II-A)-------------- ---- -------- -------
47 Total liabilities and capital and surplus------------------- ------------------------
Footnote I.—Inventory quantities have been determined by---------------------------------------- ----- ------------------------------ ----------- ------------------------------------------ method and
.__________  are valued on the basis of--------------- ----------- ----------- --------------------------------------------------------------- ------------------ -.........................................—............... . —...
Use a separate sheet if space below is insufficient for explanatory notes.
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Schedule I-A.—Sales for the period from__________________ to___________________ , 194—
Item (Cents may be omitted)
17 Gross sales of:
18
19
20
21
(a) Manufactured goods______________________________ $______________
(b) Resale of purchased goods_________________________ ______________
(c) Services________________________________________ ___ __ ______
Deductions from gross sales:
(а) Returns and allowances__________________________ __________________
(b) Trade discounts________________________________ __________________
(c) Cash discounts allowed____________________________ _____________
(d) Freight and cartage out----------------------------------------- ---------------------
(e) Other deductions (specify)------------------------------------- ----- - --------
Net sales of goods and services (item 1, schedule I)------------------------------
Classification of gross sales by major products or services:
$
$-------------------
Percent of gross sales
100
Schedule II-A.—Summary of surplus and surplus reserves Bead carefully the GENERAL INSTRUCTIONS 
regarding this schedule.
(1) Explanation (2) Balance at beginning of period
(3) Additions (4) Deductions (5) Balance at end 
of periodNote Amount Note Amount
Item
48 Capital surplus:
(a) $ $ ? -
(b) ........................
(c) .. .
49 Earned surplus:
(a)
(b)
(c)
Surplus reserves:
(a) . ...... .
50
(b)
(c.)
Id)
(e)___ _______
51 Total $...................................  — $ ______ $ - $ -
Use a separate sheet if space below is insufficient for explanatory notes.
(а)
(b) 
(c) 
(d) 
(e) 
(f) 
(g)
Other products or services___________________________________________
Total sales of products and services________________________________
What percent of item 19 represents sales made subject to renegotiation? (Estimate 
if not readily available.)
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References
There are three official sources of information, all 
available from the Superintendent of Documents. 
U. S. Government Printing Office, Washington 25,
D. C.:
The Quarterly Reports to Congress of the Office of 
Price Administration.
The first report, for the period ended April 30, 
1942, reviews price control activities from the 
outbreak of war in September 1939, and subse­
quent reports continue the account of the 
agency’s activities.
Directory of Commodities and Services, An Index to 
Price Regulations and Jurisdiction of Operating 
Units. Available on a subscription basis.
The manual is published every eight months, 
and each issue is followed by six monthly sup­
plements which bring it up to date. It in­
cludes an organization directory for the OPA 
price department; a list of all formal price regu­
lations; and an alphabetical index of commodi­
ties and services, the subdivisions of OPA to 
which they are assigned, and the applicable price 
regulations.
The Federal Register.
The official organ for the publication of all regu­
lations, orders, and interpretations.
Of the comparatively few publications dealing with
accounting in price administration, the following may 
be of interest to the student of the subject:
Paul M. Green, “Accounting in the Stabilization 
Program,” The Accounting Review, April 1945, pp. 
148-156.
A description of the work of the OPA accounting 
department and its place in the over-all program 
of the agency.
Paul M. Green, “Accounting under the New Regu­
lations,” The Journal of Property Management, Sept. 
1944, pp. 21-28.
A discussion of the accounting problems of in­
dividual rent adjustments based upon increased 
property taxes and operating costs.
Herbert F. Taggart, “Accounting Aspects of Price Ad­
ministration,” The Journal of Accountancy, July 
1942, pp. 11-17.
Describes the purpose of the financial reporting 
forms, explains why information requested is 
desired and why it cannot be obtained elsewhere, 
and tells how it is to be used.
William W. Werntz, “The New OPA Financial Re­
porting Forms,” NACA Bulletin, Vol. 23, No. 17, 
May 1, 1942, pp. 1159-1176.
A statement of the considerations which led to 
the type of reports adopted and a summary of 
the principle requirements of the reports.
CHAPTER 36
SURPLUS WAR PROPERTY
Joseph B. Baerncopf
THE sale of surplus war materials, aggregating an estimated $75 billion and affecting every business enterprise in America in one way or another, is recog­
nized as offering, at one time, the greatest possible 
safeguard against economic distress during the tran­
sitional period from war to peace, or the greatest peril 
to our future business economy. The factors of post­
war unemployment, free enterprise, taxation, continu­
ance of governmental controls, foreign trade, all merge 
large in the over-all picture. To meet the challenge 
to what is known as “The American Way of Life,” the 
Congress enacted on October 3, 1944, two new statutes 
—the War Mobilization and Reconversion Act of 1944, 
and the Surplus Property Act of 1944. Somewhat 
related to these two acts is the Contract Settlement 
Act of 1944, approved July 1, 1944.
In discussing this subject of Surplus War Property, 
it is well to bear in mind just what is meant. Execu­
tive Order No. 9425 gives the following definition:
“ ‘Surplus war property’ means any property, real 
or personal, including but not limited to plants, 
facilities, equipment, machines, accessories, parts, as­
semblies, products, commodities, materials, and sup­
plies in the possession of or controlled by any govern­
ment agency, whether new or used, in use or in 
storage, which are in excess of the needs of such 
agency or are not required for the performance of the 
duties and functions of such agency and which are 
determined, subject to the authority of the Office of 
War Mobilization, to be surplus by such agency.”
While the problems of the disposal of surplus war 
property carry with them the concomitant problems 
of reconversion of industry from a wartime basis to a 
peacetime basis, the discussion here is limited to a 
brief review of the provisions of recent legislation on 
the subject, and such related problems as tooling, 
employee relationships, governmental control, etc., are 
not considered.
War Mobilization and Reconversion Act 
of 1944
Objectives
As stated in the preamble to the Act, the general 
purposes are: “To amend the Social Security Act, as 
amended, to provide a national program for war mo­
bilization and reconversion, and for other purposes.” 
Creation of Administrative Office
The Act creates a new Office of War Mobilization 
and Reconversion, which replaces the former Office of
War Mobilization created by Executive Order No. 
9347. The Office of Contract Settlement (created by 
the Contract Settlement Act), and the Surplus Prop­
erty Board (created by the Surplus Property Act) are 
placed within this new office and exercise their func­
tions subject to the general supervision of the direc­
tor of War Mobilization and Reconversion.
Powers of Director
The Director has broad powers, and under the pro­
visions of the Act, he is required, among other things, 
to—
(1) formulate such plans as are necessary to meet the
problems arising out of the transition from war 
to peace;  
(2) issue orders and regulations to executive agencies 
as may be necessary;
(3) recommend to the Congress appropriate legisla­
tion providing authority to carry out plans de­
veloped;
(4) promote in the development of demobilization 
and reconversion plans by executive agencies, and 
settle controversies between executive agencies in 
the development and administration of such plans; 
(5) determine the needs for simplification, consolida­
tion, or elimination of executive agencies as have 
been established for the purposes of the war 
emergency, for the termination, or establishment 
by statute, of executive agencies which exist un­
der executive order only, and for the relaxation 
or removal of emergency war controls;
(6) consult and cooperate with state and local gov­
ernments, industry, labor, agriculture, and other 
groups, both national and local, concerning the 
problems arising out of the transition from war 
to peace.
Creation of Advisory Board
The Act also creates an advisory board of twelve 
members. It shall be the general function of the board 
to advise with the director with respect to war mobili­
zation and reconversion and make to him such recom­
mendations relating to legislation policies, and pro­
cedures as it may deem necessary.
Retention of Persons in Armed Forces
The Act specifically requires that the War and 
Navy Departments shall not retain persons in the 
armed forces for the purpose of preventing unem­
ployment or awaiting opportunities for employment. 
It also requires that prime contracts for war produc­
tion shall be terminated whenever performance under
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such contracts is no longer needed for the prosecution 
of the war; there is to be no continuance of perform­
ance under such contracts merely for the purpose of 
providing business and employment.
Protection of Small Plants
Curtailments of war production or terminations of 
war contracts shall be integrated and synchronized 
with the expansion, resumption, or initiation of pro­
duction for other war purposes, and, to the greatest 
extent compatible with the effective prosecution of the 
war, of production for non-war use. In the establish­
ment of this program, the Act requires, through rep­
resentation of the Smaller War Plants Corporation, 
that no restrictions shall be imposed so as to prevent 
any qualified small plant from participating in such 
production.
Administration for Retraining and Reemployment
The Act establishes a Retraining and Reemploy­
ment Administration to have general supervision and 
direction of the activities of all existing executive 
agencies (except the Veterans’ Administration and the 
Administrator of Veterans’ Affairs) authorized by 
law, relating to retraining, reemployment, vocational 
education, and vocational rehabilitation. The Admin­
istration shall also confer with existing state and local 
agencies and officials in charge of existing programs 
relating to these subjects for the purpose of over-all 
coordination.
Advances to State Unemployment Funds
The Act amends the Social Security Act, principally 
by adding thereto a provision for the making of ad­
vances, under certain conditions, to state unemploy­
ment funds from the federal unemployment account. 
Financial Assistance for Public Works
In order to encourage states and other non-federal 
public agencies to make advance provision for the 
construction of public works, the Federal Works Ad­
ministrator is authorized to make loans or advances, 
under certain conditions, to states and their agencies 
and political subdivisions, to aid in financing investi­
gations and studies preliminary to the construction of 
public works.
Termination Date of Act
The provisions of this Act shall terminate on June 
30, 1947.
Surplus Property Act of 1944 
Objectives
The general objectives of the Act are manifold, and 
all relate to the facilitation and regulation of the 
orderly disposal of surplus property, so as:
(a) to assure the most effective use of such property 
for war purposes and the common defense;
(b) to give maximum aid in the reestablishment of a 
peacetime economy of free independent private 
enterprise, the development of the maximum of 
independent operators in trade, industry, and 
agriculture, and to stimulate full employment;
(c) to facilitate the transition of enterprises from 
wartime to peacetime production and of individ­
uals from wartime to peacetime employment;
(d) to discourage monopolistic practices and to 
strengthen and preserve the competitive position 
of small business concerns in an economy of free 
enterprise;
(e) to foster and to render more secure family-type 
farming as the traditional and desirable pattern 
of American agriculture;
(f) to afford returning veterans an opportunity to 
establish themselves as proprietors of agricul­
tural, business, and professional enterprises;
(g) to encourage and foster postwar employment op­
portunities;
(h) to assure the sale of surplus property in such 
quantities and on such terms as will discourage 
disposal to speculators or for speculative purposes;
(i) to establish and develop foreign markets and pro­
mote mutually advantageous economic relations 
between the United States and other countries by 
the orderly disposition of surplus property in 
other countries;
(j) to avoid dislocations of the domestic economy and 
of international economic relations;
(k) to foster the wide distribution of surplus com­
modities to consumers at fair prices;
(l) to effect broad and equitable distribution of sur­
plus property;
(m) to achieve the prompt and full utilization of sur­
plus property at fair prices to the consumer 
through disposal at home and abroad with due 
regard for the protection of free markets and 
competitive prices from dislocation resulting 
from uncontrolled dumping;
(n) to utilize normal channels of trade and commerce 
to the extent consistent with efficient and eco­
nomic distribution and the promotion of the gen­
eral objectives of this Act (without discriminating 
against the establishment of new enterprises);
(o) to promote production, employment of labor, and 
utilization of the productive capacity and the 
natural and agricultural resources of the country;
(p) to foster the development of new independent 
enterprises;
(q) to prevent insofar as possible unusual and exces­
sive profits being made out of surplus property;
(r) to dispose of surplus property as promptly as feas­
ible without fostering monopoly or restraint of 
trade, or unduly disturbing the economy, or en­
couraging hoarding of such property, and to fa­
cilitate prompt redistribution of such property 
to consumers;
(s) to dispose of surplus government-owned transpor-
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tation facilities and equipment in such manner 
as to promote an adequate and economical trans­
portation; and
(t) except as otherwise provided, to obtain for the 
government, as nearly as possible, the fair value 
of surplus property upon its disposition.
Administration of the Act
The responsibility of administering the provisions 
of the Act and of achieving the objectives therein ex­
pressed is placed in the Surplus Property Board com­
posed of three members. Prior to the enactment of 
this legislation, the disposition of surplus government 
property was handled by the Surplus War Property 
Administration, acting under Executive Order No. 
9425, which was signed on February 19, 1944. As stated 
previously, the new Surplus Property Board exercises 
its functions subject to the general supervision of the 
director of War Mobilization and Reconversion.
To members of the accounting profession, the fol­
lowing provision in the Act should be of interest:
“. . . Without regard to the provisions of the civil- 
service laws and the Classification Act of 1923, as 
amended, the Board may appoint such special assist­
ants, and may employ such certified public account­
ants, qualified cost accountants, industrial engineers, 
appraisers, and other experts, and fix their compen­
sation, and may contract with such certified public 
accounting firms and qualified firms of engineers, as 
may be necessary to carry out its functions.” (Italics 
supplied.)
Duties, Authority and Powers of Board
The Act provides that the Board shall have gen­
eral supervision and direction over (1) the care and 
handling and disposition of surplus property, and
(2) the transfer of surplus property between govern­
ment agencies, and further, shall coordinate the func­
tions of the several agencies affected by the disposi­
tion of surplus property.
To effectuate the provisions of the Act, the Board 
shall prescribe regulations. Such regulations may 
contain provisions governing all factors concerned 
in the disposition of surplus property, such as quan­
tities, prices, terms, etc., and the Act provides that 
each government agency shall carry out regulations 
of the Board expeditiously.
Designation of Disposal Agencies
The Board shall designate one or more government 
agencies to act as disposal agencies and in so doing, 
shall assign surplus property for disposal by the 
fewest government agencies practicable, centralizing 
so far as possible in one disposal agency the respon­
sibility for the disposal of all property of the same 
type or class. The United States Maritime Commission 
shall be the sole disposal agency for surplus vessels, 
and shall not be governed by the foregoing provi­
sion in the Act.
Declaration and Disposition of Surplus Property
Each government owning or disposal agency is 
given certain specific duties and responsibilities in 
the Act. Each owning agency shall:
(a) continuously survey the property in its con­
trol and determine which of its property is surplus to 
its needs;
(b) report promptly to the Board and the appro­
priate agency all surplus property not disposed of 
for war production;
(c) submit such information and reports to the 
Board as the Board may direct. If the Board has 
reason to believe that an owning agency has prop­
erty in its possession which should have been de­
clared surplus, but which has not been so declared, 
it must report that fact to the Senate and the House 
of Representatives.
Each disposal agency must also submit such infor­
mation and reports to the Board as the Board may 
direct, and under regulations prescribed by the Board, 
it shall have the responsibility and authority for the 
care, handling, and disposition of any surplus property 
reported to it. Each disposal agency shall also main­
tain in each of its disposal offices such records of its 
inventories of surplus property and of each disposal 
transaction negotiated by that office as the Board may 
prescribe. The information in such records shall be 
available for public inspection.
The Board shall prescribe regulations necessary to 
provide for uniform and wide public notice concern­
ing surplus property available for sale, so that all 
interested purchasers may have a fair opportunity to 
buy.
- Transfers of surplus property may be made from 
one government agency to other government agen­
cies, and such transfers shall be given priority over all 
other disposals provided for in the Act, and all gov­
ernment agencies must avoid making purchases 
through commercial channels if their requirements 
can be satisfied out of surplus property.
Under regulations prescribed by the Board, surplus 
property may be disposed of to states and their polit­
ical subdivisions and instrumentalities, and to tax- 
supported and non-profit institutions. Such disposals 
shall have priority over all other disposals except 
those to government agencies.
Methods of Disposition
Whenever any government agency is authorized to 
dispose of property under this Act, the disposition 
may be made by sale, exchange, lease, or transfer, 
for cash, credit or other property, with or without 
warranty and upon such other terms or conditions as 
the agency deems proper. However, in the case of 
raw materials, consumer goods, and small tools, hard­
ware and non-assembled articles which may be used 
in the manufacture of more than one type of product, 
no extension of credit under the Act may be made 
for a longer period than three years.
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Any owning agency or disposal agency may execute 
such documents for the transfer of title or other 
interest in property or take such other action as it 
deems necessary or proper to transfer or dispose of 
property or otherwise to carry out the provisions of 
this Act, and, in the case of surplus property, shall do 
so to the extent required by the regulations of the 
Board.
Dispositions to Veterans
The Board shall prescribe regulations to effectuate 
the objectives of this Act to aid veterans to establish 
and maintain their own small business, professional, 
or agricultural enterprises, by affording veterans suit­
able preferences to the extent feasible and consistent 
with the policies of this Act in the acquisition of the 
types of surplus property useful in such enterprises.
Dispositions in Rural Areas
The Act requires that the War Food Administrator 
and the Agricultural Adjustment Agency shall cooper­
ate in the disposition of surplus property in rural 
localities in such a manner as will assure farmers and 
farmers’ cooperative associations equal opportunity 
with others to purchase surplus property.
Small Business
In the disposition and distribution of surplus prop­
erty, the Board must prescribe regulations to prevent 
discrimination against small business. The size of lots 
and the areas in which the various classes of surplus 
property shall be determined with the usual and 
customary practices, and prospective purchasers of a 
smaller number of lots shall have preference to pro­
spective purchasers of a larger number of lots.
The Smaller War Plants Corporation is given the 
responsibility of cooperating with the Board and with 
the owning and disposal agencies, and bringing to the 
attention of the Board and the agencies the needs and 
requirements of small business, and of consulting with 
small business to obtain full information concerning 
their needs for surplus property. This Corporation 
may also purchase surplus property for resale to small 
business, and may make or guarantee loans to small 
business in connection with the acquisition, conver­
sion, and operation of plants and facilities which 
have been determined to be surplus property, and 
may arrange for sales of such property to small busi­
ness on credit or time bases.
Antitrust Laws
The Act provides that the Attorney General shall 
cooperate with the Board to determine whether any 
proposed disposition to private interests of a plant or 
plants or other property which cost the government 
$1,000,000 or more, or of patents, processes, tech­
niques or inventions, irrespective of cost violates the 
antitrust laws.
Disposal of Surplus Agricultural Commodities
Subject to the supervision of the Board, the War 
Food Administrator shall be solely responsible for the 
formulation of policies with respect to the disposal 
of surplus agricultural commodities and surplus foods 
processed from agricultural commodities. Such pol­
icies shall be so formulated as to prevent such surplus 
property from being dumped on the market in a 
disorderly manner and disrupting the market prices 
for agricultural commodities.
Stock Piling
All surplus accumulations of government-owned 
strategic minerals and metals shall be transferred by 
the owning agency to the account of the Treasury 
Procurement Division, and shall be added to the 
stock pile authorized by the Act of June 7 1939 (53 
Stat. 811), as amended; the War Production Board 
shall determine the requirements of industry for pur­
poses other than war production, and such amounts 
as this Board shall decide shall not be added to the 
stock pile. The War and Navy Departments, through 
the Army and Navy Munitions Board, shall also 
determine their needs of strategic materials, and may 
order such transfers of this type of surplus property 
to the account of the Treasury Procurement Division 
as they deem necessary.
Disposal of Surplus Real Property
Detailed procedures are incorporated in the Act 
governing the disposal of surplus real property which 
is not disposed of to government agencies or to states 
or their political subdivisions or instrumentalities, 
who, as stated previously, shall be given priority on 
the disposal of all surplus property. Specific require­
ment is made in the Act that veterans shall be granted 
a preference in the purchase of surplus real property 
over non-veterans. The form of deed or instrument 
of transfer of surplus real property must be approved 
by the Attorney General.
Miscellaneous Provisions
The Act requires that the Board shall submit to the 
Congress quarterly progress reports on the exercise of 
its authority and discretion under the Act. Civil 
remedies and penalties are also provided. The Act 
also contains a provision limiting the practice of 
former employees of government agencies. 
Dispositions Outside the United States
The Act does not limit or affect the authority of 
commanders in active theaters of military operations 
with respect to property in their control. As to prop­
erty located outside continental United States, the 
Board may exempt such property from some or all of 
the provisions of this Act, whenever it deems that 
such provisions would obstruct the efficient and eco­
nomic disposition of such property in accordance with 
the objectives of this Act. It is the policy of the Act
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to prohibit, so far as feasible and necessary, the 
importation of surplus property sold abroad or for 
export; the Secretary of the Treasury is directed to 
enforce such regulations as may be issued by the 
Board respecting this matter. Surplus property sold 
abroad to members of the armed forces may be 
brought into this country by the original purchaser 
upon his certificate that it is for his personal use. 
Termination Inventories
The Board with the cooperation of the Director of 
Contract Settlement, shall take such measures as will 
realize the greatest possible value from termination 
inventories, and shall establish such procedures as 
will minimize, so far as possible, any interference with 
the resumption of civilian production and reemploy­
ment.
Expiration Date
Unless extended by law, this Act shall expire at 
the end of three years following the date of the ces­
sation of hostilities in the present war. That date 
will be either the date proclaimed by the President 
as the date of cessation, or the date specified in a 
concurrent resolution of the two Houses of Congress 
as the date of cessation, whichever is earlier.
Accounting Records and Procedures
In the numerous financial transactions that will 
occur in the disposal of such a vast amount of surplus 
war property, the need for adequate accounting rec­
ords and procedures should be apparent. As in the 
case of the Contract Settlement Act, where a knowl­
edge of cost accounting is of such importance, the 
professional accountant can render a service in the 
development of property accounting records and the 
procedures required in the maintenance of such 
records.
The regulations already issued by the Surplus Prop­
erty Board, and its predecessor, the Surplus War 
Property Administration, indicate that some attention 
will be given to this important phase in the adminis­
tration of the statutes; in Regulation No. 1 it is pro­
vided that “Pending specific regulations on the sub­
ject, accounting and fiscal procedures and practices 
of the disposal agencies shall be conducted by the 
disposal agencies in such manner as they deem appro­
priate in order to conform to existing laws and 
regulations.”
Detailed regulations are already appearing relat­
ing to the reports that must be made by the officials 
of the various disposal agencies with respect to 
property that is declared to be surplus. The account­
ant must be prepared to offer his services to the war 
contractor, to the government, and to the prospective 
purchaser in the formulation of the records and the 
procedures that are necessary for proper control of all 
of this surplus property.
Evidence of such a need is indicated by reference 
to a publication prepared by the War Production 
Board for the purpose of establishing the basic stand­
ards to be followed in describing surplus property 
when it is listed in inventory reports. This reference 
is known as the Handbook of Standards for describing 
surplus property, and already fifteen sections of the 
handbook have been published.
It will be seen therefore that, both in and out of 
the government, the knowledge that the professional 
accountant can bring to the subject will be of great 
importance in the effectiveness of the administration 
of this important legislation.
General Comments
Such is the blueprint that has been prepared for re­
conversion and surplus property disposal. How effec­
tive these acts will prove in accomplishing the desired 
objectives remains to be seen. At least they represent 
a decisive step in planning for a return to peacetime 
production.
The usual flood of regulations and directives that 
stem from such comprehensive legislation as this, is 
already appearing from the many offices and boards 
that have been established to formulate the* policies 
and procedures provided for in the acts.
It has been stated that many amendments will be 
made to the acts because of administrative problems, 
particularly with respect to the loosely worded provi­
sions granting preferential treatment to veterans, 
small businessmen, and farmers. It has been further 
stated that all who have considered this legislation 
agree that the Surplus Property Act is inadequate, 
that it was too hastily put together, and that it con­
tains contradictions and ambiguities which will lead 
to litigation and delay. Although it has been called 
“one of the worst major bills ever passed by Congress,” 
many business executives consider that it conforms 
basically with the business suggestions on the subject, 
and that with amendments which would clarify cer­
tain sections, it might serve as a suitable work-pattern 
for the policy-making Surplus Property Board and 
the various owning and disposal agencies. It does 
give the opportunity to determine the basic policies 
and methods that have been planned by the Congress 
to facilitate the orderly settlement and solution of 
the gigantic reconversion problems to a peacetime 
economy.
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CHAPTER 37
FINANCING OF WAR PRODUCTION CONTRACTS 
AND WAR PLANT FACILITIES
By Milo B. Hopkins
AFTER Europe went to war in 1939 demands on our industrial and natural resources increased and industry went through a training period in war 
production. Congress decided we should have a larger 
Navy, airplanes were designed, and production ordered 
for our Air Force. The Army and Navy placed ex­
perimental orders for all types of equipment.
With the continued growth of defense production,
Congress, in 1940, authorized the Army and Navy to 
make advance payments on contracts placed. At the 
same time Congress authorized the Reconstruction 
Finance Corporation to make defense loans and also 
authorized creation of the Defense Plant Corporation 
and initiated the Emergency Plant Facilities Contract. 
Both of the latter were created to provide funds for 
the erection and equipping of war production plants.
On December 7, 1941, Japan struck at Pearl Harbor 
and we were in the war. Just eleven days later Con­
gress passed the First War Powers Act. Overnight in­
dustry turned away from peacetime production and 
became the world’s greatest producer of war materials. 
Instead of automobiles, we made tanks, jeeps, artillery 
weapons, and airplane parts; instead of pleasure craft 
and luxury liners, there were launched PT boats, sub­
marines, landing craft, transports, battleships, and 
aircraft carriers; instead of gleaming passenger planes 
and tiny pleasure planes, our airports received camou­
flaged bombers, fighters, and air military transports; 
instead of washing machines and vacuum cleaners,— 
shells, bullets, guns, and airplane turrets; and so it 
went down the line, industry by industry.
Some manufacturers obviously needed help in fi­
nancing sales of an unprecedented volume. Under 
authority granted by the First War Powers Act, many 
government agencies were authorized to grant advance 
and partial payments, and the Army, Navy, and Mari­
time Commission were authorized to guarantee loans 
made by financial institutions to manufacturers need­
ing working capital for war production.
At the outset, large national manufacturing corpo­
rations carried the burden of war production. Small 
business as a general rule did not have the plant 
facilities or access to credit in many instances sufficient 
to finance war contracts requiring facilities and in­
ventories of work in process out of all proportion to 
their normal operations. Congress in June 1942 
authorized formation of the Smaller War Plants Cor­
poration.
With the curtailment of civilian production and 
the gradual liquidation of merchandise inventories
and trade accounts receivable early in 1942, a large 
number of industrial corporations accumulated suf­
ficient cash resources to finance a volume of war pro­
duction equal to perhaps twice the annual normal 
sales volume. This situation was enhanced with the 
increasing efficiency in the time required for reim­
bursements by governmental agencies, especially pay­
ments under CPFF contracts. Thereafter, as the vol­
ume of production and sales was expanded by many 
contractors to five or ten times the normal volume, 
substantial profits were accumulated subject to the 
liability for federal income and excess profits taxes 
and renegotiation refunds. Pending the payment of 
such accrued liabilities for income taxes and renego­
tiation refunds, deferred for a period averaging about 
one year, war production contractors were able to 
utilize such funds for financing of war production 
inventories and receivables. In fact, several billions in 
dollars were thus provided to contractors which rep­
resented the major source of necessary working capital 
for a large number of corporations.
It was most practical and convenient for some cor­
porations to obtain large amounts of additional work­
ing capital needed for financing war production by 
utilizing current bank credit lines or negotiating a 
term bank loan. Many corporations issued additional 
preferred stock or common stock and, in numerous 
instances, bonds were sold to augment the cash re­
sources needed to finance the expansion into full-scale 
war production.
Upon the invasion of France by the Allies in June, 
1944, the government and business began to count the 
days until the European phase of the war would be 
ended. They also started to think of reconversion 
and of cancellation of war production contracts. 
Estimates were rampant as to the percentage of con­
tracts that would be canceled upon the surrender of 
Germany. If a manufacturer should receive outright 
cancellation of 40 percent of all war production con­
tracts, the contractor would obviously have a substan­
tial investment in related inventory and receivables 
for which he might not receive a cash reimbursement 
for some time. During such a period, the manufacturer 
would need to convert any released facilities to peace­
time production. Some means had to be found to 
finance termination claims. Fortunately, the borrow­
ing formula in quite a large number of Regulation V 
Credit Agreements permitted the manufacturer to 
include claims under canceled contracts in comput­
ing the borrowings available under such bank credits.
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This practice was standardized by the VT type of 
bank credit, authorized in 1943. The Contract Settle­
ment Act of 1944 authorized the T bank credit for 
the purpose of financing canceled-contracts only, and 
also provided for advance and partial payments by 
governmental agencies against termination claims.
Many of the manufacturers of war products have 
necessarily turned to the United States Government 
for both direct and indirect cooperation in financing 
plant facilities and war production contracts. Such 
governmental activity in the financing of industrial 
corporations engaged in war production may be classi­
fied into five separate methods or plans, as follows:
1. Advance and Partial Payments.
2. Smaller War Plants Corporation.
3. Bank Loans under Regulation V, VT, and T 
Contracts.
4. War Financing by Reconstruction Finance Cor­
poration.
5. Emergency Plant Facilities Contracts.
These governmental methods of making available 
adequate working capital to contractors have neces­
sarily involved rather exacting legal and accounting 
requirements. However, wartime financing has been 
adequate and readily available for war plant facilities 
and production under war production contracts. In 
fact, it is fair to state that the majority of contractors 
have been concerned only as to the selection of the 
source of additional funds and the available terms 
thereof most applicable to the particular circumstances 
of the borrower. The following paragraphs outline 
pertinent data for each type of direct and indirect 
governmental financing* of war production contracts 
and war plant facilities.
Advance and Partial Payments
There have been two methods by which a war pro­
duction contractor may obtain money from the gov­
ernment before the final completion of a contract. 
The first method is partial or progress payments, by 
which the contractor receives payments on account 
from the government as certain specified portions of 
the work are completed. The schedule under which 
the amount and the time partial or progress payments 
are available to the contractor is dependent upon the 
type of items being produced, and such payment 
terms are specifically provided for in each contract. 
The other method is advance payments, which pro­
vides direct cash advances from the government on 
war contracts without relation to progress of actual 
production.
There are two recent statutes which permit the 
Army and Navy to grant advance payments on war 
contracts. Advance payments to contractors by the 
Navy Department are provided for in Section 1 of 
the Act of June 28, 1940, and the law pertaining there­
to is quoted as follows:
“That whenever in the opinion of the President of 
the United States such course would be in the best 
interest of National Defense during the national 
emergency declared by the President on September 8, 
1939, to exist, the Secretary of the Navy, or the Secre­
tary of the Treasury in the case of Coast Guard con­
tracts, is authorized to advance, from appropriations 
available therefor, payments to contractors in amounts 
not exceeding 30 per cent of the contract price, upon 
such terms as such Secretary shall prescribe, and ade­
quate security for the protection of the government 
for the payments so made shall be required. The 
Secretary concerned is further authorized in his dis­
cretion to make partial payments on the balance of 
the contract price from time to time during the 
progress of the work, such partial payments not to ex­
ceed the value of the work already done, but to be 
subject to a lien as provided by the Act of August 22, 
1911, entitled ‘An Act authorizing the Secretary of 
the Navy to make partial payments for work already 
done under public contracts.’ ”
Advances on Army contracts are provided for in the 
Act of July 2, 1940, as amended by the Act of Septem­
ber 9, 1940. The law pertaining to Army advances 
reads as follows:
“Whenever, prior to July 1, 1942, the Secretary of 
War deems it necessary in the interest of the National 
Defense, he is authorized, from appropriations avail­
able therefor, to advance payments to contractors 
with the War Department in amounts not exceeding 
thirty per centum of the contract price. Such advances 
shall be made upon such terms and conditions and 
with such adequate security as the Secretary of War 
shall prescribe.”
The First War Powers Act, approved December 18, 
1941, gives the President authority to authorize any 
governmental agency exercising functions in connec­
tion with the war effort to enter into contracts and 
modify contracts heretofore or hereafter made, and to 
make advance, progress, and other payments thereon 
without regard to any existing law relating to the 
making, performance, amendment, or modification of 
contracts whenever he deems such action would facili­
tate the prosecution of the war. Under this provision 
the President may authorize agencies (1) to enter into 
contracts without competitive bidding; (2) to enter into 
contracts without performance bonds; (3) to amend 
or modify contracts; and (4) to make progress pay­
ments on contracts. Under this authority the Presi­
dent of the United States has, from time to time, 
issued Executive Orders authorizing the Army, Navy, 
and Maritime Commission to make partial and prog­
ress payments as well as advance payments.
There is no uniformity in the wording of war 
production contract provisions relating to progress 
payments and advance payments. Both progress pay­
ments and advance payments have provided a major 
source of financing war production contracts, and 
the wide variations in terms have been necessary to 
meet the existing conditions and circumstances. Sev­
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eral examples of actual contract provisions for partial 
or progress payments are quoted as follows:
(1) Unless otherwise provided in the specifications, 
partial payments will be made as the work progresses 
at the end of each fifteen days or as soon thereafter 
as practicable, on estimates made and approved by 
the contracting officer.
(2) Seventy-five per cent of the contract price will 
be paid after provisional acceptance of each howitzer; 
balance, after final acceptance. Full payment will be 
made for extra parts upon delivery and acceptance 
thereof.
(3) Unless otherwise provided in the specifications, 
partial payments will be made as the work progresses 
at the end of each calendar month, or as soon there­
after as practicable, on estimates made and approved 
by the contracting officer. In making such partial pay­
ments there shall be retained 10 per cent on the esti­
mated amount until final completion and acceptance 
of all work covered by the contract. All material and 
work covered by partial payments shall thereupon be­
come the sole property of the government. Upon 
completion and acceptance of all work required here­
under, the amount due the contractor under this con­
tract will be paid upon the presentation of a properly 
executed and duly certified voucher therefor.
With respect to contract provisions for advance 
payments, the services have utilized many variations 
to facilitate immediate and continuous financing of 
essential war production. The following actual con­
tract provisions illustrate the methods used in defining 
the basis for such advance payments:
(1) The government agrees to advance to the con­
tractor the sum of $____________without interest as
soon as practicable after the signing of this contract 
and approval by the Assistant Secretary of War.
The contractor agrees to liquidate the full amount 
of the advance payment here authorized as follows:
Deduction of___ % from any and all payments made
by the government under the terms of this contract 
until the advance payment is liquidated.
(2) At any time, and from time to time, after the
approval of this contract, at the request of the con­
tractor and subject to the approval of the Chief of 
Ordnance, as to the necessity therefor, the govern­
ment shall advance to the contractor without payment 
of interest therefor by the contractor, sums not to 
exceed $____________.
(3) At any time, and from time to time, after the
approval of this contract, at the request of the con­
tractor and subject to the approval of the Chief of 
Ordnance, as to the necessity therefor, the government 
shall advance to the contractor, without payment of 
interest therefor by the contractor, sums not to ex­
ceed $____________, or 30 per cent of the contract
price as it may be amended, whichever shall be the 
smaller. The contractor agrees to liquidate the full 
amount of the advance payment here authorized as 
follows: Deduction of 15 per cent from any and all 
payments made by the government under the terms 
of this contract until the advance payment is fully 
liquidated.
Advance or partial payments on account of claims 
under canceled war production contracts are pro­
vided for in Sec. 9 of the Contract Settlement Act of 
1944, as quoted below:
“Sec. 9. (a) Any contracting agency may make ad­
vance or partial payments to any war contractor on 
account of any termination claim or claims, and may 
authorize, approve, or ratify any such advance or par­
tial payments by any war contractor to his subcon­
tractors, upon such conditions as it deems necessary 
to insure compliance with the provisions of subsection
(b) of this section. Each contracting agency shall 
make final payments from time to time on partial 
settlements or on settlements fixing a minimum 
amount due before complete settlements, or as tentative 
payments before any settlement of the claim or claims.
“(b) Where any such advance or partial payment is 
made to any war contractor by any contracting agency 
or by another war contractor under this section, ex­
cept a final payment on a partial settlement, any 
amount in excess of the amount finally determined 
to be due on the termination claim shall be treated 
as a loan from the government to the war contractor 
receiving it, and shall be payable upon demand to­
gether with a penalty computed at the rate of 6 per 
centum per annum, for the period from the date such 
excess advance or partial payment is received to the 
date on which such excess is repaid or extinguished. 
Where the advance or partial payment was made by a 
war contractor and authorized, approved, or ratified 
by any contracting agency, the war contractor making 
it shall not be liable for any such excess payment in 
the absence of fraud on his part and shall receive pay­
ment or credit from the government for the amount 
of such excess payment.”
In the early drafts of the bill there was a provision 
for the minimum advance or loan of at least 90 per 
cent of termination claims, without regard to indi­
vidual circumstance. This was abandoned in the 
statute as finally adopted and the amount of the 
financing as well as its terms is to be determined by 
the contracting agency in each individual case, sub­
ject to general rules made by the Director. Since it is 
obvious that the amount will necessarily depend to a 
great extent on the contractor’s estimate of his claims, 
there is a penalty provision for overestimation, 
whether or not in good faith. The penalty is 6 per 
cent of the amount of the overestatement, but there is 
a provision that it may be suspended or modified by 
the Director where in his opinion its imposition would 
be inequitable. The penalty is to be preferred over 
all other debts of the contractor, and the same pref­
erence applies to any advance payments or any other 
type of financing which constitutes a debt due to the 
United States. (This question of preference is of 
course vitally important, but it. cannot be thoroughly 
considered in the abstract. However, it is significant 
that the preference, hertofore existing only by virtue 
of a very old and rather obscure statute, is revived by 
specific mention in this new law.)
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Smaller War Plants Corporation
Smaller War Plants Corporation was created by an 
Act of Congress, approved June 11, 1942, for a term 
expiring July 1, 1945, with an authorized capital of 
$150,000,000. Legislation is anticipated to extend 
the life of the Corporation. The Corporation was 
organized to aid small business concerns in the effi­
cient production of articles, equipment, supplies, and 
material for both war and essential civilian purposes. 
The Corporation is authorized to assist in the procure­
ment of prime and subcontracts, lease machinery, lend 
money, aid in the disposal of surplus materials, and 
equipment to small business, and assist in the solu­
tion of technical and financial problems. The Cor­
poration also particpates in the settlement of claims 
of small prime and subcontractors arising from the 
termination of war contracts.
. On December 8, 1944, the President signed a bill 
authorizing an increase in capital from $150,000,000 
to $350,000,000. The increase was suggested as the 
original $150,000,000 was practically exhausted and 
the increased applications for financial assistance 
placed the Corporation in a position where more 
funds were needed.
Early in the war, when it was necessary to rush the 
production of war materials, most contracts for war 
materials were placed with a relatively small number 
of big companies. These large concerns were encour­
aged to expand their facilities and they were given 
priority for scarce raw materials, with little consider­
ation being given to the plant capacity of small fac­
tories. This soon led to the curtailment of civilian 
production, particularly in the durable and semi- 
durable goods industries, and the closing of thousands 
of small plants.
It is estimated that there are some 165,000 small 
independent producers with 500 employees or less 
scattered throughout the United States. In an effort 
to help meet the problems confronting these concerns 
and to mobilize them for war and essential civilian 
production, Congress created the Smaller War Plants 
Corporation.
Obviously, one of the more important activities of 
the Corporation was to procure for the small plants, 
participation in both prime and subcontracts. The 
Corporation devised a plan for distributing contracts 
to small business and from November 1942 through 
November 1944, a total of 33,488 prime contracts, 
valued at $3,104,500,000 were awarded to small plants 
and in the same period 33,889 subcontracts, totaling 
$701,300,000 were similarly awarded. With these con­
tracts went the necessary priorities which enabled the 
small plant operator to obtain the required raw mate­
rials. The small companies who proved themselves 
have continued to receive additional contracts without 
the aid of SWPC. .
In addition to the aid extended to small business 
in the procurement of war contracts, the Corporation
was organized to give financial assistance to the 
smaller plants, whether or not they procured their 
contracts with or without the aid of the Corporation. 
Up to September 30, 1944, 4,692 applications with a 
value of $342,400,000 were filed by representatives of 
small businesses and of these 2,664 with a value of 
$188,900,000 were approved. The approved applica­
tions may be classified as follows: 1,891 loans with a 
value of $168,800,000 and 773 leases with a value of 
$20,100,000. Of the $168,800,000 in approved loans, 
$32,100,000 were subsequently canceled or otherwise 
eliminated, leaving a net amount of $136,700,000 in 
loans authorized. Obviously, the financing activities 
of the Smaller War Plants Corporation have been of 
relatively little importance, as illustrated by the fact 
that actual outstanding loans receivable as at June 30, 
1944, amounted to about $22,000,000. Furthermore, 
machinery and equipment on hand and under lease 
to small manufacturers at that date approximated only 
$9,000,000. It must be assumed that the effectiveness 
of the SWPC during the war period has largely re­
lated to distribution and direct allocation of war 
production contracts to small businesses.
The Corporation offers several different types of 
loans, each of which is briefly described below:
(a) Immediate participation in a bank loan. Under 
this plan, Smaller War Plants Corporation purchases 
a percentage of a loan negotiated and serviced by a 
bank.
(b) Immediate participation by bank in loan ar­
ranged by Smaller War Plants Corporation. Thus, 
the Corporation sells to a bank a participation in a 
loan made and serviced by Smaller War Plants Cor­
poration.
(c) Deferred participation loan. This type of loan 
is made and serviced by the bank and Smaller War 
Plants Corporation agrees to purchase at a later date, 
if requested, a certain percentage of the unpaid 
amount of the loan. Loans by banks under this meth­
od are limited to $250,000 where the bank retains a 
direct participation of 10 per cent or more and to 
$100,000 where the bank participation is less than 
10 per cent. The bank is allowed to charge interest 
up to 6 per cent on the portion of the loan carried at 
its own risk, but is limited to 4 per cent on the bal­
ances carried under a deferred participation. The 
bank must pay to SWPC a graduated fee of one-half 
of one per cent a year, depending on the percentage 
of the bank’s participation.
(d) Repurchase bank loan. In the case of very small 
firms and in many cases financially weak firms, the 
Corporation agrees with the bank to repurchase the 
entire loan at the bank’s request, but such repurchase 
agreements are available only on loans of less than 
$25,000. Under this plan the bank makes and services 
the loan and advises the Defense Plant Corporation 
as Agent for SWPC of disbursements and collections 
of principal and interest. Interest on this type of loan 
is calculated at the rate of 4 per cent per annum. At 
the end of each quarter the bank remits to Defense 
Plant Corporation as Agent a fee equal to 1/12 of 1 per
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cent per month on the average outstanding balance 
due on the loan.
(e) Direct loans may be made by Smaller War 
Plants Corporation to a small business concern with­
out any other lending agent or banking institution 
participating.
Terms regarding the basis of repayments on the 
various types of loans and the collateral required are 
as follows:
(a) Loans for acquisition of facilities:
Repayments—One to five years, scheduled to fit
borrowers’ ability to repay. These loans can 
only be repaid from earnings and deprecia­
tion charges annually.
Collateral security—Liens on buildings, machin­
ery, and other facilities.
(b) Loans for working capital:
Repayment of loans scheduled to assure retention 
by borrower of adequate funds for continued 
operation. Additional contingent payments 
are usually required amounting in some cases 
to 25 per cent to 50 per cent of abnormal net 
earnings (after taxes) in comparison with re­
sults of prior years to previous years.
Collateral security—Liens on real estate, machin­
ery, warehouse receipts, inventories, assign­
ment of receivables.
(c) Production loans: (Partial advances are made as
needed)
Repayment—Based on collection of invoices cov­
ering shipments.
Security—Assignment of the contract, and in some 
instances liens on real estate, plant equip­
ment, and inventories.
In connection with production loans the Corpora­
tion, on August 10, 1944, incorporated the benefit 
accruing to the borrower with a Regulation V type 
loan; that is, protection against termination by sus­
pension of maturity of loan. Principal and interest 
of loans secured by contracts, which are terminated 
for the convenience of the government, will be sus­
pended until the contractor’s termination claims are 
paid and the interest rate will be reduced to 2½ per 
cent, to coincide with the rate paid by each contract­
ing agency under the Contract Settlement Act. In 
event of a partial termination, suspension will apply 
to a proportionate part of a loan. The policy applies 
to all production loans made by SWPC regardless of 
the date.
In some cases, the small concern may need certain 
machinery or buildings in order to economically and 
efficiently meet requirements for production under 
war contracts. Smaller War Plants Corporation, 
where the condition warrants, will provide and lease 
the facilities to the manufacturer. The rental charges 
are usually slightly in excess of the normal rate of 
depreciation on the equipment or property. As pre­
viously mentioned, the volume of transactions involv­
ing acquisition of facilities for lease to contractors 
has been immaterial.
Section 6 of the Act establishing the SWPC provides 
that any loans or advances, acquisition of materials, 
purchase or lease of war production facilities acquired 
by the Corporation shall be transferred to the Defense 
Plant Corporation, subsidiary of the Reconstruction 
Finance Corporation, for administration and liquida­
tion. It is provided that the Defense Plant Corpora­
tion shall service and administer such loan, advance, 
or property, as the agent of the Smaller War Plants 
Corporation, remitting to the SWPC any interest, 
principal, or other proceeds or collections, after de­
ducting its actual expense and service administration.
Bank Loans Under Regulation V, VT and T 
Credits
Executive Order No. 9112, issued by the President 
of the United States on March 26, 1942, under author­
ity vested in him by the First War Powers Act, 1941, 
established legal authority for Regulation V and VT 
Loans, to wit:
“The War Department, Navy Department and 
Maritime Commission are hereby respectively author­
ized, without regard to the provisions of law relating 
to the making, performance, amendment or modifica­
tion of contracts, (a) to enter into contracts with any 
Federal Reserve Bank, the Reconstruction Finance 
Corporation, or with any other financing institution 
guaranteeing such Reserve Bank, Reconstruction 
Finance Corporation, or other financing institution 
against loss of principal or interest on loans, discounts 
or advances, or on commitments in connection there­
with, which may be made by such Reserve Bank, Re­
construction Finance Corporation, or other financing 
institution for the purpose of financing any con­
tractor, sub-contractor or others engaged in any busi­
ness or operation which is deemed by the War Depart­
ment, Navy Department or Maritime Commission to 
be necessary, appropriate or convenient for the prose­
cution of the war, and to pay out funds in accordance 
with the terms of any such contract so entered into: 
and (b) to enter into contracts to make, or to par­
ticipate with, any Federal Reserve Bank, the Re­
construction Finance Corporation, or other financing 
institution in making loans, discounts or advances, or 
commitments in connection therewith, for the pur­
pose of financing any contractor, sub-contractor or 
others engaged in any business or operation which is 
deemed by the War Department, Navy Department or 
Maritime Commission to be necessary, appropriate 
or convenient for the prosecution of the war, and to 
pay out funds in accordance with the terms of any 
such contract so entered into.”
Upon issuance of the Executive Order the White 
House issued a statement which contained the fol­
lowing:
“These guarantees will not be made under peace­
time credit rules. . . . Peacetime restrictions on credits 
cannot hold up production of war supplies needed by 
the armed forces.”
The Secretary of War, Secretary of Navy, Chairman
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of the Maritime Commission, and the Board of Gov­
ernors of the Federal Reserve System immediately 
proceeded to create the necessary organizations and on 
April 6, 1942, the latter issued Regulation V, which 
covers the functions of the Federal Reserve Banks as 
Agents of the guaranteeing services. Under date of 
May 15, 1942, a standard form of Guarantee Agree­
ment was adopted by the services.
On September 1, 1943, the Federal Reserve Banks, 
pursuant to Executive Order No. 9112 and with the 
approval of the services, issued Circular No. 2681, 
which outlined a broadened program providing for 
loans not only for working capital needed for pro­
duction of war materials, but also to finance termina­
tion claims brought about by the cancellation of war 
production contracts. Loans pursuant thereto are des­
ignated as “VT” loans.
The Contract Settlement Act of 1944, which be­
came law on July 21, 1944, provides among other 
things for the interim financing of termination claims 
of contractors and authorizes all of the government 
contracting agencies (instead of the armed services 
and the Maritime Commission only) to guarantee 
loans for this purpose. Here again the Federal Re­
serve Banks are authorized to act as the fiscal agents 
of the contracting agencies. On September 12, 1944, 
the Federal Reserve Banks issued Circular No. 2837 
outlining the salient features of this type of financing, 
under which contractors may borrow only against 
claims under canceled contracts. As a means of de­
scription, such loans are referred to as “T” loans.
On September 15, 1944, the services adopted the 
new standard form of V guarantee agreement, de­
scribed in a circular issued by the Federal Reserve 
Bank of New York as follows:
“Generally the Guarantee Agreement is to be used 
only in cases where a borrower is engaged in war pro­
duction and has a present need for funds to finance 
such war production. The Borrower may obtain 
termination protection to the extent that the Financ­
ing Institution agrees to permit borrowings against 
canceled war production contracts. If a Borrower 
shows the need of borrowings for production purposes 
as well as for releasing working capital on terminated 
contracts or on the terminated portions of contracts, 
the borrowings will ordinarily be limited only by the 
loan formula and the maximum amount of the credit. 
Where a Borrower shows no need for borrowing for 
production purposes other than to purchase tax notes, 
V-Loan financing will not generally be made available.
“There is no provision in the revised form for sus­
pension of maturity upon cancellation of war con­
tracts. However, if, at the maturity of a loan, settle­
ment of terminated contracts has not been completed, 
application for a T-Loan Guarantee Agreement may 
be made for interim financing for the remainder of 
the settlement period.”
Borrowings under Regulation V, VT, and T credits 
are ordinarily obtained from banks pursuant to the
terms and conditions of a credit agreement. The pro­
visions of the credit agreement as agreed upon be­
tween the borrower and the financing institution are 
subject to approval by the guarantor. The guarantor 
is the government contracting agency issuing the 
major portion of the borrower’s war production con­
tracts. Upon approval of the risk and the credit 
agreement the Federal Reserve Bank, as agent for the 
guarantor, issues a standard form of guarantee agree­
ment to the financing institution applying to the par­
ticular credit agreement. As stated above, the original 
standard form of Regulation V guarantee agreement 
was issued under date of May 15, 1942. A revised form 
was released as of April 6, 1943, and modifications to 
adapt it to a VT credit were announced in conjunc­
tion with the adoption of a VT program in September 
1943. Finally, under date of September 15, 1944, an 
entirely revised and simplified form of guarantee 
agreement, applicable to Regulation V credits, was 
released. None of these forms operated retroactively, 
and therefore guarantee agreements of all the various 
types are now outstanding. However, the 1944 form 
is now the only one available for new or extended 
credits. The T Loan guarantee agreement, which 
differs in form though not in substance from the 1944 
V-Loan form, was issued as of September 1, 1944.
Volume of Financing Under Regulation V, VT and 
T Credits
The importance of this kind of financing in con­
nection with war production is indicated by the fol­
lowing data as published in the Federal Reserve 
Bulletin of February, 1945:
Additional
Amount
Guaranteed Loans Available to
Outstanding
A
Borrowers
under------------------
Amount Portion Existing
Date of Loans Guaranteed Credits
6/30/42 $ 81,108,000 $ 69,674,000 $ 137,888,000
12/31/42 803,720,000 632,474,000 1,430,121,000
12/31/43 1,914,040,000 1,601,518,000 3,146,286,000
7/31/44 2,083,435,000 1,765,841,000 3,904,215,000
12/30/44 1,735,970,000 1,482,038,000 4,453,586,000
It may be assumed that the foregoing figures relate 
largely to Regulation V and VT credits, inasmuch as 
the volume of T credits established during the period 
from September 12, 1944, to January 1945 was prob­
ably small in amount. It should be mentioned that 
Regulation V and VT credits have been established 
for a number of large national companies and also for 
numerous small businesses in need of substantial 
working capital. The amount of such credits has been 
entirely disproportionate to the net worth in many 
cases.
It is understandable that many corporations have 
recognized the advantages of the broader VT credit,
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under which adequate bank credit is available both 
for large volume production during hostilities as well 
as to finance claims under canceled contracts at the 
end of the war. In most instances, it has been possible 
to estimate that claims under canceled contracts after 
production is curtailed would greatly exceed the ac­
tual borrowing requirements of the contractor during 
the period of peak production. Obviously, the manu­
facturer will not be faced with lack of cash resources 
for immediate reconversion to civilian production if 
a VT credit is in force to provide bank loans approxi­
mately equal to the aggregate claims under canceled 
contracts.
Credit Agreements—Regulation V-VT Loans
Since the original purpose of Regulation V loans 
was to provide financing for war production, the 
credit agreement is usually negotiated on a basis con­
sistent with the requirements of the contractor for 
the fulfilment of his war production contracts. Al­
though the scope and provisions of a VT credit agree­
ment are quite similar, the determination of the ag­
gregate amount of the VT credit goes beyond the 
requirements of the contractor for the actual produc­
tion under war contracts and includes estimated re­
quirements to finance termination claims under can­
celed contracts.
The amount of credit to be made available, the ma­
turity of notes, the expiration date of the credit, 
interest rate, and commitment fee are some of the 
more important terms of the credit agreement. The 
credit agreement sets forth other terms, provisions and 
obligations between the borrower and the lender. 
There are many covenants required of the borrower 
in most credit agreements, and it is essential that the 
borrower adhere to them strictly. A brief summary of 
usual major provisions are set forth below:
Representations. There are usually included 
representations by the borrower of certain under­
lying facts which have influenced the bank to make its 
commitment. These ordinarily include a representa­
tion as to the correctness of the borrower’s financial 
condition, as evidenced by financial statements, and 
a statement with respect to liens, if any, on its prop­
erty.
Conditions to borrowings. The credit agreement 
generally provides that loans shall be made only upon 
advance notice (three to five days is usual) and upon 
the delivery of a certificate to the effect that the bor­
rower is not in default under any of the provisions of 
the credit agreement. Another common condition is 
that the guarantee agreement shall be in full force 
and effect and that the guarantor shall have per­
formed all of its obligations to the bank.
Affirmative covenants. It is customary to specify 
undertakings by the borrower to insure its properties, 
to pay its taxes, and to furnish the bank with financial
statements and other information requested. Occa­
sionally a covenant is included to apply the proceeds 
of loans to specified purposes, generally the perform­
ance of war production contracts. Invariably there is 
a covenant to assign claims under war production con­
tracts as security, either at the outset or upon the re­
quest to do so by the bank or the guarantor. This pro­
vision is insisted on by the guarantor even if not re­
quired by the bank.
Negative covenants. These vary greatly, depend­
ing on credit considerations and other special circum­
stances. However, it is usual to include covenants 
against (1) permitting net current assets to fall below 
a stated sum, (2) declaring dividends in excess of a 
stated amount, (3) merger or consolidation, and (4) the 
continuance of or the incurring of liens. Usually there 
is a covenant prohibiting to some extent the borrow­
ing of money outside the credit, but it takes many 
forms, sometimes permitting advances on war pro­
duction contracts from the government only, and 
sometimes any other debt for money borrowed not in 
excess of a stated amount. Furthermore, nearly all 
credit agreements include a covenant that the bor­
rower will restrict the amount of the outstanding 
loans to a figure arrived at by a “borrowing formula,” 
discussed in detail below.
Default provisions. All credit agreements provide 
that upon the occurrence of certain specified events of 
default, the credit terminates and all outstanding 
notes become due, either immediately or at the option 
of the bank or the guarantor. The events usually in­
cluded are default in any payment on the notes, false 
representation, breach of any warranty or covenant, 
the borrower’s insolvency or bankruptcy. Sometimes a 
default under or the possible invalidity of the guar­
antee agreement is also included.
Borrowing Formula
Some further explanation is necessary with respect 
to the usual covenant by the borrower not to permit 
notes issued under the credit at any time to be out­
standing in an aggregate principal amount in excess 
of certain defined items as set forth in the “borrowing 
formula.” With exception of many of the early Regu­
lation V credits, the restriction on borrowings as de­
fined in the borrowing formula has been proportion­
ate to the actual investment of the borrower in war 
production contracts. A typical limitation on borrow­
ings is provided in the following “borrowing for­
mula”:
“The Company will not, without consent of the 
Bank and the Guarantor, permit Notes at any one 
time to be outstanding in an aggregate principal 
amount in excess of the sum of
“ (a) 95% of the face amount of all good and col­
lectible accounts receivable then outstanding and re­
sulting from deliveries or services rendered under War 
Production Contracts of the company which are then
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either in full force and effect or are Cancelled Con­
tracts; plus
“ (b) 90% of the cost of all inventory (including raw 
materials, manufacturing supplies, work in process 
and finished goods) then on hand or contracted and 
paid for but undelivered, which was acquired or pro­
duced in connection with War Production Contracts 
then in full force and effect; plus
“ (c) 85% of the aggregate net amount of the Com­
pany’s investment in inventory and work in process 
under Cancelled Contracts for which the Company 
will be entitled to reimbursement under such Can­
celled Contracts, as certified to the Bank by the Com­
pany; plus
“(d) 75% prior to approval by the contracting of­
ficer and 90% after approval by the contracting offi­
cer of the aggregate amount reimbursable to the Com­
pany on account of expenditures in connection with 
the settlement of cancelled commitments to suppliers 
and sub-contractors already made or to be made 
within 30 days.”
In the event the agreement permits the borrower 
to accept progress or advance payments, the formula 
would provide for their deduction from the sum of 
these items.
Although the above formula is typical of those in­
cluded in Regulation V and VT credit agreements, 
the Contract Settlement Act of 1944 and the related 
rules and regulations of the contracting agencies of 
the government make available new ways and means 
in the settlement of claims under war production con­
tracts. The question has been raised as to whether this 
typical formula permits the inclusion, among others, 
of the following claims arising from settlements on 
termination inventories:
(1) Inventory which the borrower has retained, pur­
suant to due authorization, at an agreed value, 
to the extent of the excess of unreimbursed cost 
over agreed value.
(2) Inventory sold by the borrower, pursuant to due 
authorization, at an agreed price, to the extent of 
the excess of unreimbursed cost over agreed price.
(3) Inventory which the borrower does not retain or 
dispose of, and which is stored or removed pur­
suant to the provisions of Section 12 (c) or (d) 
of the Contract Settlement Act of 1944, to the 
extent of unreimbursed cost.
It is conceivable that at least the last two items 
might not be included in the formula by interpreta­
tion and in some cases recently the credit agreement 
formula has been amended so as to permit the bor­
rower to take full advantage of all modes of settle­
ments now permitted without limiting the ability of 
the contractor to borrow.
Contract Termination Loans—T Loans
Interim financing for contractors during the settle­
ment period is provided for under Sections 8, 9, and 
10 of the Contract Settlement Act. In this respect the
Act is an original grant of power, and does not de­
pend upon or have any direct connection with 
Executive Order No. 9112 (authorizing Regulation 
V and VT loans) or any earlier statute relating to ad­
vance payments or loans. The types of financing au­
thorized are advance or partial payments, either final 
or contingent (Sec. 9), direct loans, (Sec. 10(2)), and 
guarantees of or commitments in connection with 
loans by public or private financing institutions (Sec. 
10 (1)). The language of Sec. 10 is very similar to that 
of executive Order No. 9112, and in effect clearly 
covers Guarantee Agreements of the same sort as those 
covering the earlier Regulation V and VT Credits.
The authority so granted under the Contract Set­
tlement Act is broader than that conferred by Execu­
tive Order No. 9112 in two respects, but narrower in 
another. It is broader in that advance and partial pay­
ments are provided for as well as guarantees and 
loans, and also in the fact that the agencies which are 
empowered to issue guarantees and otherwise to par­
ticipate in financing include all contracting agencies, 
and not merely the War Department, the Navy De­
partment and the Maritime Commission. On the 
other hand, the Act is more restrictive than the Ex­
ecutive Order in that all of the authorized purposes 
of such financing are directly tied to contract termi­
nation claims. Thus under Sec. 9, advance or partial 
payments may be made only “on account of any ter­
mination claim or claims,” and the loans and guaran­
tees of loans authorized by Sec. 10 must be in con­
nection with the termination claims under war pro­
duction contracts.
The Act lays down certain broad principles to gov­
ern interim financing, and leaves the actual methods 
and procedure to the Director of Contract Settlement 
and the contracting agencies. Among other things, the 
Director is to prescribe the terms and conditions un­
der which financing shall be made available, includ­
ing the use of standard forms, the types of cases in 
which financing shall be refused, and such methods of 
supervision and control of the financing as the Direc­
tor deems necessary.
Insofar as the contractor is concerned, the pro­
cedure followed in obtaining a T loan is the same as 
that for establishing a Regulation V or VT credit. 
The services suggest that contractors who are contem­
plating a T credit make the necessary arrangements 
before they have actual need of the loan so as to alle­
viate any delay under this plan in the prompt financ­
ing of their terminated contracts.
All T loans must be extended under a credit agree­
ment between the contractor and a bank or financing 
institution. A standard form of T loan agreement has 
been adopted by the services, and this form, with ap­
propriate modifications, is adaptable to a straight loan 
or a revolving credit, a firm or non-firm commitment, 
a single or multi-bank credit agreement. Basically, it 
is very similar to the typical Regulation V and VT
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credit agreement previously summarized. In the case 
of a weak credit it is permissible to include additional 
provisions relating to the pledge of security, other 
than that called for in the standard form of agree­
ment. It is also recognized that special provisions will 
be required based upon the circumstances of the bor­
rower and procedure is provided for the incorpora­
tion of additional covenants and restrictions.
Borrowing under a T credit may be illustrated by 
studying the standard T loan borrowing formula cer­
tificate, as follows:
Pursuant to the loan agreement between the undersigned
and................. dated ..................... 194.., the undersigned
hereby certifies to the best of its knowledge and belief as 
follows:
1. (a) Principal amount of borrowings now out­
standing ....................................................$_________
(b) Principal amount of proposed borrow­
ing, less outstanding borrowings to be re­
funded .....................................................$________
Total  .......................................................$________
2. The following amounts have been calculated as of
.............. 194.. (not more than 30 days prior to the date
of this certificate) with respect to terminated war contracts 
listed on or added to Exhibit C, in accordance with ac­
cepted principles of accounting and without duplications:
(a) .. % of accounts receivable from govern­
mental agencies aggregating not less than
$ ... .............................................$_______
(b) ..% of accounts receivable from others ag­
gregating not less than $............. ............... $
(c)..% of reimbursable expenditures for in­
ventory, including only direct labor, costs 
of raw materials, purchased parts and sup­
plies, and manufacturing and administra­
tive overhead aggregating not less than 
$ .............. .......................... $ .
. (d)..% of reimbursable amounts for subcon­
tract settlements paid or to be paid con­
currently from any new borrowing for 
which this certificate is furnished aggre­
gating not less than $.................. ..............$
Total........................................................$
Less—
(aa) unliquidated advance payments, prog­
ress and partial payments, and any other off­
sets, and any amounts included in (a), (b), (c), 
or (d) above which have been disallowed by the
contracting agency............................................... $
Borrowing Base......................................... $
3. No amount is included in (a), (b), (c), or (d) above 
with respect to any item on which a termination claim can 
be based which exceeds the amount of such item in the 
borrower’s most recent termination claim, if any has been 
filed. There has been no change in the amount stated in 
paragraph 2 since the date therein specified which would 
materially decrease the borrowing base.
4. No event exists which constitutes, or which except for
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notice or lapse of time or both would constitute, a default 
specified in the loan agreement.
(Borrower)
Date: ........................................ . 194..
By.......................................................
(Name) (Title)
In addition to the loan formula certificate, the borrower 
is required to furnish schedule (c) listing “Terminated 
War Contracts” as follows:
The borrower certifies that, to the best of its knowledge 
and belief, the following are terminated war contracts as
defined in the loan agreement between.................................
and................................
Dated:
Contract Date of
Name of 
Other
...., 194..
Date of
Estimated
Amount of
or Order Contract Contracting Notice of Termination End Use
Number or Order Party Termination Claim of Product
(Borrower)
Dated:........................................ . 194..
By................................................
(Name) (Title)
Regulation V, VT and T Loan Guarantee Agreements
There are now outstanding three different forms of
Regulation V guarantee agreements, the original form 
of May 15, 1942, the revised form of April 6, 1943, and 
the current form of September 15, 1944, officially 
called the “1944-V loan guarantee agreement.”
The essential provisions of the guarantee agreement 
are an undertaking on the part of the guarantor to 
purchase, under certain conditions, a specified per­
centage of the outstanding loan, and a guarantee by 
the guarantor to sustain the same percentage of any 
losses. The percentage of guarantee depends on the 
borrower’s credit, and may range from 50 per cent 
upwards, although guarantees of 100 per cent have 
been very rare. In the great majority of cases, the 
guarantee percentage figure is between 80 per cent 
and 90 per cent. As a consideration for the guarantee, 
the lender pays the guarantor a guarantee fee of from 
10 per cent to 50 per cent, depending on the per­
centage of guarantee, of all interest received on the 
guaranteed portion of the loan. The guarantee agree­
ment also contains a number of administrative pro­
visions, including an undertaking on the part of the 
bank not to consent to any amendment to the credit 
agreement, or to call the loan due following a default, 
or to resort to legal proceedings, without the guaran­
tor’s consent. However, if the guarantor does not con­
sent to an acceleration of maturity for cause or to 
legal action, the guarantee percentage becomes 100 
per cent.
The two earlier forms contain provisions designed 
to protect both the bank and the borrower against the 
consequences of large-scale cancellations, for the con­
venience of the government, of the borrower’s war 
production contracts. In the case of the bank, this 
compensatory feature takes the form of an increase in 
the percentage of guarantee. In the case of the con­
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tractor, the protection afforded is a “suspension of 
maturity” and a “waiver of interest” on outstanding 
loans held by the lender. Both the increase in guar­
antee percentage and the suspension and waiver are 
measured by the proportion of the borrower’s con­
tracts which have been canceled. Thus, if one-half 
of the borrower’s contracts are canceled, the per­
centage of guarantee is increased by one-half of the 
former unguaranteed percentage, and the borrower 
is relieved from the obligation of paying either prin­
cipal or interest on a portion of the outstanding loan. 
During the suspension period interest up to 2½ per 
cent per annum is paid by the government, and no 
guarantee fees accrue on the suspended notes. This 
suspension and waiver continues until the borrower’s 
claims on the canceled contracts which have been the 
measure of suspension are paid or settled. Subsequent 
payment or settlement of claims, however, does not 
reduce the increased percentage of guarantee.
Though the basic principles of suspension of ma­
turity and waiver of interest are simple enough, it 
proved very difficult to draft standard provisions 
which would adequately cover the many questions of 
detail involved in making the necessary computa­
tions. The 1942 form of guarantee agreement ap­
proached the problem by taking as a basis a fraction, 
called the “ratio of (a) to (b),” of which the numera­
tor was the unperformed dollar amount of the can­
celed contracts and the denominator was the total 
dollar volume of all of the borrower’s contracts at the 
time of adjustment. To determine the amount of note 
suspension, the outstanding notes are multiplied by 
this fraction, and the result is the amount of the loan 
as to which suspension and waiver becomes operative. 
The same method is followed in computing the in­
crease in guarantee percentage, the “exposure” (the 
unguaranteed percentage) being multiplied by the 
fraction, and the result being added to the former 
guaranteed percentage. In neither case can there be 
any adjustment unless the ratio is one-quarter or 
more. These provisions were substantially revised in 
the 1943 form, and an “ (x) to (y) ” ratio substituted 
for the “ (a) to (b) ” fraction. However, the changes, 
while improvements from a mechanical standpoint, 
were not fundamental, and the 1943 form is little 
more than a streamlined version of the 1942 form.
The foregoing summary is necessarily of a general 
nature, and does not attempt to describe in any de­
tail the somewhat complicated procedure whereby an 
adjustment is requested, the ratio of (x) to (y) com­
puted and applied, and the amount of the suspended 
notes reduced as payments are made on canceled con­
tracts. These matters of detail and procedure can best 
be studied and followed by means of an examination 
of the actual provisions. The following is quoted from 
the 1943 form of guarantee agreement, and comprises 
the underlying definitions and the provisions covering 
the computation of the ratio and its application in
order to determine the amount of notes to be sus­
pended:
“ (1) A ‘war production contract’ shall mean any 
contract (other than a contract solely for the con­
struction or acquisition of facilities to be used by the 
borrower) made or order accepted by the borrower 
for the sale or furnishing by the borrower of ma­
terials, equipment, supplies, facilities, or services or 
for the processing or treatment by the borrower of 
materials, which (a) constitutes a prime contract with 
the War Department, Navy Department, or Maritime 
Commission or (b) constitutes a contract made or 
order accepted by the borrower to aid directly or in­
directly in the performance of any prime contract 
with any of said government agencies;
“ (2) A ‘canceled contract’ means (a) a war produc­
tion contract constituting a prime contract with the 
War Department, Navy Department, or Maritime 
Commission, or a part of such a war production con­
tract, which contract or part is hereafter canceled or 
terminated by any of said government agencies not by 
reason of fault of the borrower, or (b) any other war 
production contract or part of such war production 
contract, which contract or part is hereafter canceled, 
terminated or violated because of the cancellation or 
termination, in whole or in part, without fault of the 
prime contractor, of any prime contract by any of 
said government agencies (provided that the bor­
rower shall have been substantially observing the 
provisions of such war production contract) ;
“ (3) A ‘settled contract’ means a canceled contract
(a) with respect to which the borrower has released 
all claims or (b) with respect to which the borrower 
has received full payment in cash, or by offset, or 
otherwise, of such amounts as may be payable to it as 
the result of a final determination, by mutual agree­
ment of the parties to such contract or by final deci­
sion of a court of competent jurisdiction from which 
no appeal or request for review has been or can be 
taken, or otherwise, or (c) with respect to which one 
year (or such longer period as the guarantor, in its 
sole discretion, shall consider fair under the circum­
stances) has elapsed after the date of such a final de­
termination;
“ (4) A ‘canceled contract as to which no substan­
tial investment has been made’ is a canceled contract 
with respect to which the borrower’s total expendi­
tures and commitments to the date of cancellation 
are not certified by the borrower as being in excess 
of 5 per cent of the sum of (a) amounts which were 
due and which would have become due on such con­
tract if completely performed, in accordance with the 
provisions of the contract as they existed immediately 
prior to the date of cancellation and (b) all payments 
received on such contract prior to such date;
“ (5) An ‘uncanceled contract’ is a war production 
contract or part thereof which does not fall within the 
definition of a canceled contract in clause (2) above; 
and
“ (6) ‘Adjustment notice date’ means ... the date 
of receipt by the financing institution of a request 
for adjustment under paragraph (A) of Sec. 6 of this 
agreement.
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“The aggregate of all amounts which were due 
on the borrower’s canceled contracts, and which 
would have become due on such contracts if com­
pletely performed, in accordance with the provisions 
of such contracts as they existed immediately prior to 
the dates on which they were respectively canceled 
(but not including any amounts of any contracts 
which, on the adjustment notice date, are settled con­
tracts or canceled contracts as to which no substantial 
investment has been made), less any payments re­
ceived upon such contracts between the dates on 
which they were respectively canceled and the ad­
justment notice date, shall be called (x). The amount 
of (x) as thus determined plus the aggregate of 
all amounts due on all uncanceled contracts of the 
borrower and which are to become due on all such 
contracts when and if completely performed, accord­
ing to their provisions as they exist on the adjustment 
notice date, shall be called (y).”
* * * *
“The borrower, from time to time but not more fre­
quently than once every sixty (60) days, may request 
the financing institution in writing for an adjustment 
under this section, and the financing institution shall, 
within five (5) days after receiving such request, ad­
vise the Reserve Bank in writing of the receipt there­
of. In each such case, the ratio of (x) to (y) shall 
be determined by the financing institution in agree­
ment with the borrower and the Reserve Bank as of 
the adjustment notice date and effective as of such 
date the financing institution will waive interest and 
suspend maturity upon such portion of the then un­
paid principal amount of the obligation as is deter­
mined by multiplying such unpaid amount by such 
ratio and by deducting from the product any portion 
of the obligation upon which maturity is then in sus­
pense pursuant to any previous request from the bor­
rower; but in no event shall the amount of the obli­
gation with respect to which interest is waived or 
maturity suspended pursuant to an adjustment under 
this section as a result of a determination of the ratio 
of (x) to (y) exceed (1) the amount of (x) or (2) the 
amount of the borrower’s estimate of its claims on 
canceled contracts as of the adjustment notice date. 
No waiver of interest or suspension of maturity shall 
be made under this section if the ratio of (x) to (y), 
as determined by any such request of the borrower, is 
less than one-fourth.”
Experience with the practical workings of the note 
suspension provisions made it apparent that in many 
cases the complications and difficulties encountered 
were almost insuperable, even under the improved 
1943 form. Probably for this reason, the services took 
the opportunity, at the time of the adoption of the 
T loan program, of entirely revising the guarantee 
agreement and issuing the current 1944 form, from 
which all provisions for increase of guaranteed per­
centage, suspension of maturity, and waiver of in­
terest have been entirely eliminated. This, of course, 
greatly simplifies the guarantee agreement and actu­
ally leaves little more than a guarantee against loss
and an agreement to purchase, with the administra­
tive provisions referred to above. The theory behind 
the simplification apparently is that the borrower 
can always finance his terminated contracts through 
a T loan, and thus there is no justification for a sus­
pension of his obligation to repay upon contract can­
cellation. Consistent with this theory, the government 
has announced a policy to the effect that if at the 
maturity of a Regulation V or VT loan, the bor­
rower’s canceled contracts have not been entirely 
settled, a T loan will be made available for interim 
financing.
The T loan guarantee agreement is for all practical 
purposes identical with the 1944 V loan guarantee 
agreement, and is even simpler in form.
War Financing by Reconstruction Finance 
Corporation
On January 22, 1932, Congress passed the Recon­
struction Finance Corporation Act authorizing crea­
tion of the Reconstruction Finance Corporation. The 
life of the Corporation was limited to ten years but 
was subsequently extended five years to January 22, 
1947. Its original purpose was to relieve financial in­
stitutions from frozen conditions; assist in finding 
work for the unemployed, to aid states in the relief 
of the destitute by the allocation of federal funds, to 
take steps to help the farmer get a fair profit over the 
cost of production and to extend financial assistance 
to commerce, industry and railroads. Since its incep­
tion supplementary legislation has authorized loans 
to business enterprises, mining interests and various 
other classes of borrowers, including federal, state, 
and municipal agencies.
The financing activities of the RFC during the war 
period began with the financing made available to 
industry in the expansion of production facilities 
under the defense program and subsequently has in­
cluded the financing of war production. Participation 
of the RFC in this type of financing was, for the most 
part, brought about by Sec. 5 of the Act of June 25, 
1940, which added several new paragraphs to Sec. 
5 (d) of the RFC Act, and authorized the RFC to assist 
in the financing of the defense program. Several pro­
visions of the Act of June 11, 1942, relate to partici­
pation of the RFC in converting the facilities of 
small businesses for purposes of war production and 
to the procurement of war supplies and materials. 
Sec. 5(d) also provides that any such financing can 
only be undertaken by the Corporation when capital 
or credit is not available from private sources for the 
type of loan in question.
Executive Order No. 9112 of March 26, 1942 (see 
V-Loans) , authorizes the War and Navy Departments 
and the Maritime Commission to guarantee loans 
made, pursuant to Sec. 5 (d) of the RFC Act, to any 
business enterprise for any purpose deemed by the 
RFC to be advantageous to the national defense.
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Loans of this type by the RFC may be made in par­
ticipation with banks and other private financial in­
stitutions. Sec. 5 (d) of the RFC Act authorized the 
Corporation to create a number of subsidiary corpora­
tions to aid the government in its war program. The 
subsidiary corporation so created which has financed 
war plant facilities is the Defense Plant Corporation. 
In the following paragraphs wartime financing un­
dertaken by the RFC and its subsidiary, the Defense 
Plant Corporation, is briefly discussed.
RFC Loans for War Production
Applications for an RFC loan to furnish a con­
tractor with working capital to enable him to per­
form under war production contracts are submitted 
to a regional field office. The contractor should have 
first endeavored to obtain a loan from local banks 
and if regular bank loans are not available it is 
preferable to interest his banks in a loan in coopera­
tion with the RFC. Any RFC field office has authority 
to make war production loans up to $100,000 and may 
extend RFC guarantees on loans not exceeding 
$250,000 where a bank has agreed to accept a partici­
pation of at least 25 per cent. Loans in excess of these 
amounts must be referred by the field office to the 
Corporation in Washington and the same is true of 
any participation loan where the bank will not par­
ticipate in at least 25 per cent of the total loan.
There is no limit on the size of a loan which may 
be granted by the RFC for purposes of financing war 
production. The maturity date is usually limited to 
the period required to complete the war production 
contracts involved, but in no event for more than five 
years. All loans of this type are made at a flat interest 
rate of 4 per cent per annum. As collateral to the loan, 
the borrower must assign to the RFC all moneys due 
or to become due under the war production contracts.
Monthly, or at least quarterly, financial statements 
must be submitted by the borrower and a careful re­
view is made of the use of borrowed funds and the 
compensation paid to the executives of the borrower 
must be reasonable. So long as any portion of the loan 
is outstanding, no dividends may be declared by a 
corporate borrower without the consent of the RFC, 
and the same is true of profit distributions in the case 
of a partnership or individual borrower. These re­
quirements are applied regardless of the standing of 
the borrower. In the case of a weak credit or inexpe­
rienced management the RFC may require, as further 
security, mortgages on real estate, plant, equipment 
or chattels, and officers, stockholders or partners may 
be required to assume personal liability for the loan. 
In the event of other large creditors, subordinations 
may be required so that priority of the RFC over 
other creditors will be established.
In this kind of loan, the borrower usually de­
pends on the proceeds of war production contracts to 
liquidate such obligations. If the contracts are can­
celed whether for the convenience of the government 
or through fault of the borrower, there is no suspen­
sion of maturity or interest on any part of the loan. If 
a speedy settlement of claims under the canceled con­
tracts is not accomplished, the contractor may default 
on principal and interest payments. For this reason, 
some RFC loans have been made under a V loan guar­
antee extended by the Army, Navy, or Maritime Com­
mission. In such cases the borrower received protec­
tion through the suspension of principal and interest 
in the event the war production contracts are can­
celed for the convenience of the government. (Refer 
to V loans for details.)
Bank Loans in Cooperation with RFC
These loans are made under the same general con­
ditions and requirements outlined for RFC war pro­
duction loans. The loan is made and serviced by the 
bank, except in cases where the note and collateral 
are transferred to the RFC, and the files of the RFC 
are available to the bank to assist it in the servicing 
and liquidation of the loan. There are several types 
of such bank loans, each of which is briefly outlined 
below:
(1) Deferred participation loans may be entered 
into by the RFC with one bank and that bank may 
grant subparticipations in the loan to other banks. 
Under such agreements, at any time within a specified 
period and, within ten days after demand by the 
bank, RFC agrees to purchase a specified percentage 
of the loan outstanding at the time of such request, 
with interest to the date of such purchase.
The bank holds the note and collateral, except that 
subsequent to the purchase by RFC of a participation 
in the loan, and upon five days’ written request, the 
RFC may require transfer of the note and collateral 
to itself. A Certificate of Interest shall be issued by the 
RFC to the bank representing its interest in the loan 
and thereafter the loan shall be administered by the 
RFC.
In no event may the terms of the loan be changed, 
nor shall there be a substitution or release of collat­
eral without consent of both parties.
(2) Bank loans with immediate RFC participation 
may be negotiated under an agreement whereby RFC 
agrees to purchase a specified participation in a loan 
made by the bank, immediately upon disbursement to 
the borrower by the bank. In such instances, a Cer­
tificate of interest evidencing the Corporation’s share 
in the loan shall be issued by the bank to RFC.
The bank may charge interest up to 6 per cent on 
its share of the loan and the RFC charges 4 per cent 
interest on its share. There is no commitment fee to 
RFC for such a participation agreement. The bank 
shall hold the note and collateral and administer the 
loan in its customary manner, except that it shall not, 
without prior authorization of the RFC change any 
terms of the loan, or substitute or release any of the 
collateral. At any time, and upon five days written 
request, the bank must transfer the note and collateral
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to the Corporation. At any time either party may pur­
chase the other’s interest in the loan.
(3) RFC loans in which banks participate are pro­
vided for under an agreement with a bank, whereby 
the bank will agree to purchase a specified partici­
pation in a loan to be made by the RFC, immediately 
upon disbursement thereof. At the time of such pur­
chase RFC will issue to the bank a certificate evi­
dencing the interest in the loan purchased by the 
bank. RFC will hold the note and collateral and ad­
minister the loan. No change in the terms of the loan 
and no substitution or release of collateral may be 
made by RFC without consent of the bank.
RFC Contract Termination Loans
Under practically the same general terms and con­
ditions described above the RFC will, on its own be­
half or in cooperation with a bank, undertake to 
finance contract termination claims. Several pertinent 
characteristics of this type of loan are outlined below:
(1) Collateral required for such loans may include 
the assignment to RFC of the following:
(a) Claims filed and pending settlement on 
prime and subcontracts which have been 
terminated.
(b) Government receivables relating to contracts 
that have been canceled.
Such assignments may not be necessary if other 
satisfactory collateral is available.
(2) Terms of the loan as to the amount of credit will 
vary depending on the type and nature of the 
claims or receivables. The maturity is deter­
mined according to an estimate of the time re­
quired to negotiate settlement and payment of 
the claims and receivables.
Defense Plant Corporation, Subsidiary of RFC
As previously mentioned the Defense Plant Cor­
poration was created August 22, 1940, through au­
thority of Sec. 5D of the RFC Act, as amended, and 
the life of this subsidiary corporation expires January 
22, 1947. Capital funds amount to $5,000,000 and ad­
ditional funds are obtained, as required, by borrow­
ings from the RFC.
“The purposes of the Corporation are (a) to pro­
duce, acquire, carry, sell, or otherwise deal in strategic 
and critical materials as defined by the President;
(b) to purchase and lease land, purchase, lease, build 
and expand plants, and purchase and produce equip­
ment, facilities, machinery, materials, and supplies 
for the manufacture of strategic and critical ma­
terials, arms, ammunition, and implements of war, 
any other articles, equipment, facilities, and supplies 
necessary to the national defense, and such other ar­
ticles, equipment, supplies, and materials as may be 
required in the manufacture or use of any of the fore­
going or otherwise necessary in connection therewith;
(c) to lease, sell, or otherwise dispose of such land, 
plants, facilities, and machinery to others to engage in
such manufacture; (d) to engage in such manufac­
ture itself, if the President finds that it is necessary 
for a government agency to engage in such manufac­
ture; (e) to produce, lease, purchase, or otherwise 
acquire railroad equipment (including rolling stock), 
and commercial aircraft, and parts, equipment, facili­
ties, and supplies necessary in connection with such 
railroad equipment and aircraft, and to lease, sell, or 
otherwise dispose of the same; (f) to purchase, lease, 
build, expand, or otherwise acquire facilities for the 
training of aviators and to operate or lease, sell, or 
otherwise dispose of such facilities to others to engage 
in such training; and (g) to take such other action, 
within a specified dollar limitation, as the President 
and the Secretary of Commerce may deem necessary 
to expedite the war program.”
Any contractor who desires to acquire plant facili­
ties or equipment through the DPC must prove that 
such facilities are essential and must receive a recom­
mendation for their acquisition from the War Pro­
duction Board and from either the Army or Navy. In 
many instances, plant and equipment are leased to the 
contractor, usually for five years, title remaining in 
the DPC which has provided the necessary funds to 
construct the plant or acquire the equipment and 
then passing to the Army or Navy unless by agree­
ment the plant is purchased by the contractor at cost 
less a prearranged rate of depreciation or at a lower 
negotiated price.
Two methods have been devised by which the De­
fense Plant Corporation gets the cash to repay the 
RFC for advances in the nature of a construction 
loan. The first method is used when the entire out­
put of the plant is for government account. Under 
this method, the Army or Navy agrees to refund the 
DPC in full in five annual installments (subject to 
the appropriation by Congress of funds to make the 
payments as they fall due). In such cases, the con­
tractor pays $1 a year rental to DPC plus mainte­
nance and local taxes. The second method applies 
when the output of the plant is divided between 
government orders and civilian production. Under 
this method, the manufacturer pays rent to DPC, and 
the rental is figured as a percentage of the value of 
the gross output—civil as well as military products. 
The percentage of rental to the volume of sales is set 
at a level which it is estimated will amortize the cost 
of the plant in five years or less if the plant operates 
at capacity during this period.
Under both methods, the DPC assumes the risk 
that the plant will not be fully paid for. This is an 
obvious advantage to the Army and Navy, for it 
means that they do not have to make a guarantee of 
repayment which would tie up current appropriation 
funds, as they must if construction is financed by a 
commercial bank against collateral in the form of an 
Emergency Plant Facilities Contract.
If a manufacturer has no possible need of the fa­
cilities for civilian production it appears very advan­
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tageous to obtain the use of plant facilities under lease 
from the Defense Plant Corporation, for the follow­
ing reasons:
(1) The manufacturer avoids all responsibility in 
connection with financing the construction of the 
facilities.
(2) The manufacturer may obtain the usual advan­
tages which exist under the terms of the purchase 
option in the leasehold agreement.
The predominant disadvantages to the procedure 
of obtaining emergency plant facilities under a lease­
hold agreement with the Defense Plant Corporation 
are as follows:
(1) The Manufacturer is definitely in the position 
of an ordinary tenant and is therefore subject to con­
tinuous regulations in the use of such facilities by the 
United States Government as landlord.
(2) The acquisition of clear title to the property 
under the purchase option as provided for in the 
leasehold agreement may not be as simple to accom­
plish as in the Emergency Plant Facilities Contract 
wherein title to the facilities is in the manufacturer 
from inception, and the steps necessary to eliminate 
any government interest are well defined.
Extent of Financing of DPC Facilities
In January 1945 the Corporation reported commit­
ments of $10,704,935,000 for war plants, facilities, and 
machine tools, with actual expenditures of $7,177,- 
700,000. The commitments include $6,055,000,000 for 
920 complete plants wholly owned by DPC and 
$740,000,000 in expansion of 122 existing privately 
owned plants. The report stated that such expansions 
are wholly owned by the government agency and are 
on land owned by it or held under long-term lease.
In addition 1,007 contractors are paying rentals on 
$1,087,000,000 worth of DPC machine tools.
Emergency Plant Facilities Contract
The financing of plant facilities through the use of 
an Emergency Plant Facilities Contract was planned 
by the National Defense Advisory Commission, in 
cooperation with the War and Navy Departments 
and the U. S. Comptroller General. In announcing 
the plan on August 23, 1940, the commission stated 
in part:
“In substance, it offers what might be described as 
a bankable contract, one which will permit con­
tractors to finance the expanded facilities through use 
of their own funds or the granting of credit from pri­
vate sources.
“Adoption of this plan assures that neither the pri­
vate manufacturer nor the government would assume 
and advance all the risk, nor subsequently reap as a 
profit the residual value. Should the manufacturer be 
unable to use the property at the final determined 
valuation, the government would then take title, use 
the property for its own needs, hold it for emergency
reserve capacity, sell it, or dismantle and salvage.
“It is expected that the plan will conserve govern­
ment funds and stimulate investment of private capi­
tal in the defense construction program. At the same 
time, private manufacturers would provide manage­
ment and operation and assume all the ordinary risks 
of the business. Government participation would be 
limited to actual expansion costs. Final adjustment of 
fair value would reimburse the government to the
extent of the residual value of the property.”
Under an Emergency Plant Facilities Contract, the 
contractor is reimbursed by the government over a 
five-year period for the cost of the new facilities. This 
contract is assignable by the contractor to his bank 
for the purpose of enabling him to borrow funds re­
quired for construction and hence is often referred to 
as the “bankable contract.”
Upon full reimbursement of the contractor, title to 
the property passes to the government, but at the 
termination of the emergency the contractor may ex­
ercise a dominant option to buy the plant at a depre­
ciated value or at a lower price arrived at by nego­
tiation. For this purpose, annual depreciation rates 
fixed in such contracts will average about 5 per cent 
on buildings, 8 per cent to 12 per cent on heavy ma­
chinery, and 50 per cent on portable machinery, 
except that a residual value of 15 per cent is assigned 
to portable machinery at termination of its use on 
government account.
This form of contract relieves the contractor of the 
risk entailed by heavy investment in a temporary en­
terprise. The emergency plant facilities contract also 
is a price control device. It permits negotiation of the 
plant contract independently of subsequent supply 
contracts, and, by this means, the government can 
exercise more effective control over prices on supply 
contracts than it can in those instances where the 
cost of production is combined with depreciation of 
special facilities. The Army and Navy have to include 
in current appropriations the amount of payments 
due the contractor over the five-year period which is 
a drawback to the use of this form of contract.
Acquisition of emergency plant facilities under an 
Emergency Plant Facilities Contract with the United 
States Government may be outlined as follows:
(a) The corporation will be fully reimbursed in 
cash by the government for the original cash outlay 
for emergency facilities,—unless the contract is termi­
nated before the completion of the government’s 
sixty monthly payments and the corporation there­
upon exercises its option to retain the facilities.
(b) The contract provides a suitable medium for 
obtaining bank funds at a reasonable rate of interest 
Even if the corporation’s cash position is adequate at 
the time construction begins, the contract may be 
held as a reserve to obtain bank funds in the future 
if conditions change.
(c) The balance sheet of a corporation which exe­
cutes an Emergency Plant Facilities Contract for
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additional facilities will probably reflect the amount 
due from the government as “Contract Accounts Re­
ceivable—U. S. Government”—in part classified as a 
current asset to the extent of installments for the 
ensuing twelve months and the balance classified as a 
non-current asset. In any event, the balance sheet will 
be more favorable than it would be if there were no 
contract, in which case the result of expenditures 
would be to increase capital assets and decrease work­
ing capital correspondingly.
(d) Whether or not the contractor assigns the 
Emergency Plant Facilities Contract for obtaining a 
bank loan or for other purposes would seem to have 
no bearing upon the corporation’s position from 
the standpoint of amortization or depreciation for in­
come tax purposes. In fact, no deduction for income 
tax purposes is allowable for amortization of the 
facilities under an Emergency Plant Facilities Con­
tract except in certain cases. And in such cases the 
amortization deduction would ordinarily merely serve 
to offset the payments from the government, which 
will presumably be includible in gross income,—so 
that the corporation will not realize a tax saving.
(e) Under an Emergency Plant Facilities Contract, 
the contractor will not be allowed to include a cost 
factor of depreciation for purposes of establishing 
unit prices under the corporation’s supplies contract. 
However, from the standpoint of obtaining future 
supply contracts regularly, the manufacturer oper­
ating with facilities under an Emergency Plant Fa­
cilities Contract will be in a very advantageous posi­
tion for the following reasons: (1) Unit price quota­
tions can be made on a lower basis without the neces­
sity of including a depreciation charge to effect re­
covery of the original cash outlay for facilities. (2) 
The U. S. Government is likely to desire continuous 
operation of the particular plants under Emergency 
Plant Facilities Contracts to avoid termination no­
tices from contractors with resulting demand for pay­
ment of all unpaid reimbursement payments.
Bank Loan Agreements—Emergency Plant Facilities 
Contracts
(a) Provision for assignment of all moneys and 
claims due from U. S. Government arising out of 
Emergency Plant Facilities Contract.
(b) Provision for maintenance of full insurance 
coverage with companies satisfactory to the bank, 
policies to be filed with and assigned to the bank to 
the extent permitted by the Emergency Plant Facili­
ties Contract.
(c) Stipulation that funds loaned are to be used 
solely for payment for work done under the Emer­
gency Plant Facilities Contract.
(d) Provision that written consent of the bank is 
required before any amendments are made to the 
Emergency Plant Facilities Contract and before the 
company serves notice of retention or purchase of the 
government’s interest in the property.
(e) Agreement to file statement at the request of 
the bank and permit bank representatives to inspect 
books, etc.
(f) Agreement not to encumber or assign Plant 
Facilities Contract or any moneys due on the same.
(g) Stipulation as to time limit when construction 
should be completed and provision for the right of 
the bank to complete contract, if necessary, with the 
understanding that moneys so expended shall be con­
strued as loans to the contractor under the Emer­
gency Plant Facilities Contract.
(h) In the case of bank loans to a subsidiary formed 
or created for the purpose of executing an Emergency 
Plant Facilities Contract the parent company may be 
required to agree to the following: (1) To retain 100 
per cent control of the subsidiary at all times. (2) To 
lease the property from the subsidiary and to make all 
payments not required to be made by the U. S. Gov­
ernment. (3) To advance moneys to the subsidiary as 
needed, such moneys to be properly reimbursed 
through the medium of bank borrowings by the sub­
sidiary. (4) To pay the full amount due by the sub­
sidiary, whether due or not, if plant is not com­
pleted on time or if moneys are withheld by U. S. 
Government because of any default by the subsidiary.
(i) In the case of bank loans to a subsidiary created 
for the purpose of carrying out the Emergency Plant 
Facilities Contract an agreement with the subsidiary 
may include the following: (1) Covenant not to pay 
dividends or redeem or retire any stock without the 
consent of the bank. (2) Covenant not to purchase 
any property other than that required to fulfill the 
Emergency Plant Facilities Contract. (3) Covenant 
not to lease, dispose of or encumber any facilities ex­
cept to the parent company or the U. S. Government.
(4) Covenant not to engage in any business other than 
fulfilling the terms of the Emergency Plant Facilities 
Contract. (5) Provision that no officer or director of 
the parent or subsidiary will become indebted to the 
subsidiary. (6) Provision that company will not incur 
any indebtedness other than from the bank for the 
purpose of completing the Emergency Plant Facilities 
Contract.
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CHAPTER 38
REQUIREMENTS OF THE SECURITIES AND EXCHANGE 
COMMISSION
By William W. Werntz and Edmund B. Rickard
THE statutes administered by the Securities and Exchange Commission vest it with broad author­ity and responsibility in the field of accounting and 
auditing. The extent of the Commission’s interest in 
this field is indicated by the fact that it has had to 
examine critically more than 80,000 sets of detailed 
financial statements reflecting the financial affairs of 
a major part of American industry and including all 
kinds and sizes of companies—commercial, industrial, 
financial and utility companies as well as security 
brokers and dealers.
It is the purpose of this chapter, for the period 
from mid-1940 to the present, to review the principal 
activities of the Commission in the field of accounting 
and auditing;1 to point out the more important Com­
mission decisions; to outline significant changes in 
the accounting rules and regulations; and to describe 
briefly present policy as to a number of accounting 
questions of current importance. The year 1940 is, 
in some respects, a natural starting point for a review 
of this kind. In that year the Commission published 
its report on the McKesson & Robbins case. Also in 
that year the Commission consummated a compre­
hensive reexamination of its accounting require­
ments by issuing a single basic accounting regulation 
to govern the form and content of most of the finan­
cial statements filed with it by issuers subject to the 
Securities Acts. Shortly thereafter the Commission 
thoroughly revised its requirements as to the certifi­
cation of financial statements.
Before undertaking a detailed consideration of the 
Commission’s activities in the field of accounting and 
auditing during the past few years it may prove help­
ful to review briefly the general nature of the statutes, 
rules and regulations, and other accounting require­
ments of the Commission, as well as the present in­
ternal organization of its staff.
The statutes of principal interest to most account­
ants are the Securities Act of 1933 and the Securities 
Exchange Act of 1934. The first is designed, among 
other things, to compel disclosure of pertinent infor­
mation concerning securities publicly offered and 
sold in interstate commerce or through the mails. 
The second complements the first by requiring com­
parable disclosure by companies whose securities are 
listed and registered on a national securities exchange. 
Companies subject to these requirements file with the 
Commission reasonably adequate information, includ­
ing certified financial statements, for the purpose of 
keeping investors adequately informed as to the affairs 
of the issuer. These Acts carry with them serious penal­
ties for those who wilfully or negligently file or cause 
to be filed information that is untrue or misleading.
The Commission also administers the Public Util­
ity Holding Company Act of 1935. This Act is pri­
marily a regulatory statute, giving the Commission 
definite and extensive powers with respect to public 
utility holding companies and their subsidiaries. 
While detailed financial information is filed with the 
Commission under this statute, certification thereof 
by independent public accountants is not required. 
This is in contrast to the situation under the 1933 and 
1934 Acts in which nearly all financial statements 
filed with the Commission are accompanied by an 
accountant’s certificate.
The Investment Company Act of 1940, which the 
Commission administers, serves a dual purpose. It 
is in part a regulatory statute intended to overcome 
certain abuses which were found to be present among 
investment companies, but it is, in addition, a dis­
closure statute requiring such companies to file with 
the Commission periodic financial statements and 
other information comparable to that required under 
the Securities Act of 1933 and the Securities Exchange 
Act of 1934.
Each of these Acts gives the Commission extensive 
powers with respect to financial statements filed with 
it. Under all of the Acts it has power to prescribe 
the form of financial statements filed with it, the 
methods to be followed in their preparation, and the 
items or details to be set forth. Under the 1940 Act 
it has power to adopt rules providing for a reasonable 
degree of uniformity in the accounting policies and 
principles to be followed by registered investment 
companies. Under the 1935 Act it may prescribe, and 
has prescribed, uniform systems of accounts. The 
joint effect of these statutory powers is that for the 
first time there is an impartial governmental body 
which can settle accounting problems authoritatively 
insofar as a considerable segment of accounting ac­
tivity is concerned. Its decisions are, of course, in 
proper cases subject to appropriate review through 
court proceedings.
The exercise of these powers by means of decisions, 
rules, forms, and interpretations is the subject of this 
chapter. While there are several other statutes ad­
ministered by the Commission, activities in the field 
of accounting stem principally from those just men-
1For a convenient review of the Commission’s activities under 
all of the Acts which it administers, see the Tenth Annual 
Report of the Commission. This report covers the period from 
organization in 1934 to June 30, 1944.
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tioned. The discussion, unless otherwise indicated, 
will be confined to the Securities Act of 1933 and 
the Securities Exchange Act of 1934, the Acts of major 
concern to most accountants.
These statutes, while granting broad authority on 
accounting matters, leave the prescribing of detailed . 
accounting requirements a matter for administrative 
action on the part of the Commission. Pursuant to 
this authority, the Commission in 1940 promulgated 
Regulation S-X, which governs the form and content 
of most of the financial statements filed with the Com­
mission under the 1933 Act, the 1934 Act, and the 
1940 Act. Prior to the issuance of this regulation the 
accounting requirements to be observed by registrants 
were set forth in the particular form filed. As time 
went on, and new forms were promulgated, many dif­
ferences arose between the accounting requirements 
of the various forms. Regulation S-X served to inte­
grate these different requirements into a single regu­
lation and has been a most helpful simplication.2
Formal Commission decisions issued in cases aris­
ing under the various Acts it administers constitute 
another important vehicle by which the Commission 
has made known its conclusions on accounting mat­
ters. Many decisions, significant from an accounting 
viewpoint, have been published since 1940. These 
decisions will be examined in detail later in this 
chapter.
Finally, the Commission has authorized the issuance 
of releases in an Accounting Series as a further means 
of informing the public of its administrative policies 
in accounting matters. Fifty-one releases have been 
issued in this series to date. Many of them have been 
devoted to a discussion of specialized types of cases 
which are so unusual or complex from an accounting 
standpoint that establishment of a general and in­
flexible rule is deemed inadvisable. Amendments of 
Regulation S-X are announced in this series and Com­
mission decisions involving disbarments of account­
ants have also been included therein.
The general procedure followed by the Commis­
sion in receiving and examining financial statements 
filed with it has not been substantially altered since 
1940.3 After a financial statement has been filed it 
is examined by members of the Commission’s staff to 
determine, insofar as possible, whether it meets the 
requirements of the Commission arid is prepared in 
accordance with generally accepted accounting prin­
ciples. On the basis of its examination of the filing, 
the staff, in appropriate cases, prepares a memoran­
dum of deficiencies which is reviewed, as to account­
ing matters, by an assistant chief accountant assigned 
to the Division. If novel and important questions of 
accounting policy or principle are raised in the de­
ficiency letter, they are reviewed by the Commission’s 
Chief Accountant before being forwarded to the regis­
trant. These deficiency letters, and the correspondence 
or conferences with registrants that frequently ensue,
have proved to be an expeditious means of resolving 
accounting questions that might otherwise have to be 
settled through time-consuming and expensive formal 
hearings.
  A word of warning as to the function of such infor­
mal deficiency letters is in order. Failure to cite a 
deficiency may be a result of lack of information 
rather than an indication of agreement. The examin­
ing staff is not in the position of the company or its 
auditors. It does not have available the details known 
to them. The true facts may become known to the 
Commission only at the conclusion of a formal hear­
ing or investigation. Consequently, these deficiency 
letters merely represent an informal device used by 
the Commission’s staff to call attention to manifest 
improprieties. Their absence cannot be deemed to 
condone financial statements that are subsequently 
found to be misleading under the statutory standards 
by which such statements must be judged.
Pre-filing correspondence or conferences have played 
an important role in reducing the need for citing de­
ficiencies. Where the accounting treatment is uncer­
tain, either because no principles are well established 
or because there is doubt as to the weight to be given 
to known facts, it is becoming more and more usual 
for the registrant or its accountants to discuss the 
matter informally in advance of filing. Deficiencies 
are thus frequently avoided since a full discussion 
results in an agreement being reached in a great 
majority of cases.
The Commission’s accounting rules, decisions, and 
policies can be divided into three main categories for 
discussion purposes. There are matters relating to 
the recording of financial transactions and the pres­
entation of financial statements—in short, matters of 
accounting principles or practices. There are matters 
relating to the procedures by which accountants 
review and report on financial statements prepared by 
management—the field of auditing. Lastly there is the 
field of conscience, moral suasion, and civil responsi­
bility-professional conduct and ethical standards. 
Each will be considered in turn.
Commission Activities Relating to Matters 
of Accounting Principles or Practices 
Commission actions in this field since 1940 relate
to a number of accounting questions of general in­
terest, including questions that have arisen out of
2A few special forms still contain special accounting instruc­
tions; most merely call for financial statements for particular 
dates or periods and require such statements to be prepared 
in accordance with the requirements of Regulation S-X.
3The Commission, however, recently effected a major internal 
reorganization which centralized in a “Corporation Finance 
Division” the staff responsibilities with respect to persons issuing 
securities under the 1933 Act, the 1934 Act, and the 1940 Act. 
The Public Utilities Division continues to handle matters arising 
under the 1935 Act, and the Trading and Exchange Division con­
tinues to handle matters pertaining to the regulation of national 
securities exchanges and securities brokers and dealers under the 
1934 Act.
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the dislocations and readjustments of wartime ac­
counting practice. Matters of asset valuation, prob­
lems in accounting for net worth, determination of 
income, footnotes to financial statements and a variety 
of other questions have been dealt with. The follow­
ing discussion will seek to point out the more im­
portant phases of this Commission’s opinion on these 
matters.
The Associated Case
One of the most significant opinions of the Com­
mission since 1940 is In the Matter of Associated 
Gas and Electric Company.4 The accounting ques­
tions involved in this case are so broad and the 
factual setting in which they arose so complex as to 
make it impossible to develop all of the issues in the 
space available. Moreover, it seems desirable to 
summarize the principal accounting aspects of the 
case at this point rather than to include them by 
means of scattered references under a variety of 
topics. However, issues as to the propriety of the 
accountants’ certificates and the adequacy of the 
auditing procedures followed will be separately con­
sidered at a later point in this chapter.* * 5
The Associated Gas and Electric Company was the 
top holding company in a public utility system which 
ultimately collapsed.6 * 8Financial frauds were uncov­
ered which had cost investors millions of dollars and 
sent the principal perpetrator, Howard C. Hopson, to 
jail. In its decision the Commission severely criticized 
many of the accounting practices that had been em­
ployed by the company in preparing its financial 
statements for the years 1934 through 1937. The 
Commission felt that the principal purpose of these 
financial statements was to mystify, baffle, mislead, 
and conceal, and found that the statements failed to 
give any indication of the fraudulent transactions 
that had been effected and the improper and incon­
sistent accounting practices that had been followed.
More specifically, the Commission found, among 
other things, that the financial statements of the 
registrant violated the long-recognized and funda­
mental accounting rule that financial statements must 
be prepared in accordance with generally accepted 
accounting principles consistently applied. The Com­
mission said in its opinion that:
. . we are convinced that much of the lack of 
utility in these statements was caused by the 
registrant’s completely opportunistic allocation of 
charges to income, earned surplus or capital sur­
plus, depending, we believe, upon the current 
exigencies of making a more favorable showing in 
its financial statements. Nor was the usefulness 
of the statements increased by the fact that pages 
and pages of footnotes to the statements and com­
ments in the auditors’ reports sought to explain the 
results of the idiosyncracies and gyrations of practice 
which went into the making of the statements. In­
deed, the multitudes of footnotes and explanations
were in themselves sources of confusion. Unless finan­
cial statements are prepared with sufficient consistency 
and adherence to recognized principles as to make 
unnecessary volumes of so-called explanatory foot­
notes, they defeat their purpose and indeed are down­
right misleading.”
The opportunistic and inconsistent character of 
the registrant’s accounting practices is illustrated by 
the treatment accorded certain interest accruals. The 
Commission found these should have been regularly 
provided for in the income statement. However, in 
one year the registrant charged them to capital sur­
plus, in another year to earned surplus, while in other 
years they were ignored entirely. Another example 
was the registrant’s accounting for debt discount and 
expense. The Commission found that:
“The accounting for debt discount and expense 
presents the most flagrant example of frequent varia­
tion of treatment. The history of these variations 
must be traced for a period longer than that covered 
by the financial statements in question, for the varia­
tions in earlier periods affected the reporting of the 
accounts in the statements before us. Debt discount 
and expense was amortized by charges to income for 
some years until 1926; beginning in 1927, it was 
charged off in a lump sum to capital surplus and the 
charge to capital surplus was amortized by annual 
charges to earned surplus; in 1930 the amortization 
charges from capital surplus were discontinued; in 
1932 the amortization entries made from 1927 to 1930 
were reversed; and finally, in 1936 debt discount and 
expense applicable to outstanding bonds was rein­
stated by a credit to capital surplus and a program of 
amortization thereof by charges to income begun.”
The Commission also was severely critical of the 
registrant’s accounting for its investment in its sub­
sidiary holding company, Associated Gas and Electric 
Corporation. This investment, constituting Ageco’s 
principle asset, was carried at about $203,000,000 
more than its equity in the underlying net assets as 
shown by the books of subsidiaries notwithstanding 
that the underlying net assets included appraisal 
write-ups of $169,000,000. The Commission found 
that, even accepting the registrant’s overoptimistic 
estimate of its future net income from this investment, 
there existed a permanent impairment of value. The 
Commission went on to say that “. . . as of the date 
of the financial statements in question permanent 
impairment of the investment existed, should have 
been recognized as existing, and should have been 
appropriately provided for in the accounts.” In the 
discussion of this point, the Commission stated its
4Securities Exchange Act of 1934, Release No. 3285A (1942).
5See discussion of the Associated case in the section on “Ac­
tivities of the Commission in the Field of Auditing Principles
and Practices.”
6Cf. the related case under the Public Utility Holding Com­
pany Act of 1935, In the Matter of Associated Gas and Electric 
Corporation, 6 SEC 605 (1940).
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general approach to cases in which there is a per­
manent impairment of value, as follows:7
“It has long been recognized in accounting that 
investments in controlled companies, may properly 
be carried in the parent’s accounts at cost despite 
market fluctuations and even despite the presence 
of occasional operating losses of subsidiaries in 
given years. This principle has, however, been 
consistently coupled with the admonition that 
evidence of probable loss must be given due attention 
and, where such evidence points to an apparently 
permanent decline in the value and earning power 
of the underlying properties, the company holding 
such investments should recognize and make provision 
for the loss either by writing down the investment 
or by setting up a reserve therefor.
“The issue is, then, whether the available evidence 
indicated so great a probability of loss as to require 
that, in accordance with generally accepted account­
ing principles, appropriate provision therefor be 
made. We have already shown that the registrant 
carried its investment, at over $200,000,000 in excess 
of its equity in the underlying net assets, which, as 
shown above, may contain substantial inflationary 
items. This fact alone would indicate, particularly 
in view of the fact that the industry in question is 
regulated, that, the carrying value of the investments 
on registrant’s books, was excessive and should have 
invited consideration of other available evidence 
bearing on the probability of loss. Application of the 
test of earning power offers further proof that a loss 
existed and should have been provided for.”
The Ageco opinion also discussed at length the 
registrant’s handling of write-ups based on appraisals 
made by a person who was not independent of the 
registrant. These appraised values were arbitrarily 
determined, were inadequately explained in the 
financial statements, and were improperly dealt with 
in the preparation of the related financial statements. 
Such practices were, of course, held to be seriously 
misleading.
Valuation and Description of Assets
The Commission, in its opinion in the Resources 
Corporation International case,8 held that it was se­
riously misleading for a registrant to imply that prop­
erties were carried in its balance sheet at valuations 
independently determined by the board of directors 
when in fact the directors had not independently 
valued the property but had merely accepted as true 
certain representations as to the amount paid for the 
property by a pre-existing syndicate. On this point 
the Commission said:
“In the first place, the statements made in the bal­
ance sheet imply that the directors made an indepen­
dent valuation of the properties at $9,000,000. This 
is entirely untrue. The directors and syndicate sub­
scribers merely assumed that Hoover was telling them 
the truth in stating that the actual cost of the prop­
erties was $9,000,000; they made no independent valu­
ation, but, in the belief that Syndicate subscribers had 
contributed $7,350,000 which had been paid on the 
properties and that the balance due was $1,650,000, 
they issued the $7,350,000 in stock, assumed a 
$1,650,000 ‘obligation’ and placed the figure repre­
sented by Hoover to be the original cost of the prop­
erties upon the books of RCI.
“In the second place, the statements made in the 
balance sheet, especially when coupled with the state­
ments as to cost of properties and the amount of sub­
scriptions received, contained in the exhibits to the 
registration statement, which are, of course, a part 
thereof, give an entirely misleading picture of the 
facts surrounding the acquisition of the properties 
and of Hoover’s breach of his fiduciary duties. Thus, 
the impression is conveyed that at the time of the 
transaction, the profits were fully disclosed to the 
persons with whom Hoover was dealing; that such 
profits were realized by Hoover, as vendor of prop­
erty, rather than as agent for the syndicate subscribers; 
and that Hoover’s profits were the result of arm’s- 
length bargaining and were entirely lawful. As we 
have pointed out, the actual facts are to the contrary. 
Disclosure of the frauds of a promoter and the methods 
utilized by him becomes particularly important when, 
as here, such promoter, years later, is still in a con­
trolling relationship with the corporation, and has 
continued, from time to time during the intervening 
period, to exact unlawful profits.”
The use of arbitrary and unscientific appraised 
values in the financial statements was criticized in 
another Commission decision.7 * 9 In this case a company 
had recorded mining properties on its balance sheet 
at “prospective value,” based on an engineer’s com­
putation which had been unscientifically and improp­
erly made. Moreover, while the engineer’s estimate 
was in the round amount of $160,000, the registrant 
in its balance sheet recorded these assets at $159,072. 
The use of odd-dollar amounts to give an air of au­
thenticity and precision to such valuations had been 
criticized by the Commission in a number of earlier 
decisions and was likewise held to be misleading in 
the present case.
Problems relating to the valuation and presentation 
of assets were dealt with in a number of other cases. 
In the Automatic Telephone Dialer10 case a substan­
tial portion of the consideration given to a promoter 
in connection with a transfer of assets from that 
person to the registrant was given to him, not as com­
pensation for the asssets turned over but as payment 
for promotional services rendered by him in or­
7Cf. American Institute of Accountants, Accounting Research 
Bulletin No. 24, December, 1944, esp. pp. 198-199 dealing with 
goodwill that has become worthless. See also, “Report of Action 
of the council of the American Institute of Accountants in the 
Matter of Associated Gas and Electric Company,” The Journal 
of Accountancy, August 1944, pp. 162-164.
8In the Matter of Resources Corporation International 7 SEC 
689 (1940).
9In the Matter of Comstock-Dexter Mines, Inc. 10 SEC 358 
(1941).
10In the Matter of Automatic Telephone Dialer, Inc. 10 SEC 
698 (1941).
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ganizing the registrant. This practice of including 
promotional services in the cost of capital assets is 
obviously unsound, had been proscribed in a long line 
of earlier Commission opinions, and was held to be 
misleading in the instant case.
In the Logan case,11 the Hollander case, 12 and the 
American Tung Grove case,13 the Commission criti­
cized the presentation of assets which were so cap­
tioned and classified as to fail to reveal the essential 
character of the items in question. For example, in the 
first of these cases advances made exclusively for stock 
exchange transactions in the registrant’s own stock 
were shown in the balance sheet under the caption 
“Subsequent Year Expenditure—Farming Operations.”
Goodwill and Other Intangibles
Increasing attention has been given in recent years 
to the accounting for intangible assets. Intangible 
assets having a fairly definite life, such as patents, 
are customarily recorded at cost and amortized over 
a period not exceeding their prospective service life. 
However, such uniformity is not found with respect 
to intangible assets whose service life is not readily 
determinable. The latter category includes not only 
“goodwill” but also related items such as trade marks, 
trade routes, or customer lists which are sometimes 
set up separately but are more frequently included 
under the general caption “goodwill.”
To begin with, the term “goodwill” has often 
been too loosely used. In some cases it appears to rep­
resent no more than a balancing of the difference 
between the cost of assets acquired and the par or 
stated value of capital stock issued therefor. In other 
cases it apparently represents amounts which might 
properly have been segregated and charged to a more 
specific tangible or intangible asset account. Deficien­
cies have been cited wherever the evidence available 
indicates that such practices have been followed in 
setting up a charge for purchased goodwill. In some 
situations, where the character of the item is ques­
tionable, suitable analysis of the underlying facts have 
been requested so as to permit an accurate description 
of the item in place of using the blanket caption 
“goodwill.” In the Automatic Telephone Dialer case 
the Commission found that the promoter of the com­
pany had purported to turn over to the registrant 
certain assets, including “goodwill,” in exchange for 
capital stock of the registrant. In commenting on 
these facts the Commission said:
“Insofar as the registration statement purports to 
indicate that any part of the consideration received 
for the stock issued to Mackenzie was in consideration 
of the transfer of ‘goodwill,’ it is also grossly mis­
leading. From the testimony, it appears that the state­
ments with respect to the transfer of ‘goodwill’ were 
made without any basis whatever. Registrant did not 
acquire anything in the nature of a going business 
nor did it acquire a device which had been demon­
strated to be capable of commercial exploitation.
The so-called goodwill item was stock discount. ’
There has also been wide diversity in the account­
ing policies followed by registrants with respect to the 
amortization or write-off of goodwill. Accountants and 
registrants frequently have contended that goodwill 
may be permanently retained at cost in the balance 
sheet regardless of apparent impairment of value. 
However, deficiencies have been cited throughout the 
period under discussion on the ground that goodwill 
is no different in this respect from any other asset, 
and if a permanent impairment of its value exists 
then appropriate provision should be made in the 
accounts to record the loss.
Accountants have also taken the position in a num­
ber of cases that goodwill because of its very nature 
need not be amortized by systematic annual charges to 
income or earned surplus. It is said that the prospec­
tive life of the asset is so indefinite as to preclude a 
determination of service life on which a program of 
amortization might be based. There are, however, 
many situations to which this generalization does not 
apply. It is not at all infrequent for a corporation 
to acquire an intangible asset which it labels “good­
will,” but which basically represents the acquisition 
of certain advantages which, from an earnings point 
of view, are transitory. For example, in recent years 
there have been instances in which registrants have 
acquired the assets of unaffiliated companies at a price 
well in excess of the fair value of the net tangible 
assets, the difference being pretty clearly attributable 
to the prospect of realizing wartime excess earnings. 
In other situations, corporations have paid substan­
tially more than the book value of net tangible assets 
in order to secure plant, machinery or equipment 
that, due to existing scarcities, could be acquired in 
no other way during wartime. This “excess cost” has 
at times been classified as “goodwill.” In more nor­
mal times, payments for excess earnings which are 
recorded as “goodwill” may be for formulae, processes, 
preferred industrial position, or other advantages 
which it appears, in the particular circumstances, 
cannot be indefinitely maintained in view of the 
pressure of competitive forces. Certainly in all such 
cases as these, amortization is appropriate, even nec­
essary, and there should be no magic in the term 
“goodwill” which brings exemption from the need 
for systematic charges to income.
The Commission has adopted no general rule as 
to the amortization of goodwill. However, in those 
cases in which a registrant has retained “goodwill” 
indefinitely in its accounts, the staff has inquired into 
the propriety of this accounting treatment. As a re­
sult of an analysis of the nature of the account a 
number of registrants have undertaken programs of
11In the Matter of Kenneth N. Logan 10 SEC 982 (1942).
12In the Matter of A. Hollander & Son, Inc. 8 SEC 586 (1941).
13In the Matter of American Tung Grove Developments, Inc.,
8 SEC 51 (1940).
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amortization which will result in charging the good­
will to income or, in some cases, earned surplus, over 
a reasonable number of years.
In a decision issued under the Public Utility Hold­
ing Company Act of 1935,14 the Commission had 
occasion to discuss the accounting treatment to be 
accorded intangible assets of this kind. It was not 
clear from the record in this case, nor did the Com­
mission decide, whether the amount in question rep­
resented a tangible or an intangible asset. However, 
it did point out that if the item were construed to 
be an intangible asset—
“It would represent what is variously termed good­
will or going concern value, and as such should have 
been amortized over a relatively brief period of years. 
As is stated by Paton and Littleton in their ‘Intro­
duction to Corporate Accounting Standards’ (1940) 
pp. 92-93:
“ ‘The cost of goodwill included in the purchase 
price of a going concern is essentially the discounted 
value of the estimated excess earning power—the 
amount of the net income anticipated in excess of in­
come sufficient to clothe the tangible resources in­
volved with a normal rate of return. . . . An invest­
ment in anticipated excess earnings should be 
construed as a temporary investment, recoverable 
within a period of a few years.’ ”
Another aspect of the problem of accounting for in­
tangible assets which has arisen with some frequency 
is the question whether intangibles such as goodwill 
may be written off to capital surplus. This practice 
was not infrequent in earlier years. A reason often 
given was that since the intangible was not going to 
be amortized, a charge to capital surplus would not 
relieve the income account of charges that would 
otherwise be made against it. More frequently, it was 
argued that since the item had not declined in value 
there was no need to write it off; that the write-off 
was a matter of conservatism and that it could there­
fore go against capital surplus.15 It is clear, however, 
that if such an asset were to become worthless it would 
then have to be written off. At such time the loss 
involved would clearly be chargeable to earned sur­
plus. Preferably, of course, it should already have 
been provided for through prior charges to income. 
Under no circumstances would sound accounting 
principles permit such a loss to be charged to capital 
surplus. On these grounds, the Commission’s staff 
has, for a number of years, taken the position that a 
write-off of good will to capital surplus was improper, 
the one exception being those cases in which the good­
will, when originally established, was ficticious and 
was offset by inflated credits to capital surplus. In 
cases of the latter type entries which offset the two 
inflated amounts may be an appropriate corrective. 
In 1942 the Commission took a similar position in 
the Associated Gas and Electric Company case saying 
that a write-off of goodwill to capital surplus was “not 
consistent with the fundamental principle that a dis­
tinction should be maintained between capital and 
income.’’ This position was reaffirmed through Account­
ing Series Release No. 50 issued in January 1945.16 
Valuation of Property Acquired for Stock
Another matter of asset valuation that has received 
careful attention in financial statements filed with the 
Commission is the amount at which property acquired 
by the issuance of capital stock should be recorded. 
The Commission has repeatedly found financial state­
ments to be misleading because valuations placed on 
such property were inflated, arbitrary, and unrelated 
to the actual cost of the property. The Commission 
again dealt with this matter in its opinion in the 
Automatic Telephone Dialer case. The president and 
promoter of the registrant had agreed to transfer a 
patent to the registrant in exchange for all 50,000 
shares of the registrant’s $10 par value capital stock. 
The patent was set up in the balance sheet at $500,000. 
A simultaneous agreement provided that approxi­
mately 30,000 shares were to be “donated” back to 
the registrant as “treasury” stock. The Commission 
found that the valuation placed on the patent was 
grossly misleading for several reasons. For one thing, 
the capital stock of the registrant was sold to the pub­
lic at $2 a share and no sales were made at $10. Thus, 
the use of the $10 figure in valuing the asset was 
clearly improper. Moreover, the arrangements made 
with respect to the “donation” of shares indicated 
that it was the intention of all concerned that the 
president and promoter obtain only 20,000 shares for 
the patent. Hence, inclusion of the “donated” shares 
as part of the cost of the property acquired in the 
exchange was also held to be clearly improper. More­
over, the falsity of the $500,000 valuation was found 
to be emphasized by the absence of any relationship 
between it and the actual cost to the promoter of the 
assets conveyed by him to the company.17
14In the Matter of Florida Power and Light Company, et al., 
Holding Company Act of 1935, Release No. 4791 (1943).
15Some, less precise in their reasoning, claimed that goodwill 
was a “capital” asset and for that reason should properly be 
offset against “capital” not “earned” surplus.
16In December, 1944, the committee on accounting procedure 
of the American Institute of Accountants, in discussing the 
propriety of charging intangible assets not subject to amortiza­
tion against capital surplus, stated that “in the past it has gen­
erally been considered proper to eliminate the cost of [such] 
intangibles from the accounts, in whole or in part, by a charge 
against any existing surplus, capital or earned, even though the 
value of the asset is unimpaired. Since the practice has been 
long established and widely approved, the committee does not 
feel warranted in recommending, at this time, adoption of a 
rule prohibiting such disposition . . .”
“The committee believes, however, that such dispositions 
should be discouraged . . .” (Accounting Research Bulletin No. 
24, December 1944) .
17The Commission in In the Matter of Poulin Mining Com­
pany Limited (8 SEC 116) discussed a similar situation in which 
a valuation of $1,000,000 was placed on mining claims of the 
registrant. The cost of the claims to the promoters of the regis­
trant was $1,000 and the fair value of the shares issued to the 
promoters in exchange therefor was not greatly in excess of 
that cost. The Commission concluded that approximately 99% 
of the 1,000,000 shares issued was a donation to the promoters 
or was given for promotional services.
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Premiums on Preferred Stock Retired
Accounting questions arising in connection with 
the capital and surplus section of the balance sheet 
have continued to be important in connection with 
financial statements filed with the Commission. Es­
pecially frequent have been questions as to whether 
certain types of charges should be made against capi­
tal surplus or earned surplus. Accountants have long 
agreed that capital surplus should not be used to re­
lieve income or earned surplus of charges that would 
otherwise fall thereagainst. Capital surplus has also 
been generally limited to amounts paid in at one time 
or another by stockholders in excess of the par or 
stated value of presently outstanding shares.
In 1943 an Accounting Series release was issued 
dealing with one phase of this question, the account­
ing treatment to be accorded redemption premiums 
paid on the retirement of preferred stock. In a number 
of instances registrants and their accountants had con­
tended that such premiums could be charged to any 
capital surplus on the company’s books regardless of 
whether such surplus was paid in or contributed with 
respect to shares of the same class of stock as that be­
ing retired, or an entirely different class. After pro­
tracted consideration of the question, including 
careful analysis of conflicting points of view, it was 
concluded that such redemption premiums should 
ordinarily be charged to earned surplus. The release 
pointed out that:
“In order to maintain a proper distinction between 
capital and income, it is my opinion that it is neces­
sary to consider the entire amount contributed by 
shareholders as capital regardless of whether reflected 
in the accounts as capital stock or as capital or paid-in 
surplus. When a corporation by appropriate legal 
action classifies its share capital, with resulting dis­
tinctions in dividend rights, asset priorities, voting 
powers, and other matters, adherence to the principles 
mentioned, in my opinion, requires appropriate ac­
counting recognition of the classification of shares not 
only in respect of the legal or stated capital but also 
in respect of the related contributions in excess of 
legal or stated capital. In my opinion, reflection of 
a redemption premium paid to one class of share­
holders as a diminution or utilization of amounts 
contributed by another class, or by shares of the same 
class still outstanding, would ordinarily be inconsist­
ent with recognition of these principles in that the 
capital contribution shown for outstanding shares 
would thenceforth be less than the amount actually 
paid in on such shares although (1) no amounts were 
in fact repaid in respect of the outstanding shares; 
(2) at the time of the disbursement there existed ac­
cumulated earned surplus; and (3) such earned sur­
plus would therefore be available for distribution as 
apparently earned dividends, although in fact capital 
contributed in respect of the outstanding shares had 
not been maintained intact.”18
The release went on to say, however, that ordi­
narily there would be no objection to charging such
premiums to capital surplus arising from the prior 
reacquisition and retirement of preferred or common 
shares at less than the amounts paid in thereon, since 
such capital surplus did not represent any amounts 
paid in on shares outstanding.
One of the criticisms frequently made of the pro­
posal to require a charge to earned surplus in this 
situation is that many, if not most, state corporation 
laws permit such a charge to be made to capital sur­
plus. A requirement that earned surplus be charged 
is said to be “creating law.” The same line of argu­
ment has been used to justify other types of charges 
to capital surplus, particularly in cases in which a 
preferred stock refinancing had been consummated in 
the course of which substantial preferred stock divi­
dend arrearages are eliminated. Usually the old pre­
ferred stockholders are offered a share of new pre­
ferred stock and a cash or stock bonus sufficient to 
make attractive the relinquishment of all rights under 
the old preferred stock contract. The charge for the 
cash or stock bonus, it is said, should be a permis­
sible charge to capital surplus, accountingwise, since 
it is a permissible charge pursuant to applicable state 
law.
Accounting cannot ignore the legal status of the 
transactions it reflects—nor does it. On the other 
hand, the mere fact that the law does not proscribe a 
particular accounting treatment does not of itself 
make that treatment acceptable. Most state laws draw 
no distinction between earned and capital surplus, 
but envisage “surplus” as the entire excess of net assets 
over stated capital. In such states the distinction be­
tween earned and capital surplus is an accounting, 
not a legal, concept. As such it is amenable to ac­
counting rules. In such states it seems pointless to 
say that the law “permits” a specific charge to go 
against capital surplus—of course it does, since the law 
recognizes only one surplus. Furthermore, in those 
states where a distinction is drawn between earned 
and capital surplus there are no, statutory provisions, 
as far as can be determined, as to how charges of 
the kind just mentioned should be dealt with for 
accounting purposes.
Quasi-Reorganizations
Another type of accounting adjustment that is in­
timately related to statutory concepts of capital and 
surplus is the procedure of a quasi-reorganization. 
The device of a quasi-reorganization was formally de­
fined in the Commission’s Accounting Series Release 
No. 25 as a “corporate procedure in the course of 
which a company, without the creation of a new cor­
porate entity and without the intervention of formal 
court proceedings, is enabled to eliminate a deficit
18The distinction here in question is between contributions 
by shareholders and earnings thereon; it is not, as some have 
misconstrued the language, the distinction between capital and 
revenue expenditures.
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whether resulting from operations or the recognition 
of other losses, or both, and to establish a new earned 
surplus account for the accumulation of earnings 
subsequent to the date selected as the effective date 
of the quasi-reorganization.”19
Early in 1940 the Commission issued two releases 
in its Accounting Series discussing certain minimum 
disclosures that should be made with respect to a 
quasi-reorganization. In Accounting Series Release 
No. 15 it was pointed out that:
“It is my opinion that sound accounting practice 
ordinarily requires that a clear report be made to 
stockholders of the proposed restatements and that 
their formal consent thereto be obtained. In such a 
situation it is also essential, in my opinion, that full 
disclosure of the procedure be made in the financial 
statements for the fiscal year involved and that any 
subsequent statements of surplus should designate the 
point of time from which the new earned surplus 
dates.”
This release also stated that, in view of the im­
portance of the procedure, the financial statements of 
succeeding fiscal years should for a reasonable length 
of time continue to disclose the amount of the deficit 
or other charges that were carried to capital surplus 
in the course of the quasi-reorganization.
Accounting Series Release No. 16 dealt with the 
disclosures to be made in the financial statements 
when a corporation charges a deficit to capital sur­
plus pursuant to a resolution of the board of directors 
but without approval of the stockholders. Briefly 
this release required the presentation of earned sur­
plus in the balance sheet in a manner that would 
make clear the amount of the deficit that had been 
eliminated without stockholder consent. Also, addi­
tional disclosure by footnote was held to be necessary 
in the financial statements in which the action of the 
board of directors was first reflected.
In 1941 an Accounting Series release was issued20 
which dealt with some of the more important account­
ing implications growing out of a quasi-reorganiza­
tion. The release pointed out that a quasi-reorgani­
zation may not be considered to have been effected 
unless certain minimum requirements are observed. 
For one thing, there can be no remaining balance of 
earned surplus nor a deficit in any surplus account. 
Such a requirement is obviously necessary if a quasi­
reorganization is to accomplish its purpose. The 
write-off of losses to capital surplus without exhaust 
ing earned surplus would obviously be undesirable 
and misleading, while the existence of an unelimi­
nated deficit would be incompatible with one of the 
principal purposes for which the quasi-reorganization 
was presumably undertaken. Another essential step 
of the procedure is that it be made known to all per­
sons entitled to vote on matters of general corporate 
policy and the appropriate consents to the particular 
transaction are obtained in advance in accordance
with the applicable law and charter provisions. The 
last requirement mentioned was that the procedure 
should accomplish with respect to the accounts sub­
stantially what might be accomplished in a reorgani­
zation by legal proceedings, that is, assets should be 
restated in terms of present conditions, and capital 
and surplus appropriately modified so as to remove 
the need of future reorganizations of like nature. 
This release went on to point out the following im­
plications which lie behind the basic propositions 
just set forth:
“It is implicit in such a procedure that reductions 
in the carrying value of assets at the effective date 
may not be made beyond a point which gives appro­
priate recognition to conditions which appear to have 
resulted in relatively permanent reductions in asset 
values; as for example, complete or partial obsoles­
cence, lessened utility value, reduction in investment 
value due to changed economic conditions, or, in the 
case of current assets, declines in indicated realization 
value. It is also implicit in a procedure of this kind 
that it is not to be employed recurrently but only 
under circumstances which would justify an actual 
reorganization or formation of a new corporation, 
particularly if the sole or principal purpose of the 
quasi-reorganization is the elimination of a deficit in 
earned surplus resulting from operating losses.
“In the case of the quasi-reorganization of a parent 
company it is an implicit result of such procedure 
that the effective date should be recognized as having 
the significance of a date of acquisition of control of 
subsidiaries. Hence, dividends subsequently received 
from subsidiaries should be treated as income only 
to the extent that they are declared by subsidiaries out 
of earnings subsequent to the effective date. Likewise, 
in consolidated statements, earned surplus of sub­
sidiaries at the effective date should be excluded from 
earned surplus on the consolidated balance sheet.”
The releases just described set forth the general 
rules to be observed in effecting a quasi-reorganiza­
tion, but there remain a host of accounting decisions 
or business judgments that must be made in each 
particular case. For example, it is necessary that 
assets be stated on the basis of fair values as reason­
ably determined in the light of all circumstances ex­
isting at the date of the quasi in order to determine 
the incidence of gains and losses or revenues and ex­
penses as between the accounting periods prior to the 
quasi-reorganization and the periods subsequent 
thereto. In certain cases, the question will arise as to 
whether or not a given income or expense item aris­
ing in the post-quasi period should not, in fact, be 
carried back to the date of the quasi-reorganization 
and viewed as a retroactive adjustment thereof. It is
19The Commission’s general attitude toward the problem was 
first outlined in an article, “Some Current Problems in Account­
ing,” by William W. Werntz, The Accounting Review, June 
1939, pp. 117-126.
20Accounting Series Release No. 25. Also see In the Matter of 
Associated Gas and Electric Corporation, 6 SEC 605 (1940). •
Requirements of the Securities and Exchange Commission
generally agreed that a quasi-reorganization cannot be 
held open indefinitely for the purpose of assigning 
items to the pre-quasi period. Insofar as losses are 
concerned, the burden of proof should be sustained 
by whoever subsequently wishes to charge losses to 
capital surplus, on the ground that the loss existed 
at the date of the quasi-reorganization. This burden 
of proof should become increasingly heavy with the 
lapse of time. The situation with respect to gains 
arising subsequent to a quasi-reorganization is funda­
mentally similar. However, a company in carrying 
out the quasi may have some incentive to reduce the 
carrying value of assets to a point lower than the fair 
value at the quasi date. Hence, gains arising subse­
quent to a quasi-reorganization on assets held at the 
date of the quasi should be scrutinized with special 
care to determine whether the credit should not be 
considered as an adjustment of the quasi and there­
fore credited to capital surplus.
Another difficulty that has occurred in a few cases 
with respect to registrants which have undergone 
quasi-reorganizations arises out of the provision of 
omnibus reserves covering losses and profits which 
may have been implicit in a group of properties at 
the date of the quasi. Such reserves present a most 
difficult problem upon later sale or other disposition of 
a part of the assets, inasmuch as they have not been 
broken down in terms of individual units of property. 
They should be avoided wherever possible.
Another question that has arisen on a number of 
occasions is whether or not it is permissible to write 
up assets in a quasi. This issue was first raised in a 
case in which a net write-down was effected in the 
process of a quasi-reorganization. In view of the net 
write-down, the Commission, under the Public Utility 
Holding Company Act of 1935, permitted certain in­
vestments to be written up.21 The decision was, how­
ever, very carefully and rigidly limited to the facts 
of the case. It was specifically pointed out that the 
amount at which the written-up investment was to be 
carried after the quasi was less than its market value, 
its underlying book value, and the amount at which 
shares of this stock were recently sold or subscribed, 
and appeared reasonable on the basis of capitalized 
earnings. Under the particular circumstances of the 
case, which included a substantial change in pro­
prietorship interests, the Commission did not feel 
obliged to take exception to the proposed plan.
The Commission has not yet had to deal in an 
opinion with a case in which a net write-up was pro­
posed to be accomplished by a procedure described 
as a “quasi-reorganization.” As indicated earlier, that 
procedure was developed, and has always been so con­
sidered by the Commission, as a counterpart of the 
legal receivership or reorganization procedure. A net 
write-up under such circumstances would be an anom­
aly, to say the least. Moreover, the problems and dan­
gers consequent to the introduction of values through a 
net write-up appear to be entirely different from those
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encountered in a net write-down which, after all, 
basically does no more than apportion known costs 
between the past and the future, a familiar account­
ing problem albeit in an aggravated setting. Should 
opinion crystallize as to the necessity of providing an 
accounting procedure by which net write-ups may 
be impressed upon the accounts and in the state­
ments, there would be need of much further and 
careful study. The checks and balances of present 
quasi accounting were not devised for such cases, and 
fail completely to take cognizance of obvious differ­
ences in motivation and in inherent dangers.
Renegotiation of War Contracts
One of the most striking effects of wartime condi­
tions on the presentation of financial statements and 
the application of accounting principles has been the 
increase of uncertainty as a result of such diverse 
factors as wartime regulations, the conversion to war 
production, and the precarious status of many foreign 
investments. These factors affect both balance sheet 
and income statement presentation, but their most 
critical effect has been to increase markedly the un­
certainties involved in income determination.
One of the principal uncertainties of this sort grows 
out of the statute governing renegotiation of govern­
ment contracts. While the reciprocal effect of the tax 
law often acted to minimize the net effect of rene­
gotiation settlements, nevertheless, the net effect in 
many cases has been very large, especially as to com­
panies which had completely converted to war pro­
duction.
In the initial stages, financial statements were some­
times prepared without any attempt at allowance for 
this factor, and contained a specific disclaimer as to 
what effect renegotiation might have. Disclosures 
acquainting the reader with the character of the un­
certainty varied widely in nature and extent. As a 
result of considerable experience with the statements 
of different companies, certified by different account­
ants, the policy was adopted of requesting registrants 
to present the following as a minimum standard of 
fair disclosure:  
“ (1) That Section 403 of the Sixth Supplemen­
tal National Defense Appropriation Act as amended 
provides in substance, among other things, for the re­
negotiation of contracts made with certain depart­
ments or agencies of the United States Government 
(including subcontracts thereunder) and the recap­
ture under certain circumstances of profits derived 
from such contracts.
“ (2) That contract price negotiations may be com­
menced by the government within one year after the 
close of registrant’s fiscal year within which comple­
tion or termination of the contracts or subcontracts 
occurs.
21In the Matter of Federal Water Service Corp. 10 SEC 200 
(1941).
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“ (3) Whether or not any communications have been 
received by the registrant with respect to its contracts, 
requesting renegotiation, voluntary price reductions, 
or data relating to a consideration of such matters.
“ (4) That in the administration of the Act it has 
been indicated that the policy will ordinarily involve 
an approach on the basis of profits before deduction 
of federal income and excess profits taxes, subject to 
subsequent credit for such taxes against the amount 
of excessive profits eliminated that are applicable 
thereto.”
To this description of the nature of the renego­
tiation process the request was later added that there 
be a statement, if that were the case, that in the event 
the contracts held by the registrant were renego­
tiated, it was possible that the recapture of profits 
might have a material adverse effect on the financial 
condition of the registrant. The certifying account­
ant was permitted to indicate that his opinion was 
subject to the effects of renegotiation.
As renegotiation procedure and practice became 
better understood and established it became possible 
to call for an estimate of the amount of profits to be 
recaptured by the government if reasonably deter­
minable, and for the provision of an appropriate 
reserve therefor.22 In some recent cases we have on 
the basis of the reported figures felt obliged to insist 
upon the provision of at least a minimum reserve.
The Commission also amended its requirements 
with respect to Form 8-K, a specialized reporting form 
designed to secure highly current information, so as 
to require the filing of a report on that form upon 
the settlement of any renegotiation proceedings. Under 
the amendment, a report must be filed at the time 
of final settlement unless financial statements for the 
period or periods covered by this settlement have not 
yet been filed, or unless the results of the settlement 
are reflected in the financial statements most recently 
filed. Such a report is necessary even though the 
amount recaptured was not material since to our 
minds, the removal of the uncertainty is nearly as 
important as the amount of settlement. To this there 
is one exception: If in the statements a representa­
tion was made that the amount involved would not 
be material, and in fact the final settlement did not 
involve a material amount, we have not insisted upon 
the filing of an 8-K.
War and Postwar, Reserves
A problem that is in many instances of almost equal 
importance with that of accounting properly for 
renegotiation of contracts, is the treatment of reserves 
provided for war and postwar losses or contingencies. 
Such reserves Can perhaps be put into three major 
categories. There are those the provision for which 
must be considered a direct cost of doing business, as 
for example, increased depreciation, due to 24-hour 
a day operation. While the exact provision needed 
may be somewhat indefinite the factors underlying the
provision are not dissimilar from those encountered 
in arriving at the regular depreciation provision, and 
presumably they should occupy in the statements a 
position analogous to the usual depreciation re­
serves. In the second class, we encounter those condi­
tions or losses for which provision must be made 
before arriving at an estimated income for the year, 
ordinarily as a rather clearly defined item of ex­
traordinary deductions. Generally, the amount that 
should be provided is a good deal less definite than 
in the first category of cases, but there exists, never­
theless, a reasonable conviction of loss applicable to 
the period and reasonable evidence on which to base 
an approximation of its amount. In the third cate­
gory are many ill-defined and often speculative con­
tingencies. For these a reasonable approximation of 
the provisions necessary may not be possible. Under 
some circumstances, reserves of this last type may 
perhaps be considered reservations of income and be 
shown as a deduction at the very bottom of the cur­
rent income statement. In other cases, the reserve 
should be treated as an appropriation of earned 
surplus.
The presence or absence of conditions necessitating 
the provision of reserves of any or all of the types 
mentioned is by no means easily ascertained. The 
determinability of amounts, given the conditions, 
varies widely. As between companies, moreover, the 
same general problem, say inventory losses, may so 
vary in particular aspects as to make appropriate a 
reserve in any of the categories.
Accounting Series Release No. 42, issued in 1943, 
discussed in detail the disclosures required by Regu­
lation S-X with respect to reserves and the charges 
made to establish them. Although that release indi­
cated that it would be necessary to disclose clearly the 
various types of war contingencies and conditions for 
which the reserve was designed to provide, it has been 
necessary in a very large number of cases to cite de­
ficiencies and suggestions calling for a more informa­
tive disclosure than a mere “etc.” or a general title 
such as “reserve for contingencies.” Moreover, where 
a reserve provision was being made for an expense of 
the current period we have not accepted attempted 
inclusion of such provisions in an unsegregated over­
all reserve, often including in its title the vaguest 
sort of contingencies. Instead, our deficiencies have 
requested the segregation of provisions for such ex­
pense elements. On the other hand, in dealing with 
provisions for general postwar purposes, ordinarily 
shown as a deduction or appropriation of net income, 
we have raised no objection to the use of reserves 
covering a number of purposes provided only that 
by caption or footnote a reasonably clear description 
of the general character of the purpose was given.
“American Institute of Accountants, Accounting Research Bul­
letin No. 21, December 1943.
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As yet, the problem of charges to these reserves is 
not often encountered. In prospect, however, that 
problem is apt to be more difficult than the problems 
met in setting up the reserves. When the charges be­
gin to come, it will be necessary to exercise especial 
care and vigilance lest the reserve be used to absorb 
items for which it was not intended, and, what is more 
important perhaps, lest there be charges clearly asso­
ciated with the income of future periods which never­
theless are excluded from future income statements 
and carried to a reserve representing no more than a 
segregation of the profits of prior periods. 
Terminated War Contracts
A third accounting problem of importance relates 
to the practices to be followed in accounting for the 
termination of war contracts. Government policy in 
this matter has been outlined broadly in the Contract 
Settlement Act of 1944. Terminations have already 
reached such a volume that they have become an im­
portant accounting problem but the mass termina­
tions that are in prospect will present a far more 
critical problem, particularly if those mass termina­
tions occur shortly before the end of the calendar year 
and must be reflected in the financial statements of 
many or most industrial companies.
Accounting problems in the preparation of termi­
nation claims are of the utmost importance. How­
ever, in filings with the Commission, the usual ques­
tion is how termination settlements (and lack of 
them) are to be reflected in the financial statements. 
All agree that there must be the fullest sort of dis­
closure as to the status of the proceedings and the 
effect of the proceedings on the related balance sheet 
and income statement accounts. The question arising 
most often is whether or not the effects of termination 
should be reflected in the income statement for the 
period in which the termination became effective, 
even though actual settlement is not agreed upon, or 
made, until a later period. Wherever the amounts 
involved are reasonably determinable, accrual in the 
year in which termination occurs appears justifiable 
since whatever rights the contractor has, accrued to 
him as of the date of termination. Moreover, under 
the 1944 Act, estimates by the contractor as to the 
amount of his claim are accepted as a basis for ad­
vances and interim loans up to 90 per cent of the 
estimate.
Form of the Income Statement
A number of other questions relating to the income 
statement are of current importance in the work of 
the Commission. They are not problems peculiar 
to a wartime economy, although some of them have 
been greatly accentuated as a result of wartime con­
ditions.
There have recently appeared a number of income 
statements in which no attempt is made to arrive at 
what have long been considered to be significant in­
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termediate figures. Instead, all revenues and income 
items are listed and from this total is deducted the 
total of a list of expenses, even including interest on 
bonds and income taxes. Such a presentation appears 
to reflect the feeling that intermediate figures such as 
gross profit or income before income taxes are with­
out significance, if not misleading.
There are obviously serious objections to income 
statements in which a balance is struck after nearly 
every deductible item, and there is a good deal of 
difficulty in too many concepts of “income before” 
this or that and “income after” this or that. How­
ever, it does not follow from this premise that all in­
termediate balances in the income statement are un­
sound. In trading companies the so-called gross profit 
margin has significance. In manufacturing compa­
nies the relation between sales and cost of goods sold 
as opposed to such items as general, administrative, 
and financial expenses is significant. In insurance 
companies there is sound reason for showing separate 
computations of underwriting and investment re­
sults. In investment companies it is important to 
make a separate showing as to dividend income and 
expenses as opposed to security profits or losses. There 
is importance in the amount available for interest 
requirements where funded debt has been issued. 
The amount before income taxes is of great signifi­
cance—particularly so long as income taxes affect dif­
ferent companies in different ways. Even if such 
taxes are not considered as a sort of distribution of 
profits but rather as an expense, they are at least a 
very special form of expense—one that exists only if 
all other costs and expenses are recouped, and then 
only as a fraction of the excess.
Because there is importance in these relationships, 
I can see no reason why the correlative intermediate 
balances are not equally important. Indeed, if there 
is what may be called reader-inertia, it seems to me 
that there is no gain whatever in requiring the reader 
of financial statements to undertake the additional 
burden of computing the pertinent figures. True, one 
who wishes to mislead a reader may concoct or select 
a particular presentation because he thinks it will 
gain his ends, but it seems unnecessary and improper 
to reject a desirable form of presentation merely be­
cause a few may misuse it.
Proponents of the “one-step” philosophy rarely 
emphasize its drawbacks. Yet, an unbroken list of 
expenses is an effective means of concealing or de­
emphasizing particular items and particular relation­
ships. For example, a great part of the significance 
that ought to be attached to such items as the pro­
visions for income taxes, indefinite reserves, and ex­
traordinary losses is lost or obscured when these 
amounts are grouped with such items as materials, 
wages, and depreciation. In many cases indeed the 
omission of significant intermediate balances would 
be the basis for the citation of a deficiency.
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Income Taxes
Another matter of considerable current significance 
is the question of accounting for income taxes. The 
rise in income tax rates during recent years has 
meant that substantial differences between taxable 
income and financial income may bring about an un­
usual relationship between reported current financial 
income and the income taxes for the period. The 
type of situation in which the problem usually arises 
is one in which an item has been deducted in com­
puting taxable income but has not been so treated in 
computing financial income. Instead, for financial 
purposes the item may have been charged directly 
to surplus, charged to a reserve, charged to income 
or earned surplus for prior years, or deferred to fu­
ture periods. Such differences were seldom noticed in 
prior years when taxes were low and the net effect 
was ordinarily of minor importance. However, in 
recent years certain types of transactions have made 
the problem much more acute. For example, numer­
ous bond refundings have occurred, resulting in con­
siderable amounts being deducted from taxable 
income to extinguish unamortized debt discount and 
expense. These charges, for financial purposes, how­
ever, were often carried to earned surplus or deferred. 
Some companies have reflected in income a tax pro­
vision hypothetically computed on the basis of what 
would have been taxable income had the particular 
deduction not been available. An offsetting credit is 
made to the particular account to which the un­
amortized debt discount and expense was charged, 
that is, earned surplus or a deferred charge account.
The committee on accounting procedure of the 
American Institute of Accountants has issued a bulle­
tin which provides that, in general, a charge to in­
come must be made to offset the “tax saving” effect 
of items that have been deducted for tax purposes 
but excluded from the income account.23 This bulle­
tin catalogs reasons supporting this position. It does 
not, however, fully develop the contrary position nor 
explore the ramifications of its proposal.
The desirability of making such adjustments is not 
entirely clear. In the first place, such adjustments 
of the tax provision are purely hypothetical compu­
tations of what the expenses of the business would have 
been if events had been different. In a very real sense, 
the tax borne by current operations is the amount 
that must be provided for the current year under the 
terms of the applicable Revenue Act, and it is not 
the amount of tax that would have been paid—“if.” 
The notion that income taxes, as an expense, may 
be allocated in plus or minus quantities so that an 
inflated tax provision appears in the income statement 
and a* negative “tax provision” is carried to surplus, 
used to offset a deferred charge which is to be amor­
tized against future income, or credited to a reserve 
which has been charged with the item taken as a tax 
deduction, is, to say the least, novel. No other
expense is thus allocated in negative amounts.
A still more serious objection to the practice runs 
to the uncertainties it invites. For example, if a 
company is taxed as a member of a group filing con­
solidated returns, should the “tax saving,” so-called, 
be computed by comparison of its share of the actual 
consolidated tax with what it would have paid as its 
share, but for the charge-off in question? Or should it 
be entitled to the entire saving in consolidation? And 
what should be done if, individually, it had a loss and 
so, on the customary basis of allocating consolidated 
taxes among the group, paid no part of the actual 
consolidated tax? Or should a comparison be drawn 
between what it would have paid on the basis of an 
individual return with and without the charge in 
question? Finally, how should the matter be handled 
where the company involved is obliged to publish its 
own individual financial statements? Again, suppose 
an individual company is in the 40 per cent bracket 
while the consolidation pays an excess profits tax. 
Finally, what effect is to be given carry-forwards and 
carry-backs? Suppose in 1943, the company makes 
what amounts to a “charge in lieu of taxes” in the 
income statement because of a loss which has been 
taken for tax purposes but which was charged to 
earned surplus for financial accounting purposes. 
If in 1944 the company’s earnings are reduced to the 
point where it is entitled through the carry-back 
provisions to get a refund of all or a portion of the 
taxes paid in 1943, must not there be made some 
adjustment of the “charge in lieu of taxes” for 1943? 
These issues ignore the basic problem of whether the 
“tax saving” should be attributed to the highest 
bracket rate or the average rate. There are, of course, 
any number of transactions during the course of a 
fiscal year which could be singled out to receive the 
special benefit of a “tax saving.” The reason for giving 
this benefit only to the charge that happens to have 
been made to surplus or to a reserve is far from clear. 
Good argument can be made that if “tax saving” 
accounting is to be indulged in, a particular item 
should be assigned its share of tax on the basis of 
the average tax rate applicable to the company’s 
reported financial income. To do otherwise, is like 
saying that one blade of a pair of scissors is responsi­
ble for all of the cutting done. Surely, there would 
be no saving, however much might be charged to 
surplus if there were no profit for the year. Is not, 
therefore, part of the saving properly allocable to the 
income that enabled it?
The customary process of financial accounting in 
providing reserves under appropriate circumstances 
raises a number of complex questions relating to the 
computation of the “tax saving.” Predictions would 
have to be made as to the level of future tax rates as 
well as future taxable income. This would entail the
23American Institute of Accountants, Accounting Research Bul­
letin No. 23, December 1944.
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purest sort of speculation and estimated amounts of 
“tax saving” based thereon would appear to have 
little validity or value.
The present regulations of the Commission do not 
deal expressly with this problem. It is clear, however, 
that under them an item labeled “provision for taxes” 
must be just that and not a provision combining 
taxes and charges in lieu of taxes. The matter is, 
moreover, under active consideration at the present 
time24 both by the Commission and its staff. It may 
be expected that a definite position will shortly be 
taken through appropriate amendments of the re­
quirements or by means of a public announcement 
of policy.
Defaulted Interest
Another problem of income determination which 
has become of importance to investment companies 
as a result of wartime conditions is the accounting 
treatment to be accorded interest payments received 
on bonds having interest arrearages at the date ac­
quired. Quite a few companies with debt securities 
in default have, in the last few years, found them­
selves in a position to make full or partial payments 
of back interest. Companies that had purchased de­
faulted bonds were then faced with the problem 
of accounting for the payments received on defaulted 
interest applicable to periods prior to the purchase— 
the problem being whether to treat such payments 
as a partial return of the investment, since the de­
faulted interest as well as the principal had been 
purchased, or whether to treat the payment in some 
part as income. This question was dealt with in 
Accounting Series Release No. 36, in which the 
opinion was expressed that such payments should 
not be treated as income but instead should or­
dinarily be considered as a return of the original 
investment. A somewhat similar but more complex 
problem is presented where the purchase and payment 
involve not defaulted bonds and overdue interest 
but preferred stock and dividends in arrears. There 
appear to be stronger grounds for considering pay­
ments of dividend arrearages as income, at least in 
part. However, the Commission has adopted no gen­
eral policy on the matter but instead has dealt with 
each case in the light of all the relevant circum­
stances.
Footnotes
The Commission has in several recent decisions 
discussed the question of footnote disclosure. Finan­
cial statements in a number of cases were held to be 
misleading because of a failure to ’disclose, by foot­
note or otherwise, significant contingent liabilities 
arising from the sale of securities in violation of the 
Securities Act of 1933. Other cases have underlined 
the need for footnote disclosures, particularly under 
the 1933 Act, in cases where events occurred, subse­
quent to the close of the fiscal year, which modified 
materially the reported financial position and results 
of operations.
Two approaches to this matter are possible. On 
the one hand there should be a proper reluctance to 
engage in prophecy or speculation, but on the other 
hand there must be recognition of the fact that a 
principal function of historical financial reporting is 
to permit forecasting by others. There seems to be 
little question that the accountant has a measure of 
responsibility for disclosing, in connection with the 
financial statements, events which impair this use of 
the financial statements presented. The difficulty, of 
course, lies in determining the proper scope of this 
responsibility. Balance-sheet questions raise the 
simpler problem. It is fairly generally agreed that 
such items as a proposed refinancing or quasi-reor­
ganization should be disclosed in a footnote to the 
balance sheet even though becoming effective subse­
quent to the balance-sheet date. Likewise, it is gen­
eral practice to make appropriate disclosures with 
respect to possible losses on inventories due to price 
declines subsequent to a balance-sheet date, or losses 
due to destruction of the plant by fire, assuming the 
amounts involved to be significant. The more diffi­
cult question is that of disclosure of earnings de­
velopments. The many forces that are operative in 
business make representations as to future profit 
possibilities highly precarious. Furthermore, to re­
port unfavorable developments while omitting fa­
vorable ones might be more misleading than helpful. 
Nevertheless, it is easy to conceive of circumstances 
in which a failure to disclose significant events affect­
ing future operations would be extremely misleading. 
For example, the institution of legal proceedings that 
will seriously affect future profits, or the loss of the 
major portion of the company’s market may render 
past profits meaningless. Conversely, there is no need 
for reporting those minor events which are a normal 
part of business. The beginning and end of the 
accountant’s responsibility in this area is not yet 
reduced to clearly defined rules but has still to be 
dealt with in the light of all the circumstances of a 
particular case.
The Commission had occasion to discuss this ques­
tion in two opinions, In the Matter of The Colorado 
Milling and Elevator Company25 and In the Matter 
of Central Specialty Company.26 In the first-men­
tioned case, the registrant had filed a statement of 
consolidated profit and loss for the nine years ended 
May 31, 1943. However, the data included in this 
statement represented the results of operations for 
a period during which the registrant’s capital struc­
ture, financial condition, and business arrangements
24February 1, 1945.
25Securities Act of 1933, Release No. 2964 (1943).
2610 SEC 1094 (1942). See also In the Matter of Potrero Sugar
Company 5 SEC 982.
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differed considerably from that which obtained on 
and after May 31, 1943. Among other things, the 
registrant had disposed of its investment portfolio, 
thereby eliminating from future income amounts 
which for the year prior to May 31, 1943, were a 
significant element of total income. The Commission 
also found that the sale of the investment portfolio 
increased the cost of bank accommodations by about 
50 per cent, a material factor under the registrant’s 
method of operation. Moreover, the income-tax status 
of the registrant had been unfavorably altered as a re­
sult of some recent transactions. Heavier future inter­
est charges as a result of newly issued debentures, in­
creased compensation to be paid to the registrant’s offi­
cers and directors, and increased cost of insurance for 
the ensuing year were additional factors tending to di­
minish the meaningfulness of past income statements.
The Commission found that in the aggregate the 
changes effected in the business structure and meth­
ods of operation were so basic that the previous 
income statements could not be used as a sound basis 
for estimating the likely results of future operations. 
It held also that failure to disclose such fundamental 
changes in connection with the income statements 
of past years was as misleading as if the past earnings 
themselves had been misrepresented.
In the Central Specialty case, the Commission 
considered the question as to whether the profit-and- 
loss statement was rendered materially misleading 
because of a failure to indicate by footnote an increase 
in labor costs effected since the end of the period 
covered by the statement. Also considered was the 
question whether the profit-and-loss statement was 
misleading by reason of an omission to disclose, by 
footnote, the possibility of a further increase in labor 
costs arising out of negotiations with union employees 
who have demanded wage adjustments. The Com­
mission found that the increase in labor costs had 
already been offset by higher prices for the registrant’s 
product, and stated that it did not believe “that the 
increased labor costs represent the type of ‘extraor­
dinary circumstances’ occurring after the stated date 
of the financial statements which need be disclosed 
in those statements.” However, the Commission’s 
finding was based in part on the assumption that the 
company’s registration statement and prospectus 
would disclose elsewhere than in the financial state­
ments complete information with respect to the 
registrant’s labor relations.
Pro Forma Statements
Pro forma financial statements can serve a useful 
purpose where it is necessary to portray the effect of 
prospective transactions, such as a proposed refinanc­
ing, on the balance-sheet or income statement of a 
particular company. However, accountants have 
recognized that such statements are likely to be 
misleading unless there is firm assurance that the
assumed transactions will in fact be consummated 
and unless those transactions have been fully dis­
closed, and their effect indicated, in the pro forma 
statements.27 28 *
The Commission, in two decisions, criticized as 
misleading certain pro forma balance sheets used in 
the sale of securities. The more flagrant case was In 
the Matter of Leedy, Wheeler & Company. The 
respondent in this case was a corporation registered 
with the Commission as a broker-dealer. It had pre­
pared and used a prospectus in which the sole finan­
cial statement was a pro forma balance sheet for an 
industrial company the securities of which the broker 
wished to sell. The pro forma balance sheet reflected 
a prospective issuance of preferred stock of the indus­
trial company in settlement of certain liabilities to 
officers and others, but gave no hint that such an 
assumption had been made. Actually, moreover, the 
agreement to issue preferred stock was of so doubtful 
enforceability that its consummation could not reason­
ably be assumed for purposes of preparing a pro forma 
statement. Another misleading feature of the pro 
forma balance sheet was the concealment of an 
operating deficit. The first draft of the pro forma 
statement disclosed this deficit. In the statement ac­
tually included in the prospectus the deficit was, 
without disclosure, netted against preferred and com­
mon stock except for a small portion which was 
reflected in the “Net Capital Account” as a disclosed 
debit balance under the misleading caption “Reserve 
for Depreciation.” As issued, the pro forma balance 
sheet wholly concealed from a prospective investor 
the precarious financial condition of the issuing 
company prior to the proposed flotation of securities. 
All the investor had before him was the roseate pic­
ture presented by the pro forma statement. The Com­
mission found the document to be misleading and 
deceptive.
In In the Matter of Marquette Mines, Inc.,28 the 
Commission found that the registrant’s pro form 
balance sheet filed with the registration statement 
included items purporting to give effect to the re­
ceipt and application of cash proceeds from the pro­
posed offering and sale of stock. Since no underwriter 
was committed to take any of the issue, the use of 
the balance sheet was held to be plainly misleading 
under the Commission’s rules.
27Rule X-15C1-9 of the General Rules and Regulations under 
the Securities Exchange Act of 1934 defines the term “manipula­
tive, deceptive or other fraudulent device” to include the “use 
of financial statements purporting to give effect to the receipt 
and application of any part of the proceeds from the sale or 
exchange of securities, unless the assumptions upon which each 
such financial statement is based are clearly set forth as part of 
the caption to each such statement ...”
Rule 170 of the Commission’s General Rules and Regulations 
under the Securities Act of 1933 prohibits the use of pro forma 
financial statements giving effect to the receipt and application 
of any part of the proceeds from the sale of securities for cash 
unless the sale of such securities is underwritten and the under­
writers are irrevocably bound to take the issue.
28 SEC 172 (1940).
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Confidential Treatment of Financial Information
Under certain circumstances information may be 
confidentially filed with the Commission. In In the 
Matter of American Sumatra Tobacco Corporation,29 
the Commission outlined its approach to this prob­
lem and discussed at some length its reasons for re­
jecting this registrant’s request for confidential treat­
ment of the amount of “sales” and “cost of goods 
sold” in its income statement. The registrant’s request 
was based on the ground that disclosure of this in­
formation would place it at a competitive disadvan­
tage. The Commission found that the data in question 
was essential to an intelligent analysis of the affairs 
of the issuer and could not be granted confidential 
treatment unless there was convincing factual evi­
dence that the company would be injured by such 
disclosure. Since the evidence in the case did not 
permit an affirmative finding under this test, the 
application for confidential treatment was denied. 
Requests for confidential treatment of financial data 
have generally been denied except in cases where 
there is convincing evidence that publication of the 
information would be a hardship on the company 
or would be contrary to the public interest. There 
have been very few instances in which publication of 
required information has been found to be a hard­
ship on a particular company but there have been 
a number of cases in which confidential treatment 
has been accorded financial information because of 
the censorship requirements imposed during the 
present war.30
Activities of the Commission in the Field 
of Auditing Principles and Practices
Financial statements included in a registration 
statement or annual report filed under the Securities 
Act of 1933, the Securities Exchange Act of 1934 or 
the Investment Company Act of 1940 must in most 
instances be certified by an independent public ac­
countant. Such a certification, if it is to provide 
adequate assurance that the financial statements fairly 
present the affairs of the company, must be based on 
an impartial and expert review of the financial state­
ments and the underlying records and procedures. 
Such certification of financial statements, based on a 
reasonably comprehensive audit of the underlying 
books and records, is one of the principal services 
rendered by the public accounting profession and 
operates as an important line of defense against in­
tentional or inadvertent misstatements or omissions in 
financial statements prepared by management.
Initially, the Commission accepted the customary ac­
countants’ certificates under the sanctions of the several 
Acts and auditing procedures were subjected to Com­
mission inquiry only in cases in which evidence came 
to light that the financial statements had been im­
properly drawn or carelessly certified. In these par­
ticular cases, through field investigations, hearings, 
and conferences with the registrant and its account­
ants, the Commission ascertained the adequacy of 
the auditing procedures that had in fact been fol­
lowed.
These early cases held no portent of the shock to be 
administered by the disclosure of the fraud perpetrated 
by Coster-Musica and others in the McKesson & 
Robbins case. This case resulted in an unprecedented 
public interest in the adequacy of the protection 
afforded investors by the certification of financial 
statements and engendered serious and searching 
discussions in professional accounting circles. In 1939 
the membership of the American Institute of Ac­
countants, in an action directly traceable to the 
impact of the McKesson & Robbins case, approved a 
statement entitled “Extensions of Auditing Proce­
dure,” which contained the recommendation that 
physical inspection of inventories and confirmation 
of receivables thenceforth be considered standard 
auditing procedure.
In December, 1940, the Commission published a 
report based on its hearings and investigations in 
the matter. In its report the Commission found that 
the accountants had “failed to employ that degree of 
vigilance, inquisitiveness, and analysis of the evidence 
available that is necessary in a professional under­
taking. . . .” Also the Commission recommended a 
material advance in the development of auditing 
procedures whereby the facts disclosed by the records 
and documents of the firm being examined would be 
to a greater extent checked by the auditors through 
physical inspection or independent confirmation. 
Particularly, it was the Commission’s opinion “that 
auditing procedures relating to the inspection of 
inventories and confirmation of receivables, which, 
prior to our hearings, had been considered optional 
steps, should, in accordance with the resolutions 
already adopted by the various accounting societies, 
be accepted as normal auditing procedures in con­
nection with the presentation of comprehensive and 
dependable financial statements to investors.” 
Requirements as to Certification
Another direct result of the McKesson case was a 
thorough overhauling of the accountant’s certificate 
with a view to clarification and improvement. The 
bulletin “Extensions of Auditing Procedure” con­
tained certain recommendations in this regard. How­
ever, the Commission’s report on the McKesson in­
vestigation recommended far-reaching changes which
297 SEC 1033 (1939).
30See Rule 171 of the General Rules and Regulations under 
the Securities Act of 1933; Rule X-6 of the General Rules and 
Regulations under the Securities Exchange Act of 1934; and 
Rule 105 of the General Rules and Regulations under the 
Public Utility Holding Company Act of 1935. Also see Caption 
6 (c) of Rule 5-02 of Regulation S-X.
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were adopted in Accounting Series Release No. 21 as 
an amendment of Regulation S-X. The new rules 
required the certifying accountant to add certain 
clear-cut representations to his certificate. He was 
thereafter called upon to make a positive representa­
tion as to whether the audit he performed was in 
conformity with generally accepted auditing stand­
ards applicable in the circumstances—that is, was at 
least equal in the scope of procedures followed and 
the manner of their application to that which other 
professional accountants would consider essential in 
the circumstances. In order to assure that audit 
programs would be well suited to the circumstances 
of particular cases the certifying accountant was also 
called upon to state whether any procedure had been 
omitted which in his own individual judgment should 
have been employed. It was further required that 
departures from “normal” procedures should be ex­
pressly described. This approach was adopted in 
preference to its alternative, the enumeration of the 
specific procedures followed, since the latter would 
result in a cumbersome catalog of technical phrases 
of little value to the ordinary investor in indicating 
the adequacy of the audit. On the contrary, the dis­
closure of specific “normal” procedures that have 
been omitted and disclosure of supplementary pro­
cedures employed, together with the reason therefor, 
is a most practicable and helpful means of character­
izing the scope of the audit performed by the certify­
ing accountants.
It was stated above that omissions of normal 
procedures with respect to significant items must be 
disclosed. This applies even where, in the opinion 
of the accountant, special circumstances make the 
particular procedure, such as circularization of re­
ceivables, impracticable or unreasonable. For, unless 
this is done, no one may know or review the reason­
ableness of the departure from normal procedure and 
the way is open for a gradual, idiosyncratic and almost 
subterranean enlargement of the areas in which so- 
called “normal procedures” are not operative.
These requirements with respect to accountants’ 
certificates were, of course, mandatory in certificates 
filed with the Commission but were not at first gen­
erally observed in certificates prepared for other 
purposes. However, in 1942 the membership of the 
American Institute of Accountants voted in favor of 
eliminating this “double standard” in accountants’ 
certificates and adopted the substance of the Com­
mission’s requirements.
The Associated Case
Subsequent to the McKesson case, the Commission 
issued a number of decisions in which it criticized 
the auditing practices of particular accountants. Of 
these more recent cases the two of outstanding sig­
nificance were In the Matter of Associated Gas and 
Electric Company and In the Matter of Resources 
Corporation International.
In the Associated Gas and Electric Company case 
the Commission found that the audits made by the 
accountants were inadequate in scope. The registrant 
had followed practices in distributing charges and 
credits between capital surplus and earned surplus 
which the accountants did not consider to be in 
accordance with generally accepted accounting prin­
ciples and the results of such practices permeated the 
accounts to such an extent that the accountants, 
according to their own testimony, found it wholly 
impracticable, even impossible, to straighten them 
out. In other respects the accountants had to rely 
on bulk-sum estimates to correct improper charges 
the amount of which they did not know and did not 
investigate. Based on such facts the Commission 
found that the accountants’ certificates did not comply 
with its requirements since the audits that were made 
left large gaps in the accountants’ knowledge as to 
the effect of the registrant’s faulty accounting prac­
tices.
The Commission further found that the opinions 
expressed in the accountants’ certificates were in some 
respects unwarranted and improper, in other in­
stances were unclear, and, in general, were so quali­
fied by exceptions and explanations as to render those 
opinions nugatory. These findings will be discussed 
in turn.
It was previously pointed out that the registrant 
had followed inconsistent and opportunistic ac­
counting policies. The accountants reported in their 
certificate, however, that the financial statements 
were prepared “in accordance with accepted princi­
ples of accounting consistently followed by the com­
panies.” Aside from the question as to whether the 
accounting practices followed were “generally ac­
cepted,” there was clearly no warrant for the expres­
sion of opinion that they were consistently followed.
The accountants resorted to the use of the phrase 
“subject to the comments in the preceding para­
graphs” in their certificates. The “preceding para­
graphs” referred to contained statements which 
implied doubt as to the propriety of the registrant’s 
accounting. However, no unmistakable exception was 
taken to these practices. A partner in the accounting 
firm was uncertain as to whether the phrase “subject 
to” was intended as an exception to the financial 
statements or not.
In addition to these unwarranted opinions and 
the unclear language, the accountants so qualified 
their certificate as to render it valueless. They certi­
fied in several years that “the accompanying balance 
sheets, profit-and-loss statements, and supplemental 
schedules, with the footnotes thereon, fairly present 
upon the basis of the book value of investments . . .” 
The book value of investments in 1936 represented 
more than 98 per cent of the registrant’s assets. Thus 
by a few words the accountants disclaimed respon­
sibility with respect to all but two per cent of the
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left-hand side of the balance sheet. Such a pervasive 
exception was held to render the certificate worthless.
The Commission was further of the opinion that 
the financial statements, when viewed in their en­
tirety, were misleading documents in which the ac­
countants, through their certificates, had generally 
concurred. The Commission pointed out:
“We think, moreover, that too much attention to 
the question whether the financial statements for­
mally complied with principles, practices and con­
ventions accepted at the time should not be per­
mitted to blind us to the basic question whether 
the financial statements performed the function of 
enlightenment, which is their only reason for ex­
istence. Each of the accountants’ certificates in ques­
tion contained the opinion that, subject to various 
qualifications therein, the financial . statements 
fairly presented the financial condition of the regis­
trant, in accordance with generally accepted ac­
counting principles. If that basic representation 
was not accurate as to the financial statements as 
a whole, no weight of precedent or practice with 
respect to the minutiae of the statements could 
justify the accountants’ certificates. In the regis­
trant’s holding company system some of the greatest 
financial frauds in history had been perpetrated in 
connection with a series of events by which a bal­
ance sheet of $6,000,000 was expanded to a billion 
dollars in less than a decade; by which public in­
vestors were deprived of millions of dollars looted 
from the system by insiders’ service companies; by 
which investors ultimately sustained tremendous 
losses; and which ultimately led the principle per­
petrator to the penitentiary. For the average in­
vestor the financial statements of this system con­
tain not a hint of the rot hidden beneath the sur­
face of this holding company system. Even for the 
specialist the warnings would have to be found in 
such unobtrusive indications as the amount of 
‘Uneliminated Balance in Investments’ in the con­
solidated fixed capital account, the footnote refer­
ences to the idiosyncrasies of registrant’s treatment 
of income, earned surplus and capital surplus, and 
the relation of book figures to current values.
“We believe that, in addition to the question 
whether the individual items of financial statements 
are stated in accordance with accounting principles, 
practices and conventions, there must be considered 
the further question whether, on an over-all basis, 
the statements are informative. The financial state­
ments under consideration did not meet this test.”
As stated above, the Commission was of the opinion 
that the financial statements filed by the registrants 
were principally intended to mystify, baffle, mislead, 
and conceal. The Commission went on to say that 
the audits and certificates of the accountants did 
nothing to prevent the accomplishment of that pur­
pose.
Other Cases of Improper Certification
In In the Matter of Resources Corporation Inter­
national the Commission found that the registrant 
had served as a medium by which the controlling 
officer, H. S. Hoover, was able to unload large 
amounts of his holdings of the company’s stock on 
the public. The financial statements did not disclose 
the enormous profits Hoover was reaping from these 
sales, at no cost to himself, nor did they adequately 
disclose the character of the inflated valuations which 
had been reflected in the balance sheet and which 
contributed to the carrying out of his scheme. A 
representative of the certifying accountants had at 
one time entertained serious doubts as to the legiti­
macy of the operations of the registrant and had 
communicated those doubts to the supervising part­
ners of the accounting firm. The Commission found 
that the certifying accountants had failed in the 
performance of their duties by not extending their 
examination to resolve the doubts. It also found that 
the certifying accountants were at fault in that they 
were aware of certain additional facts which were of 
material importance to investors but which were not 
disclosed.
The Commission criticized the accountant’s certi­
ficate furnished in the Resources case on another 
ground. The certificate exempted from its purview 
all but $35,000 of assets out of total stated assets of 
more than $9,000,000. The Commission held that an 
accountant’s opinion containing such a pervasive 
qualification is not a certificate under its rules.31
There were several other cases in which the Com­
mission had occasion to criticize a certificate furnished 
by an accountant, or the scope of the audit performed 
by him. In the National Electric Signal Company 
case32 the Commission found the accountant’s certifi­
cate to be materially deficient in a number of respects. 
He testified that he had been employed “to try to 
straighten out the mess the books were in” and that 
the financial statements merely reflected the facts 
shown by the books and had been prepared without 
adequate verification. The bank account had not been 
reconciled for some time and he had not been able 
to reconcile it. However, the certificate furnished by 
the accountant was entirely silent on these matters. 
Moreover, he signed himself as “Certified Public 
Accountant” when, in fact, he was not.
In the Automatic Telephone Dialer case33 the 
Commission found that the accountant’s certificate 
was materially misleading, since it indicated that the 
financial statements fairly presented the position of 
the registrant when, in fact, those statements con­
31In 1939 the American Institute of Accountants took the posi­
tion that an accountant should not express an opinion on 
financial statements if his exceptions are so material as to 
negative his opinion. Statements on Auditing Procedure No. 
1, October 1939, p. 5.
32In the Matter of National Electric Signal Company 8 SEC
160 (1940).
33In the Matter of Automatic Telephone Dialer Inc. 10 SEC
698 (1941).
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tained serious accounting improprieties. Moreover, 
the accounting records of the registrant were grossly 
inadequate and had not been kept up to date. The 
failure to disclose this fact fully was a further defect 
in the accountant’s certificate,34
Effect of the War
One of the most pressing problems in the auditing 
field with which the Commission has had to deal 
during the wartime period has been an outgrowth of 
the manpower problem. Accountants found it in­
creasingly difficult to secure personnel with the 
requisite professional qualifications, while at the 
same time demands for accounting services were at 
new high levels. In addition, the drain of personnel 
from private business, at a time when production was 
at a peak and methods were often entirely new, 
meant that internal controls formerly enforced, and 
upon which the public accountant could properly 
place reliance, were no longer fully effective. Con­
sequently, in spite of the shortage of manpower, the 
audits made by the public accountant required even 
greater diligence and care than formerly. The Com­
mission has been directly interested in this problem, 
since it affects two things upon which the Commis­
sion has placed considerable reliance—the accounting 
systems of companies, and the certificates of inde­
pendent accountants. Fortunately, there has been a 
general feeling both on our part and on the part of 
the accounting profession that the situation should 
not be met by relaxing auditing standards in an 
effort to give some attention to all demands although 
adequate attention may thereby be given to none. 
Any general relaxation of auditing standards would 
almost certainly undermine seriously the confidence 
which the public and others could place in account­
ants’ certificates.
The Commission and its staff have cooperated with 
the accounting profession through correspondence 
and conference in an effort to find ways and means 
of best meeting the situation. One result of this activ­
ity has been the unanimous urging of a wider adop­
tion of the natural business year. Every change in this 
direction not only lessens the heavy peak load that 
faces public accountants after each year-end, but also 
tends to reduce some of the difficulties involved in the 
preparation of the financial statements. It must be 
conceded, however, that these urgings have not 
brought the results that were hoped for.
Accountants have also given attention to the pos­
sibility of performing a good share of the auditing 
work before the close of the fiscal year under audit. 
While the possible saving is limited, there are un­
questionably many things that can be done which 
need not wait upon the end of the fiscal period. The 
Commission on its part has indicated its readiness to 
consider the loss of personnel by a registrant or its 
accountants as a proper factor upon which to base a
request for extension of the time for filing its annual 
reports.
Another change, made in part as a result of man­
power stringencies, was a streamlining of the Com­
mission’s accounting requirements permitting finan­
cial statements to be filed in even thousands of dollars 
and permitting the omission or partial omission of 
schedules under specified conditions. These changes 
were put on a permissive basis so as to avoid any 
possible hardship to those for whom compliance with 
existing requirements would, because of special cir­
cumstances, be simpler. Furthermore, financial state­
ments included in annual reports to stockholders may 
be utilized to meet financial reporting requirements 
of the Commission if they substantially comply with 
the requirements of Regulation S-X. An interpretive 
opinion in the form of an Accounting Series release35 
discusses generally the extent to which the stockhold­
ers’ reports may depart from the technical require­
ments of Regulation S-X and still be deemed to 
“substantially comply” therewith.
Even before this country’s entry into the war it be­
came obvious that the uninterrupted flow of war 
materials was likely to mean that in some cases it 
would not be possible to delay or stop production 
processes for the purpose of auditing and that the 
accountant would therefore be unable to apply in 
full his usual physical tests of the inventory. In 
recognition of this situation, Accounting Series Release 
No. 30 appeared early in 1941. That release codified 
an administrative policy adopted some months before 
of accepting accountants’ certificates notwithstanding 
that the normal physical verification could not be 
applied with respect to war inventories. The release 
Went on to point out that all reasonable and prac­
ticable additional auditing steps should be taken ta 
support the substantial fairness of the amounts at 
which inventories were carried in the balance sheet, 
and also that proper disclosures should be made in the 
accountant’s certificate.
Standards of Professional Conduct
The maintenance of high standards of professional 
conduct on the part of the public accountants who 
certify financial statements is a matter of the utmost 
importance to persons who rely on these statements. 
The reader of a financial statement has a right to 
expect that the certifying accountant has done his 
work expertly and impartially and that his opinion 
as to the financial statements is forthright and un­
biased. Organizations of professional accountants 
have recognized the importance of high standards of 
professional conduct and have established self­
disciplines for the purpose of protecting the interests
34Similar criticisms were made of the accountant’s certificates 
furnished in the cases of American Tung Grove Developments, 
Inc. (8 SEC 51) and Poulin Mining Company Ltd. (8 SEC 116) -
35Accounting Series Release No. 41, December 1942.
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of third persons and to help insure that the account­
ing profession will continue to merit the confidence 
and trust that has been placed in it.
Independence of Accountants
One cornerstone of proper professional conduct is 
that the accountant shall be independent of the client 
whose financial statements he certifies. This view, 
long held by many individual accountants, was ex­
plicitly incorporated into the Securities Act of 1933 
as to the certification of financial statements filed 
under that Act. This need for independence has also 
been given statutory recognition in the other principal 
Acts administered by the Commission. The goal of 
such a principle is obvious—the accountant’s opinion, 
if it is to be valuable to the reader of financial state­
ments, must be arrived at objectively and expressed 
impartially.
The problem of deciding whether or not an account­
ant is independent in a given case is often most difficult 
and has been the subject of a number of releases and 
decisions. Some persons have contended that the in­
dependence of an accountant cannot be questioned 
unless the statements certified contain misstatements 
or omissions. The Commission rejected this propo­
sition in its opinion in the Hollander case, saying:
“We cannot, however, accept the theory advanced 
by counsel for the interveners that lack of inde­
pendence is established only by the actual coloring or 
falsification of the financial statements or actual fraud 
or deceit. To adopt such an interpretation would be 
to ignore the fact that one of the purposes of requir­
ing a certificate by an independent public accountant 
is to remove the possibility of impalpable and un- 
provable biases which an accountant may uncon­
sciously acquire because of his intimate non-profes­
sional contacts with his client. The requirement for 
certification by an independent public accountant is 
not so much a guarantee against conscious falsification 
or intentional deception as it is a measure to insure 
complete objectivity. It is in part to protect the ac­
counting profession from the implication that slight 
carelessness or the choice of a debatable accounting 
procedure is the result of bias or lack of independence 
that this Commission has in its prior decisions adopted 
objective standards.”
Applying this approach, the Commission has found 
an accountant to be lacking in independence with 
respect to a particular registrant even without a 
showing of erroneous statements if the relationships 
which exist between the accountant and the client are 
so intimate as to create real doubt that the accountant 
will or can have an impartial and objective judgment 
on questions confronting him.
It should be made clear, however, that inferences 
as to the character or integrity of a certifying account­
ant are not an automatic result of a finding of lack of 
independence. Violations of the Commission’s re­
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quirements of independence may be wholly inadver­
tent. As was pointed out in the Hollander decision, 
in viewing the requirements for independence it should 
be borne in mind that “any inferences of a personal 
nature that may be directed against specific members 
of the accounting profession depend upon the facts 
of a particular case and do not flow from the undif­
ferentiated application of uniform objective stand­
ards.”
It would be impossible to catalog all the relation­
ships that are incompatible with independence. 
However, the Commission has indicated that it ex­
pects the certifying accountant to operate as an outside 
check on the accounting of management to assure that 
the accounting is accurate, complete, and unbiased. 
Certain relationships have been designated as clearly 
inconsistent with this conception of the accountant’s 
function. For example, an accountant who has a 
substantial financial interest in a client can scarcely 
view that company’s financial reports with an impar­
tial eye. Similarly, if an accountant has been con­
nected with a business in a capacity such as a director, 
officer, employee, or voting trustee, it is most unlikely 
that he will be able to dissociate himself from these 
managerial activities and conduct an audit and render 
a report that would be unaffected thereby. Conse­
quently, under existing rules, relationships of this 
kind will necessitate a finding that the accountant is 
lacking in independence.* 37 * 37 38 * *
Prior to 1940 the Commission had issued opinions 
in several cases in which it discussed the question 
whether an accountant could be considered inde­
pendent in fact with respect to a particular registrant. 
Certain of these cases reaffirmed the rule that an 
accountant could not be considered independent of 
his client if he had a material financial interest in that 
company or was an officer or employee thereof.37 
Others indicated that an accountant could not be 
considered independent of a particular registrant if 
he was an employee or partner of another accountant 
who owned a large block of stock issued to him by 
that registrant;38 that conscious falsification of the 
facts by the certifying accountant would rebut the 
presumption of independence arising from an absence 
of direct interest or employment;38 and that account­
ants who completely, subordinate their judgment to 
desires of their clients are not independent.40
In one important case41 the Commission held that if
36Regulation S-X, Rule 2-01 (b); Accounting Series Release 
No. 2, May 1937.
37In the Matter of Cornucopia Gold Mines, 1 SEC 364 (1936). 
38In the Matter of Rickard Ramore Gold Mines, Ltd., 2 SEC
377 (1937).
39In the Matter of American Terminals and Transit Company 
1 SEC 701 (1936).
40In the Matter of Metropolitan Personal Loan Company, 2 
SEC 803 (1937).
41In the Matter of Interstate Hosiery Mills, Inc., 4 SEC 706 
(1939).
Ch. 38-p. 20 Contemporary Accounting
the certifying accountant plays a leading role in the 
original accounting determinations of his client, his 
subsequent audit is in a large part a mere rubber 
stamping of his own work and is not an independent 
verification of management’s representations. Also, it 
has been indicated that the failure of an accountant 
to discharge his responsibilities in a professional man­
ner may be evidence of a lack of independence. Thus, 
wide-eyed acceptance of unverified information fur­
nished by management as to the validity or propriety 
of particular items, or the condoning or negligent 
overlooking of material omissions or improper dis­
closures in the financial statements has been held to 
cast serious doubts on independence.
The concept of independence first embodied in the 
Acts and rules thereunder has not since been altered. 
As new cases and circumstances have appeared, it has 
been necessary to indicate by decisions and interpreta­
tions the application of the concept to many and 
varied sets of facts. As in the case of other standards 
of conduct, a precise, positive, and exclusive definition 
of independence would serve more to protect the 
unscrupulous than to guide the conscientious. The 
concept is clear. Its application can best be understood 
through consideration of the decisions and interpreta­
tions growing out of particular cases.42 43In In the 
Matter of A. Hollander & Son, Inc.,43 the Commission 
discussed a variety of relationships between the certi­
fying accountants and the registrant, which it felt 
clearly indicated that the accountants were not in 
fact independent. In that case the principal members 
of the accounting firm and their wives had together 
owned a substantial amount of the registrant’s capital 
stock. Although this fact alone would be sufficient 
to destroy their status as independent experts, a num­
ber of other circumstances and relationships existed 
that reflected adversely on the accountants’ inde­
pendence. The accountants were found not to have 
disclosed adequately in financial statements filed with 
the Commission, certain material facts about a joint 
venture into which the registrant had entered, even 
though audit reports submitted to the management 
contained a full statement of this matter. The regis­
trant had also used an account receivable, under the 
name of one of the accountants, to conceal certain 
substantial sums which had been devoted to market 
operations in the company’s stock. Such protests as 
the accountant made to this use of his name went 
unheeded and the account was retained on the 
books for some time. This overriding attitude of the 
officers of the registrant with respect to the protests 
of the accountant was held to be further evidence of 
a lack of independence. Finally, the accountants not 
only lent money to officers of the registrant but also 
borrowed large sums from them on certain occasions.
The cumulative effect of these relationships led to 
the conclusion that “we have no hesitation in finding 
that neither the firm of Puder & Puder nor A. H.
Puder individually are independent public account­
ants.’’ The opinion emphasizes that a sound conclu­
sion as to an accountant’s independence cannot always 
be reached by examining each relevant fact and cir­
cumstance separately, but often only by considering 
the cumulative force of all the circumstances of a case. 
Relationships that may seem of small importance 
when viewed singly take on far greater significance 
when superimposed on other probative evidence.
Another important decision dealing with the ques­
tion of the independence of accountants was In the 
Matter of Southeastern Industrial Loan Company.44 
In this case the Commission discussed the involved 
relationships existing between the accountant on the 
one hand and the registrant, its parents, and its 
affiliates on the other. It was found that the account­
ant, in addition to his duties as auditor, had been 
virtually an employee of certain affiliates of the regis­
trant and had acted as a representative of the parents 
of the registrant in dealing with customer-borrowers 
that were in financial difficulty. These and other facts 
led the Commission to conclude that “from this mass 
of facts, only one conclusion is possible: . . . the certi­
fied public accountant was not independent as to the 
registrant or as to any other person or company con­
nected directly or indirectly with the Southeastern 
system. The registrant was but a segment of the system 
with which [the accountant] . . . was actively asso­
ciated. His close identity with the financial destinies 
and his personal concern with the managerial policies 
of the system and its distressed customers were in 
conflict with the duties of an independent account­
ant.” The Commission also pointed out that “an 
accountant who is not independent as to the regis­
trant’s parent, affiliates, promoters, or underwriter is 
certainly not independent as to the registrant.”
The question of independence was also discussed 
at some length in In the Matter of Kenneth N. 
Logan.45 It will suffice here to point out that the 
accountant was found to be not independent of the 
registrant, due in part to his ownership of a substantial 
amount of the registrant’s stock and also due to the 
domination exercised over him by certain members 
of the management.
In the Associated Gas and Electric Company case 
the independence of the accountants was not at issue 
since the order for hearing contained no charge on 
this point. However, the Commission took occasion 
to point out in the course of its decision that “an 
accountant who consistently submerges his prefer­
ences or convictions as to accounting principles to the 
wishes of his client is not in fact independent.”
42Cases arising prior to 1940 are collected in Accounting Series
Release No. 22 issued in March 1941. Informal Commission
rulings on the subject have been summarized in Accounting
Series Release No. 47 issued in January 1944.
438 SEC 586 (1941).
4410 SEC 617 (1941).
4510 SEC 982 (1942).
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In addition to these formal Commission decisions, 
there have been several Accounting Series releases 
dealing with this subject. In 1941 a release in this series 
discussed the question of the independence of certi­
fying accountants who have been indemnified by the 
registrant against all losses, claims, and damages aris­
ing out of such certification other than as a result of 
their wilful misstatements or omissions. After sum­
marizing previous releases on the subject of indepen­
dence, this release went on to say:
“In the particular case cited the accountant was in­
demnified and held harmless from all losses and lia­
bilities arising out of his certification, other than 
those flowing from his own wilful misstatements or 
omissions. When an accountant and his client, di­
rectly or through an affiliate, have entered into an 
agreement of indemnity which seeks to assure to the 
accountant immunity from liability for his own neg­
ligent acts, whether of omission or commission, it is 
my opinion that one of the major stimuli to objective 
and unbiased consideration of the problems encoun­
tered in a particular engagement is removed or greatly 
weakened. Such condition must frequently induce a 
departure from the standards of objectivity and im­
partiality which the concept of independence implies. 
In such difficult matters, for example, as the determi­
nation of the scope of audit necessary, existence of 
such an agreement may easily lead to the use of less 
extensive or thorough procedures than would other­
wise be followed. In other cases it may result in a 
failure to appraise with professional acumen the in­
formation disclosed by the examination. Conse­
quently, on the basis of the facts set forth in your 
inquiry, it is my opinion that the accountant cannot 
be recognized as independent for the purpose of cer­
tifying the financial statements of the corporation.”
In 1942, Accounting Series Release No. 37 announced 
an amendment to Rule 2-01 of Regulation S-X deal­
ing with independence. The amendment added a 
new subsection (c) to this rule, as follows:
“In determining whether an accountant is in fact 
independent with respect to a particular company, 
appropriate consideration shall be given to the pro­
priety of the relationships and practices involved in 
all services performed for the company by such ac­
countant, including the furnishing of a certificate or 
report as to any financial statements of such company 
which have been published or otherwise made gen­
erally available to security holders, creditors, or the 
public.”
In 1943 this subsection was further amended as a 
result of inquiries made by representatives of the ac­
counting profession as to whether, in using the lang­
guage “propriety of relationships,” the Commission 
intended to examine the propriety of the relationships 
in and of themselves, without regard to their bearing 
on the question of independence. The Commission 
made it clear that for purposes of the rule it was in­
terested in relationships between a certifying account­
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ant and a registrant only insofar as the existence of 
particular relationships might be relevant to its de­
termination of whether the accountant was in fact 
independent. In order to avoid any possible misin­
terpretation of its policy in this respect the Commis­
sion amended Rule 2-01 (c) to read:
“In determining whether an accountant is in fact 
independent with respect to a particular registrant, 
the Commission will give appropriate consideration 
to all relevant circumstances including evidence bear­
ing on all relationships between the accountant and 
that registrant, and will not confine itself to the re­
lationships existing in connection with the filing of 
reports with the Commission.”
This amendment of the rules makes explicit what 
the Commission had always deemed implicit, namely, 
that in seeking to determine whether an accountant 
is in fact independent with respect to a particular 
registrant, evidence need not be drawn solely from 
circumstances surrounding the work done by the ac­
countant in certifying the financial statements filed 
with the Commission but might include evidence 
bearing on the nature of any relationships between 
accountant and client.
The original clarification was prompted by cases 
in which substantial amounts due from officers and 
directors were shown separately in balance sheets 
filed with the Commission but, in balance sheets con­
tained in the annual reports to stockholders, were 
included without disclosure under such captions as 
“Accounts and notes receivable, less reserves.” The 
release pointed out that the requirement that clear 
disclosure be made of the amounts due from officers, 
directors, and principal stockholders is based on the 
principle that such persons have obligations and re­
sponsibilities comparable to those of a fiduciary, and 
that therefore the financial statements should clearly 
reveal amounts due from such persons, accompanied, 
where the amounts involved are substantial, by appro­
priate supporting details. Where indebtedness exists 
between individual members of the management and 
the company, the certifying accountants should em­
ploy every means at their disposal to insist upon full 
disclosure by the company and, failing in persuasion 
of the company, should as a minimum qualify their 
certificate or disclose therein the information not set 
forth in the statements. Accession to the wishes of 
management in such a case must inevitably raise se­
rious question as to whether the accountant is in fact 
independent. Moreover, it seems clear that in con­
sidering whether an accountant is in fact indepen­
dent, such accession to the wishes of management is 
no less significant when it occurs with respect to finan­
cial statements included in the annual report to se­
curity holders or otherwise made public than when it 
occurs with respect to financial statements required 
to be filed with the Commission.
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Disbarment of Accountants
State and national professional accounting societies 
have established codes of ethics which their members 
are called upon to observe under penalty of public 
admonition or, in more extreme cases, temporary or 
permanent expulsion from the society.46 State laws 
governing the issuance and revocation of licenses to 
practice as a certified public accountant or as a public 
accountant have recognized the necessity of maintain­
ing high standards of professional conduct and have 
provided for a revocation of the license of an account­
ant who fails to observe such standards.
In view of the existence of disciplinary machinery 
of this character, the Commission has ordinarily fol­
lowed the practice of bringing to the attention of the 
appropriate society or state agency, cases in which 
the Commission has publicly criticized the profes­
sional conduct of accountants practicing before it. 
This policy has done much to reinforce standards of 
professional conduct. However, the Commission has 
reserved to itself, under its Rules of Practice, dis­
ciplinary authority to deal with cases in which it finds 
that accountants practicing before it have engaged in 
improper professional conduct or are deemed not to 
possess the requisite qualifications to represent 
others.47 These sanctions have been applied against 
accountants in four cases. In two, the privilege of 
practicing before the Commission was suspended for 
several months. In the third, the accountant was 
permanently denied the privilege of practicing before 
the Commission. In the fourth, the accountant stipu­
lated that he would never again practice before the 
Commission as an accountant. Each of the cases in­
volved a wilful disregard both of Commission rules 
and proper standards of professional conduct.
The first case decided was In the Matter of Abra­
ham H. Puder, et al.48 The respondent, an account­
ant and a member of the firm of Puder & Puder, had 
certified the financial statements of A. Hollander & 
Son, Inc. in circumstances which led the Commission 
in an earlier opinion, previously discussed, to criti­
cize severely the accountant’s professional conduct. 
The respondent agreed to a stipulation of facts drawn 
from the record in the Hollander case, and waived 
oral argument, thereby obviating the need for the 
issuance of any detailed findings and opinion in the 
case. On the basis of the agreed facts an order was 
issued suspending the accountant and the firm of pub­
lic accountants for three months.
The second case, In the Matter of Kenneth N. 
Logan,49 resulted in the accountant being denied the 
right to practice for sixty days. This case was of spe­
cial importance since it was the first opinion in which 
the Commission gave extended consideration to the 
application of rule II (e) to accountants practicing 
before it.
The respondent, an accountant, for several years 
prior to 1939 had certified to the financial statements
filed by a particular registrant. In the opinion of the 
Commission, he was not in fact independent of his 
client at the time he certified these financial state­
ments. For one thing, he held a substantial financial 
interest in the registrant, consisting of 554 shares of 
its stock which were worth approximately 8 per cent 
of the net worth of himself and his immediate family. 
Prior decisions had made it abundantly clear that 
such a financial interest was incompatible with an 
independent status.
In addition, the accountant participated with sev­
eral officers of the company in a program for conceal­
ing from stockholders the fact that the company’s 
funds were being used in stock transactions of dubious 
character. The funds used in this venture were 
charged to an account in the name of Kenneth N. 
Logan and the balance in the account was captioned 
and classified in a misleading manner in the financial 
statements. The Commission found that such an “ally 
of the management cannot be said to be an indepen­
dent public accountant.”
In considering the action to be taken against the 
public accountant under rule II (e), it was said:
“. . . It may be conceded that, in certain circum­
stances, an accountant maybe lacking in independence 
with respect to his client and yet be possessed of the 
highest professional qualifications and most complete 
integrity. When, however, an accountant who is in 
fact lacking in independence represents, by his certifi­
cations to be filed with us, that he is independent, we 
consider that circumstance relevant to the issue of his 
character and integrity and the propriety and ethics 
of his professional conduct, and we sustain the trial 
examiner’s ruling in admitting the evidence. How­
ever, to say that the evidence is relevant to the ques­
tion of Logan’s character and integrity is not neces­
sarily to say that it proves him to be lacking in char­
acter and integrity or to have engaged in improper 
professional conduct. Thus, if the evidence showed 
that Logan in good faith held himself out as an inde­
pendent accountant, we should not hold him to be 
lacking in character or integrity or to have engaged 
in improper and unethical professional conduct merely 
by reason of the fact that he was found to be not in 
fact independent. It accordingly becomes our duty 
to weigh the relevant evidence and to determine 
whether, in its cumulative effect, it supports the con­
clusion that Logan is lacking in character and in-
46In 1941 the American Institute of Accountants, upon a vote 
of its membership, materially strengthened and clarified its rules 
of professional conduct.
47Rule II (e) of the Commission’s Rules of Practice provides 
that “the Commission may disqualify, and deny, temporarily 
or permanently, the privilege of appearing or practicing before 
it in any way, to any person who is found by the Commission 
after hearing in the matter
(1) not to possess the requisite qualifications to represent 
others; or
(2) to be lacking in character or integrity or to have engaged 
in unethical or improper professional conduct.”
48Securities Exchange Act of 1934, Release No. 3073 (1941).
4910 SEC 982 (1942).
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tegrity, or has engaged in unethical or improper pro­
fessional conduct. . . .
“Logan’s personal stockholdings in the [registrant] 
and our analysis of the history of the Kenneth N. 
Logan Special Account clearly show that Logan was 
not an independent accountant with respect to the 
[registrant]. We find that Logan was not an inde­
pendent public accountant at the time he certified the 
financial statements filed with us and that he was 
aware that his representations of independence were 
untrue and improper. Over and above the impropri­
ety of these misrepresentations, we find that the en­
tries on the company’s ledger records and financial 
statements were part of a concerted effort to conceal 
from the board of directors and stockholders of the 
company and the general public the fact that funds 
of the company were being used for the purpose of 
carrying on trading transactions in the company’s own 
stock. Logan was responsible for almost all of those 
entries and had a major part in that concealment. 
We hold, therefore, that he acted improperly in sanc­
tioning the misleading entries recorded on the com­
pany’s books and in certifying that the company had 
followed correct accounting procedure when, as a mat­
ter of fact, he knew that it had not done so. . . .
“We think that the record demonstrates beyond 
question that Logan’s conduct in the transactions de­
scribed herein was grossly improper.’’
The third case arising under rule II (e) was In the 
Matter of C. Cecil Bryant.50 In this case the accountant 
was permanently denied the privilege of practicing 
before the Commission.
The certificate of this accountant, covering finan­
cial statements filed by a particular registrant, 
stated “I hereby certify that I have verified the 
foregoing balance sheet and its supporting schedules 
attached and that the same are in agreement with 
the books and in my opinion reflect the true condition 
of affairs as of December 31, 1941.” However, the re­
spondent admitted that he had made no audit of the 
books of the corporation and that he prepared and 
filed his certificate without ever having seen the books. 
Instead he had accepted without question the finan­
cial statements prepared by an employee of the regis­
trant with whom he had a practice of splitting fees in 
other matters. The financial statements contained 
material misstatements and misrepresentations. It 
was further found that the accountant was wholly 
unfamiliar with the Commission’s rules concerning 
financial statements and the certification thereof, and, 
notwithstanding twenty years practice, was also un­
familiar with, and had engaged in practices incon­
sistent with, the rules of professional conduct pro­
mulgated by the state board of accountancy in the 
state in which he practiced as well as similar rules 
adopted by the American Institute of Accountants. 
In view of these facts the Commission held that he 
had engaged in unethical and improper professional 
conduct and that he did not possess the requisite 
qualifications to represent others.
The Commission recently instituted proceedings 
under rule II (e) in another case in which an ac­
countant knowingly violated the Commission’s ac­
counting and auditing rules.51 The accountant in 
question had unqualifiedly certified fraudulent finan­
cial statements of a securities broker-dealer registered 
with the Commission under the Securities Exchange 
Act of 1934. The financial statements failed to show 
that as of the date the report was filed “the corpora­
tion was insolvent; that customers’ free securities had 
been wrongfully hypothecated in connection with 
notes payable to banks; other customers’ free securi­
ties had been treated as securities of officers pledged 
to secure such officers’ debit balances due to the cor­
poration; and that certain notes payable to banks, 
secured by customers’ free securities, and the colla­
teral thereto were not recorded on the books of the 
broker-dealer and were not included in the liabilities 
shown in the certified statement of financial condition 
filed with the Commission.”
The auditor was a certified public accountant of 
some thirty years experience but was engaged mostly 
in income tax or other tax work; only twice before 
had he made audits of a broker-dealer. However, he 
had read and was familiar with the Commission’s 
accounting and auditing requirements applicable to 
form X-17A-5, the particular form filed by the broker- 
dealer. Nevertheless, he failed to employ a number of 
procedures and safeguards which had been prescribed 
in the instructions to form X-17A-5 as the minimum 
auditing procedures to be employed by an account­
ant in certifying a statement of financial condition of • 
a broker-dealer.
In making public these and other salient facts of 
the case the Commission said:
“It does not appear that the failure of the certified 
public accountant to perform a satisfactory audit con­
tributed to the fraud perpetrated by the broker-dealer 
involved, nor apparently did his extreme laxity occa­
sion losses to investors of the brokerage firm. For 
these reasons and since the accountant has filed a sti­
pulation in which he has admitted that he was fa­
miliar with the Commission’s rule X-17A-5 and with 
form X-17A-5; that he had not observed the minimum 
audit requirements prescribed by that form; and that 
he would never again practice before this Commission 
as an accountant, the proceedings with respect to him 
were discontinued.”
Public Utility Holding Companies
As was previously pointed out, the Public Utility 
Holding Company Act of 1935 vests the Commission 
with extensive regulatory powers over the accounting 
and record-keeping practices of public utility holding 
companies and their subsidiaries and affiliates. Pur­
suant to this authority, the Commission in 1937 pro-
50Accounting Series Release No. 48, February 1944.
51 Accounting Series Release No. 51, January 1945.
Ch. 38-p. 24 Contemporary Accounting
mulgated uniform systems of accounts for public util­
ity holding companies and their mutual and subsid­
iary service companies. Until then, such companies 
had generally been free from regulation by state or 
federal utilities commissions. These systems of ac­
counts represented a first step in attempting to intro­
duce uniformity into the accounting of these compa­
nies to the extent that they were subject to the juris­
diction of this Commission. The system of accounts 
for public utility holding companies was originally 
promulgated in 1937 and remained in effect without 
change until 1943 when important revisions, an­
nounced in Accounting Series Release No. 39, were 
made. The principal substantive changes related to 
the showing of income taxes in the income statement, 
and the handling of stock dividends received, discount 
and repurchase premiums on capital stock, and “bas­
ket” investment accounts in which several investments 
are carried at an unsegregated amount.
In administering the Public Utility Holding Com­
pany Act of 1935 the Commission has decided many 
cases involving accounting problems of all degrees of 
complexity. One of the most significant of these cases, 
accountingwise, was In the Matter of Associated Gas 
and Electric Corporation.52 It was in this case that 
the Commission first discussed at length the nature 
and accounting implications of a quasi-reOrganization. 
Other decisions of the Commission under the Public 
Utility Holding Company Act of 1935 have dealt with 
a great variety of accounting matters, including the 
accounting treatment to be accorded investments un­
der various circumstances, proper accounting for fixed 
property in mergers or otherwise, and proper account­
ing for the constituent elements of capital stock and
surplus.
Investment Companies
The Investment Company Act of 1940 gives the 
Commission authority to issue rules and regulations 
governing the accounting principles or practices to be 
followed by investment companies in maintaining 
their accounting records and preparing financial state­
ments to be filed with the Commission. No detailed 
system of accounts has been promulgated by the Com­
mission relative to investment companies but Articles 
6 and 6A of Regulation S-X set forth certain general 
requirements to be observed in the financial state­
ments of these companies. A thorough revision of 
these two articles is presently receiving staff considera­
tion, and has been discussed in detail with representa­
tives of the industry, professional accountants, and 
other interested persons. These revisions have not yet 
been adopted, however.
Financial Reports of Securities Brokers and Dealers
Under the Securities Exchange Act of 1934 the 
Commission is empowered to prescribe the books and 
records that shall be kept by securities brokers and 
dealers and to require these persons to file periodic re­
ports. In 1942 the Commission promulgated a finan­
cial reporting form for these firms.53 This form was 
drafted after extended conferences with national se­
curities exchanges, state regulatory bodies, public 
accounting firms and other organizations interested in 
the financial reporting requirements of broker-dealers. 
Subsequently a number of state regulatory bodies and 
national securities exchanges have either adopted this 
form or have indicated their willingness to accept it 
in satisfaction of their reporting requirements for 
brokers and dealers, thereby effecting a considerable 
saving in effort and expense for the reporting firms.
The several items of this form require the broker- 
dealer to set forth information concerning his finan­
cial condition. Under certain circumstances these 
responses of the broker-dealer must be certified by an 
independent public accountant. Rule X-17A-5 under 
the 1934 Act, sets forth the principal requirements 
governing the accountants’ certificate. The form it­
self contains a statement of minimum audit require­
ments which must be observed by the certifying 
accountant.
526 SEC 605 (1940).
53Form X-17A-5.
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1942. 128 pages. S2.00.
Wall, Alexander. Basic Financial Statement Anal­
ysis. New York: Harper and Brothers, 1942. 158 
pages. $2.50.
Wormser, Rene. Personal Estate Planning in a Chang­
ing World. New York: Simon and Schuster, 1942. 
311 pages. $2.00.
1943
Accountants’ Handbook, edited by W. A. Paton, ed. 3. 
New York: Ronald Press Co., 1943. 1505 pages. 
$7.50.
Andruss, Harvey A. Ways to Teach Bookkeeping and 
Accounting, ed. 2. Cincinnati: South-Western Pub. 
Co., 1943. 321 pages. $2.35.
Brink, Victor Z. Managerial Control through Internal 
Auditing. Stamford, Conn.: Brock and Wallston,
1943. 97 pages. $1.50.
Gee, Edward F. Evaluation of Receivables and Inven­
tories as an Integral Phase of Credit Analysis. 
Cambridge: Bankers Pub. Co., 1943. 224 pages. 
$3.50.
Greer, Howard C., and Smith, Dudley. Accounting 
for a Meat Packing Business. Chicago: University 
of Chicago, Institute of Meat Packing, 1943. 274 
pages. $2.50.
Hall, Ray Ovid. Handbook of Tabular Presentation; 
how to design and edit statistical tables; a style 
manual and case book. New York: Ronald Press 
Co., 1943. 112 pages. $3.50.
Hatfield, Henry Rand. Surplus and Dividends. 
Cambridge: Harvard University Press, 1943. 48 
pages (Dickinson lectures.) $1.00.
Heiss, Charles A. Accounting in the Administration 
of Large Business Enterprises. Cambridge: Har­
vard University Press, 1943. 68 pages. (Dickinson 
lectures.) $1.25.
Henderson, James M. Introduction to Income Tax­
ation. Chicago: Callaghan Co., 1943. 438 pages. 
$5.00.
Internal Auditing, a New Management Technique; a 
symposium of addresses, discussions and other 
material developed under the direction of the 
Institute of Internal Auditors; edited by John B. 
Thurston. New York: Institute of Internal Audi­
tors, 1943. 450 pages. $3.50.
Insurance Society of New York, Inc. Lectures on 
Fire Insurance Accounting. New York: Wisdom 
Press, Inc., 1943. 128 pages. $2.50.
Lasser, J. K., editor. Handbook of Accounting Meth­
ods. New York: Van Nostrand Co., Inc., 1943. 
1349 pages. $10.00.
Magill, Roswell. Impact of Federal Taxes. New 
York: Columbia University Press, 1943. 218 pages. 
$3.00.
May, George O. Financial Accounting; a distillation 
of experience. New York: Macmillan Co., 1943. 
274 pages. $3.00.
NABAC Manual; compiled and published in the in­
terest of better banking; edited by Burton P. 
Allen. Cleveland: National Association of Bank 
Auditors and Comptrollers, 1943. 317 pages. $2.50.
New York (State) Comptroller. Special Report on 
Municipal Accounts, by the State Comptroller, 
transmitted to the legislature March 26, 1943. 
Albany: State Comptroller, 1943. 385 pages, no 
charge.
Polisher, Edward N. Estate Planning and Estate Tax
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Savings. Philadelphia: George T. Bisel Co., 1943. 
277 pages. $5.00.
——-Supplement: changes made by the 1943 revenue 
act affecting federal estate tax, gift tax and in­
come tax liability of certain trusts. 4 pages.
Richtmeyer, Cleon C., and Foust, Judson AV. Busi­
ness Mathematics, ed. 2. New York: McGraw-Hill, 
Book Co., Inc., 1943. 401 pages. $2.75.
Saulnier, Raymond J., and Jacoby, Neil H. Accounts 
Receivable Financing. New York: National Bu­
reau of Economic Research, 1943. 157 pages. $2.00.
Sermon, Joseph. Integral Accounting; an authentic 
treatise on the integration of cost accounting and 
normal accounting. London: Gee & Co., (pub­
lishers) Ltd. 1943. 52 pages and forms, no charge.
Tannery, Fladger F. State Accounting Procedures. 
Chicago: Public Administration Service, 1943. 442 
pages. $5.00.
Tax Institute. Wartime Problems of State and Local 
Finance, by A. E. Buck and others; symposium 
conducted by the Tax Institute, November 27-28, 
1942, New York City. Philadelphia: Tax Institute, 
University of Pennsylvania, 1943. 267 pages. $2.50.
Uniform System of Accounts for International Air 
Carriers, effective January 1, 1943, issued in ac­
cordance with the Civil Aeronautics Act of 1938, 
as amended. Washington, D. C.: Civil Aeronautics 
Board, 1943. various paging, mimeographed, no 
charge.
1944
Bickford, Hugh C. Excess Profits Tax Relief; an in­
terpretation of Sec. 722 of the Internal Revenue 
Code. New York: Prentice-Hall, Inc., 1944. 491 
pages. $7.50.
Cost Accountants’ Handbook, edited by Theodore 
Lang. New York: Ronald Press Co., 1944. 1482 
pages. $7.50.
Ferguson, William B. Shipbuilding Cost and Produc­
tion Methods. New York: Cornell Maritime Press,
1944. 232 pages. $3.00.
Gaa, Charles John. The Taxation of Corporate In­
come. Urbana: University of Illinois Press, 1944. 
285 pages. $4.00.
Gilman, Stephen. What the Figures Mean. New York: 
Ronald Press Co., 1944. 127 pages. $2.50.
Lyle, Philip. Regression Analysis of Production Costs. 
Oliver and Boyd, Ltd., Edinburgh, Great Britain, 
1944. 208 pages 15/plus 7d postage.
MAPI Accounting Manual. Chicago: Machinery and 
Allied Products Institute, 1944. 50 pages. $5.00.
Montgomery, Robert H. Federal Taxes on Estates, 
Trusts, and Gifts. New York: Ronald Press Co., 
1944. 856 pages. $7.50.
Naylor, E. E. Federal Accounting. Washington, D. C.: 
Daniel Press, 1944. 359 pages. $6.00.
Nourse, Edwin G. Price Making in a Democracy. 
Washington, D. C.: Brookings Institution, 1944. 
541 pages. $3.50.
Prentice-Hall, Inc. Federal Tax Course—1945. New 
York: Prentice-Hall, Inc., 1944. loose leaf. $12.50.
Railway Accounting Rules; mandatory and recom­
mendatory accounting rules and forms and rules 
of order, effective October 1, 1944. Washington,
D. C.: Association of American Railroads, Ac­
counting Division, 1944. 307 pages. no charge.
Rodkey, Robert G. Sound Policies for Bank Manage­
ment; a discussion for bank officers and directors. 
New York: Ronald Press Co., 1944. 224 pages. 
$4.00.
Seckler-Hudson, Catheryn. Budgeting; an instru­
ment of planning and management, prepared and 
edited by Catheryn Seckler-Hudson. Washington, 
D. C.: American University, Department of Pub­
lic Administration, School of Social Sciences and 
Public Affairs, 1944. 7 v. mimeographed. $1.75.
Sherwood, J. F., and Niswonger, C. R. Federal Tax 
Accounting, ed. 15. Cincinnati: South-Western 
Pub. Co., 1944. 408 pages. $2.88.
Sunley, William T., and Carter, William J. Cor­
poration Accounting, rev. ed. New York: Ronald 
Press Co., 1944. 543 pages. $5.00.
1945 (to August 1)
Elwell, Fayette H. Elementary Accounting for Col­
leges. Boston: Ginn and Co., 1945. 708 pages. 
$3.75.
Holmes, Arthur W. Auditing Principles and Pro­
cedure., rev. ed. Chicago: Richard D. Irwin, Inc.,
1945. 651 pages. $5.00.
Lasser, J. K. How to Speed Up Settlement of Your 
Terminated War Contract. New York: McGraw- 
Hill Book Co., Inc., 1945. 185 pages. $3.50.
Magill, Roswell. Taxable Income, rev. ed. New 
York: Ronald Press Co., 1945. 491 pages. $6.00.
Montgomery, Robert H. Federal Taxes on Corpora­
tions, 1944-45. 2 vols. New York: Ronald Press 
Co., 1945. 1172 and 1173 pages. $7.50 each vol.
Periodicals
Accountant (Gee & Co., St. Albans, Hertz, England.) 
Weekly periodical of the chartered accountants 
and accountancy in Great Britain. Articles of in­
terest to accountants from the English point of 
view.
Accountants Digest (L. L. Briggs, Burlington, Vt.)
Presents in compact form the substance of out­
standing articles selected from leading accounting 
journals.
Accounting Review (American Accounting Associa­
tion, Evanston, Ill.)
A quarterly published by the American Account­
ing Association. Has articles on accounting and 
related subjects, accounting education and train­
ing, professional problems, and taxation.
Canadian Chartered Accountant (The Dominion As­
sociation of Chartered Accountants, Toronto. 
Canada.)
Official organ of the Dominion Association of 
Chartered Accountants. Canadian viewpoint 
shown in detailed articles. Section devoted to 
problems and solutions.
Controller (Controllers Institute of America, New 
York, N. Y.)
Official publication of the Controllers Institute of 
America. Articles devoted to managerial problems 
of interest to corporate controllers and account­
ants.
Bibliography
Cost and Management (The Canadian Society of Cost 
Accountants and Industrial Engineers, Hamilton, 
Ontario, Canada.)
Official journal of the Canadian Society of Cost 
Accountants and Industrial Engineers. Contains 
industrial and cost accounting articles from the 
Canadian point of view.
Cost Accountant (The Institute of Cost and Works 
Accountants, Kingswood, Surrey, England.)
Organ of the Institute of Cost and Works Ac­
countants of England. Articles on cost and indus­
trial accounting from the English standpoint.
Credit and Financial Management (National Associa­
tion of Credit Men, New York, N. Y.)
Official publication of the National Association of 
Credit Men. Articles on credit practice, billing, 
collection of accounts, etc.
Credit Executive (New York Credit Men’s Associa­
tion, New York, N. Y.)
Official publication of the New York Credit Men’s 
Association. Articles on credit practices, billing, 
collection of accounts, insurance, etc.
Dun’s Review (Dun & Bradstreet, Inc., New York, 
N. Y.)
Detailed survey of an industry each week; indus­
trial indices, commercial failures, insolvencies, 
wholesale commodity prices.
Harvard Business Review (McGraw-Hill Book Co., 
Inc., New York, N. Y.)
Published quarterly for the Graduate School of 
Business Administration, Harvard University. A 
review of general business subjects, including tax­
ation and accounting articles based on university 
research.
The Internal Auditor (Institute of Internal Auditors, 
New York, N. Y.)
Published quarterly. Articles are selected for their 
general interest to those in the internal auditing 
field.
The Journal of Accountancy (American Institute Pub­
lishing Co., Inc., New York, N. Y.)
Official organ of the American Institute of Ac­
countants. Articles on accounting, auditing, taxes, 
and professional problems.
Municipal Finance (Municipal Finance Officers’ As­
sociation of the United States and Canada, Chicago,
Ill.)
Official organ of the Municipal Finance Officers’ 
Association of the United States and Canada. 
Articles devoted to municipal finance and ac­
counting.
National Auditgram (National Association of Bank 
Auditors and Comptrollers, Cleveland, Ohio.)
Articles on internal control and auditing of banks.
NACA Bulletin (National Association of Cost Ac­
countants, New York, N. Y.)
Published semi-monthly. Deals with specific cost 
problems or descriptions of systems for particular 
industries or trade. Lists articles on cost account­
ing and related subjects which have appeared cur­
rently in business and trade periodicals.
New York Certified Public Accountant (New York
State Society of Certified Public Accountants, New 
York, N. Y.)
Official publication of the New York State Society 
of CPA’s. Articles on accounting, auditing, and 
taxes.
Public Utilities Fortnightly (Public Utilities Reports, 
Inc., Munsey Bldg., Washington, D. C.)
Discussion of utility regulations, rates, account­
ing, and allied topics including decisions of state 
commissions and courts.
Taxes—The Tax Magazine (Commerce Clearing 
House, Inc., Chicago, Ill.)
Articles on federal and state taxation, pending tax 
legislation, interpretations of tax laws, court de­
cisions, book reviews, etc.
Tax and Other Services of Interest to 
Accountants
Federal, social security, and state tax services
Commerce Clearing House Loose Leaf Law Reporting 
Services
Commerce Clearing House, Inc., Chicago, Ill.
Prentice-Hall Services
Prentice-Hall, Inc., New York, N. Y.
Tax Control Service and Tax News Letter 
Alexander Publishing Co., New York, N. Y.
Coordinators’ Cyclopedic Tax Service 
Coordinators’ Corp., Chicago, Ill.
Research Institute of America Services
Research Institute of America, New York, N. Y.
Sinclair-Murray Capital Changes Service
Sinclair, Murray & Co., Inc., New York, N. Y.
Mertens, Jacob, Jr.—The Law of Federal Income 
Taxation
Callaghan & Co., Chicago, Ill.
Industry and commerce services—all types of federal 
regulation of business
Commerce Clearing House Loose Leaf Law Reporting 
Services
Commerce Clearing House, Inc., Chicago, Ill.
Prentice-Hall Services
Prentice-Hall, Inc., New York, N. Y.
Sinclair-Murray Capital Changes Service
Sinclair, Murray & Co., Inc., New York, N. Y.
Security, bank and trust laws services
Commerce Clearing House Loose Leaf Law Reporting 
Services
Commerce Clearing House, Inc., Chicago, Ill.
Prentice-Hall Services
Prentice-Hall, Inc., New York, N. Y.
Research Institute of America Services
Research Institute of America, New York, N. Y.
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Publications of the 
American Institute of Accountants
Books
Examination Questions (prepared by the Board of 
Examiners of the American Institute of Account­
ants) , May 1942-Nov. 1944.
Unofficial Answers to the Examination Questions of 
the American Institute of Accountants, May 1942- 
Nov. 1944.
Accounting Research Bulletins
(Issued by the Committee on Accounting Procedure)
Sept. 1939—No. 1—General Introduction and Rules 
Formerly Adopted.
Sept. 1939—No. 2—Unamortized Discount and Re­
demption Premium on Bonds 
Refunded.
Sept. 1939—No. 3—Quasi-Reorganization or Corpo­
rate Readjustment.
Dec. 1939—No. 4—Foreign Operations and Foreign 
Exchange.
Apr. 1940—No. 5—Depreciation on Appreciation. 
Apr. 1940—No. 6—Comparative Statements.
Nov. 1940—No. 7—Reports of Committee on Termi­
nology.
Feb. 1941—No. 8—Combined Statement of Income 
and Earned Surplus.
May 1941—No. 9—Report of Committee on Termi­
nology.
June 1941—No. 10—Real and Personal Property Taxes. 
Sept. 1941—No. 11—Corporate Accounting for Ordi­
nary Stock Dividends.
Sept. 1941—No. 12—Report of Committee on Termi­
nology (Surplus).
Jan. 1942—No. 13—Accounting for Special Reserves 
Arising out of the War.
Jan. 1942—No. 14—Accounting for United States 
Treasury Tax Notes.
Sept. 1942—No. 15—The Renegotiation of War Con­
tracts.
Oct. 1942—No. 16—Report of Committee on Termi­
nology (Depreciation).
Dec. 1942—No. 17—Post-War Refund of Excess-Profits 
Tax.
Dec. 1942—No. 18—Unamortized Discount and Re­
demption Premium on Bonds 
Refunded (Supplement).
Dec. 1942—No. 19—Accounting under Cost-Plus-Fixed- 
Fee Contracts.
Nov. 1943—No. 20—Report of Committee on Termi­
nology (Depreciation).
Dec. 1943—No. 21—Renegotiation of War Contracts 
(Supplement.)
May 1944—No. 22—Report of Committee on Termi­
nology (Depreciation).
Dec. 1944—No. 23—Accounting for Income Taxes. 
Dec. 1944—No. 24—Accounting for Intangible Assets. 
Apr. 1945—No. 25—Accounting for Terminated War
Contracts.
Oct.
Dec.
Feb.
Mar.
Feb.
Mar.
Mar.
Sept.
Dec.
June
Sept.
Oct.
Dec.
Dec.
Dec.
Dec.
Dec.
Jan.
Nov.
Dec.
July
May
Statements on Auditing Procedure
(Issued by the Committee on Auditing Procedure)
1939—No. 1—Extensions of Auditing Procedure.
1939— No. 2—The Auditor’s Opinion on the
Basis of a Restricted Examina­
tion.
1940— No. 3—Inventories and Receivables of
Department Stores, Instalment 
Houses, Chain Stores, and Other 
Retailers.
1941— No. 4—Clients’ Written Representations
Regarding Inventories, Liabili­
ties, and Other Matters.
1941—No. 5—The Revised SEC Rule on “Ac­
countants’ Certificates.”
1941—No. 6—The Revised SEC Rule on “Ac­
countants’ Certificates” 
(Continued).
1941—No. 7—Contingent Liability under Poli­
cies with Mutual Insurance 
Companies.
1941—No. 8—Interim Financial Statements and 
the Auditor’s Report Thereon.
1941— No. 9—Accountants’ Reports on Exami­
nations of Securities and Similar 
Investments under the Invest­
ment Company Act.
1942— No. 10—Auditing under Wartime Condi­
tions.
1942—No. 11—The Auditor’s Opinion on the 
Basis of a Restricted Examina­
tion (No. 2).
1942—No. 12—Amendment to Extensions of Au­
diting Procedure.
1942—No. 13—The Auditor’s Opinion on the 
Basis of a Restricted Examina­
tion (No. 3)—Face-Amount Cer­
tificate Companies.
1942—No. 14—Confirmation of Public Utility 
Accounts Receivable.
1942—No. 15—Disclosure of the Effect of War 
time Uncertainties on Financial 
Statements.
1942—No. 16—Case Studies on Inventories
1942— No. 17—Physical Inventories in Wartime.
1943— No. 18—Confirmation of Receivables from
the Government.
1943—No. 19—Confirmation of Receivables (Pos­
itive and Negative Methods).
1943— No. 20—Termination of Fixed-Price Sup­
ply Contracts—Examination of 
Contractors’ Statements of Pro­
posed Settlements.
1944—No. 21—Wartime Government Regula­
tions.
1945— No. 22—References to the Independent
Accountant in Securities Regis­
trations.
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Accountants and auditors
as directors, officers or stockholders, ch. 23, p. 5-6
duties under Controlled Materials Plan, ch. 34, p. 8
duties under Price Control Act, ch. 35, p. 2, 5
financial interests, in clients’ affairs, ch. 23, p. 6
hours and compensation, under Fair Labor Standards Act, ch.
33, p. 5-6
independence of (see “Independence of accountants and audi­
tors”) qualifications, for staff assignments, ch. 12, p. 2-3 
responsibility
for violations of Fair Labor Standards Act, ch. 33, p. 6 
under wage and salary stabilization regulations, ch. 32, p. 2,
24-7
SEC disbarment, ch. 38, p. 22-3 
selection of, ch. 11, p. 6-7
Accountants’ certificates (see “Accountants’ reports, short form”) 
Accountants’ office
indexing and filing methods, ch. 13, p. 7-11 
interim work and reports, ch. 12, p. 5-6 
spreading of work over year, ch. 12, p. 1 
staff assignments, ch. 12, p. 1-3
Accountants’ opinion (see “Accountants’ reports, short form”) 
Accountants’ reports (see also “Independence of accountants
and auditors”)
accounts audited by others, ethics regarding, ch. 23, p. 3 
checking and reviewing, ch. 19, p. 12-14 
composition, ch. 19, p. 9-12
details of engagement, record of, ch. 19, p. 1 
long-form
changes in financial position, ch. 19, p. 6-7 
comments on specific items, ch. 19, p. 7-8 
earnings, comments on, ch. 19, p. 5 
explanations v. qualifications, ch. 19, p. 2 
financial ratios in, ch. 19, p. 6 
general arrangement, ch. 19, p. 4-7
preliminary planning, ch. 19, p. 1-2 
short-form
accountants’ opinion, AIA recommendations for. ch. 19, p. 4 
certification, SEC requirements, ch. 38, p. 15-18 
exceptions, ch. 11, p. 17-22, 24-8
form of, ch. 11, p. 15-17
inventories in, qualifications regarding, ch. 15, p. 9-10
commission of confirmations, ch. 11, p. 18
omission of physical inventories, effect on, ch. 11, p. 20;
ch. 38, p. 18
phraseology regarding scope of examination, ch. 11, p. 24-5 
phraseology relating to consistency in accounting practices,
ch. 11, p. 26-7
phraseology relating to financial statements, ch. 11, p. 25-6 
qualifications or exceptions, in ch. 11, p. 17-22, 24-8 
SEC amendment to Rule 2-02, ch. 11, p. 2, 7, 15-16, 17 
wording used, ch. 19, p. 3-4
special examination, pattern of, ch. 19, p. 4 
to stockholders, arrangement of, ch. 19, p. 4 
trends in reporting, ch. 11, p. 1-27 
unusual items in, special treatment, ch. 21, p. 1 
uses to which put, ch. 19, p. 3-4, 5 
variations in form, ch. 19, p. 3-4
wage and salary stabilization violations on, ch. 32, p. 27 
wartime uncertainties in, ch. 11, p. 11-13 
writing of, faults in, ch. 19, p. 8-9
Accounting
basic concepts, ch. 1, p. 1-21
definition of, ch. 1, p. 18
nature and character of, ch. 1, p. 2-3
objective facts and opinion relating to, ch. 1, p. 18-19
Accounting period (see also “Natural business year”) 
ch. 1, p. 8-9, 10
tax determination for short periods, ch. 28, p. 8-10
Accounting principles and practices
“accepted principles,” what are, ch. 11, p. 1-2 
consistency in, ch. 1, p. 19-20; ch. 11, p. 26 
constructive nature of accounting, ch. 13, p. 3 
definitions, ch. 1, p. 2-3
generally accepted practices, ch. 1, p. 1-2
tax accounting versus generally accepted principles, ch. 21,
p. 14-16
Accounting research bulletins (see “American Institute of Ac­
countants”)
Accounting series releases (see “Securities and Exchange Lorn- 
mission”)
Accounting systems
developments during war years, ch. 16, p. 1-25 
manual payroll system, ch. 16, p. 11-13
materials furnished by prime contractors to subcontractors, 
ch. 16, p. 15-20
mechanized payroll plan, ch. 16, p. 2-10
unit equipment and depreciation records, ch. 16, p. 20-5
Accounts payable, internal control questionnaire, ch. 13, p. 14 
Accounts receivable (see also “Receivables”)
confirmation, ch. 12, p. 5-6
financing, ch. 14, p. 14-15
internal control questionnaire, ch. 13, p. 13
verification, ch. 14, p. 16-17
Accrual basis
of reporting income, ch. 1, p. 16-17 
tax decisions, ch. 24, p. 14-16
Acquisition cost, electric utilities, ch. 20, p. 9
Additions and betterments, ch. 7, p. 13
Advances by customers, balance sheet treatment, ch. 2, p. 18 
Advertising, (see also “Professional ethics”)
ethics regarding, ch. 23, p. 5
Advertising expenses, budgeting for, ch. 18, p. 17
Affiliated companies (see also “Consolidations”; "Holding com­
panies”; “Subsidiaries”) 
property accounting, ch. 2, p. 7 
Montana commission opinion, ch. 20, p. 9
Alimony, taxability, under Internal Revenue Code, ch. 25, p. 1-2; 
ch. 26, p. 12; ch. 29, p. 15-16
Alleghany Corporation
sale of securities by, ch. 6, p. 2-3
American Accounting Association
consolidated financial statements, ch. 2, p. 27 
corporate capital, ch. 1, p. 10
cost and value, ch. 1, p. 14 .
discount on bonds, ch. 9, p. 2 
earned surplus, ch. 4, p. 2 
treasury stock, ch. 2, p. 23 
value and costs, ch. 2, p. 2
American Bar Association 
stated capital, ch. 9, p. 7
American Car and Foundry Company (see “Cintas v. American 
Car and Foundry Company” in “Table of cases and decisions”)
American Institute of Accountants
accounting for income taxes, ch. 38, p. 12 
accounting, nature of, ch. 1, p. 2-3 
accounting principles, ch. 1, p. 2
Accounting Research Bulletin No. 13, “Accounting for special 
reserves arising out of the war,” ch. 10, p. 8-10
Accounting Research Bulletin No. 21, “Renegotiation of war 
contracts (supplement),” ch. 10, p. 13-15
Accounting Research Bulletin No. 25, “Accounting for termi­
nated war contracts,” ch. 10, p. 15-19
Accounting Research Bulletins on items arising out of the 
war, ch. 10, p. 1-2
committee on cooperation with bankers, report Sept. 1923. 
ch. 11, p. 22
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comparative statements, ch. 2, p. 25 
earned surplus, ch. 4, p. 3 
“full disclosure,” ch. 1, p. 20-1 
government contract accounting, ch. 2, p. 15 
intangible assets, ch. 8, p. 1-2
internal control, auditors’ examination of, ch. 13, p. 2
postwar reserves, ch. 4, p. 9
quasi-reorganizations, ch. 1, p. 4
reserves arising out of war, ch. 1, p. 9-11
revaluation credit account, ch. 2, p. 10
“Rules of professional conduct,” ch. 23, p. 1-8 (see also “Pro­
fessional ethics”)
unrealized profit, ch. 1, p. 11
verification of notes and accounts receivable, ch. 14, p. 2, 3, 
6-7, 9, 15-17
Amortization (see also “Depreciation”; “Valuation”) 
deductions, under Internal Revenue Code, ch. 26, p. 11 
discount or premium on securities, ch. 2, p. 12; ch. 6, p. 2 
emergency facilities, ch. 7, p. 10-11
emergency facilities held in trust, ch. 29, p. 16 
intangible assets, ch. 8, p. 3-4, 5
Annuities
taxability, under Internal Revenue Code, ch. 25, p. 12 
valuation, for tax purposes, ch. 30, p. 3-4
Application of funds (see “Financial statements”)
Appraisals (see “Valuation”)
Appreciation (see also “Valuation”) 
depreciation on, ch. 7, p. 10
unrealized, ch. 1, p. 14; ch. 2, p. 10, 20-1; ch. 4, p. 11
Arkansas Power and Light Company case, ch. 20, p. 7-8 
Armour and Company
subsidiaries in consolidated statements, ch. 5, p. 12
Assessments, on stock held as investment, ch. 6, p. 6
Assets (see also “Buildings”; “Intangible assets”; “Land”; “Ma­
chinery and equipment”; “Property”; “Wasting assets”) 
admissible and inadmissible, under Internal Revenue Code
(sec. 720), ch. 27, p. 7 
auditing standards, ch. 11, p. 8 
bankrupt’s estate, ch. 22, p. 3-4 
capital, relation to income, ch. 1, p. 12-13 
capital, valuation of, ch. 1, p. 11-12 
classification of, ch. 2, p. 3-4
concealment, in bankruptcy proceedings, ch. 22, p. 4 
current, ch. 2, p. 4-5
current and fixed, distinguishing between, ch. 2, p. 5-6
definitions, ch. 2, p. 3-4; ch. 9, p. 3
fixed
accounting treatment, ch. 7, p. 1-15 
adjusting depreciated costs, ch. 4, p. 10-11 
classification of, ch. 2, p. 5-7; ch. 7, p. 1-2 
definition, ch. 2, p. 4
mark-ups of, ch. 4, p. 10-11
presentation in 1,000 balance sheets of manufacturing and 
trading companies, ch. 2, p. 8-9
writing down values, ch. 7, p. 4-5 
intangible (see “Intangible assets”) 
offsetting of, against liabilities, ch. 2, p. 15 
valuation (see “Valuation”)
valuation and description, SEC requirements, ch. 38, p. 4-6 
Audit program, ch. 13, p. 1 
Auditing principles and standards
SEC requirements relating to, ch. 38, p. 15-18 
standards
definition, ch. 11, p. 7-11 
generally accepted, ch. 11, p. 1-2
Auditing procedure (see also “Accountants’ reports”; “Financial 
statements”)
accounts receivable, confirmation of, ch. 12, p. 5-6 
additions to plant and equipment, checking of, ch. 12, p. 6 
changes in, ch. 11, p. 2-4
clients’ representations, ch. 12, p. 6-7
extended procedures, effect on staff assignments, ch. 12, p. 1 
interim work and reports by accountants’ staff, ch. 12, p. 5-6 
internal auditors and use of client’s staff, ch. 12, p. 3-5 
inventory tests, ch. 12, p. 5
new techniques in, ch. 12, p. 1-7 
objective standards, ch. 11, p. 1 
purpose of audit, ch. 11, p. 1 
SEC requirements for, ch. 38, p. 15-18 
staff specialization, ch. 12, p. 2-3
standards and procedures, distinction between, ch. 11, p. 7-8 
trends in, ch. 11, p. 1-27
wage and salary stabilization law, ch. 32, p. 24-7 
wartime uncertainties affecting, ch. 11, p. 11-13
Auditors (see “Accountants and auditors”)
Auditor’s report or certificate (see “Accountants’ reports”)
B
Bad debts
deductions for, under Internal Revenue Code, ch. 26, p. 9 
definition, under Internal Revenue Code, ch. 25, p. 2
Balance sheets, ch. 2, p. 1-29
(see also “Consolidated statements”; “Financial statements”)
comparative, use of, ch. 2, p. 25
composition of, ch. 19, p. 11
condensed, showing profit or loss, ch. 19, p. 6
consolidated (see “Consolidated balance sheets”; “Consoli­
dated statements”) 
definitions of, ch. 2, p. 3 
estimated, for budgeting, ch. 18, p. 8 
innovations in conventional form, ch. 2, p. 7 
limitations of, ch. 2, p. 2 
main divisions and classifications, ch. 2, p. 3-5 
present-day status, ch. 2, p. 1
railroads, utilities, banks and regulated institutions, ch. 2, p. 29
values, basis of, ch. 2, p. 1-2
wage and salary provision violations, ch. 32, p. 27
“Whose balance sheet is it?” ch. 19, p. 2
Bankruptcy
acts of, ch. 22, p. 2
arrangements, ch. 22, p. 12-14
assets, concealment and distribution, ch. 22, p. 3-4
debts having priority, ch. 22, p. 5
debts, provable, ch. 22, p. 5
definitions of legal terms, ch. 22, p. 1-2
discharge of bankrupt, ch. 22, p. 5-6
duties of bankrupts, ch. 22, p. 2-3
history of legislation, ch. 22, p. 1
liens and fraudulent transfers, ch. 22, p. 3-4, 5
preferences, ch. 22, p. 3
real property arrangements by persons other than corporations,
ch. 22, p. 13-14
reorganizations, ch. 22, p. 6-11
sections 268 and 270 of act, ch. 22, p. 9-10, 11-12
taxes, ch. 22, p. 5
who may become bankrupts, ch. 22, p. 2
Betterments (see “Additions and betterments”)
Bidding (see also “Professional ethics”) 
competitive, ethics regarding, ch. 23, p. 7
Board of Tax Appeals, change to Tax Court, ch. 24, p. 6 
Bonds
amortization of premium or discount, ch. 6, p. 3
as dividends, ch. 6, p. 6
controls, illustrative forms, ch. 16, p. 8
corporation purchasing its own bonds, tax treatment, ch. 25,
p. 3
cost of retirement transactions, ch. 2, p. 25
default in payment of interest or principal, ch. 6, p. 10-11
discount on, balance sheet treatment, ch. 2, p. 13
government
for postwar tax refunds, ch. 6, p. 4-5
Index 11
Bonds—government (continued)
issues to employees, ch. 16, p. 6-9
redemption value, ch. 6, p. 3-4
indentures, accounting for, ch. 9, p. 2
income, compared with preferred stocks, ch. 9, p. 1
issued for property acquired, accounting for, ch. 9, p. 3
payable serially, ch. 9, p. 4
refunded, accounting treatment, ch. 9, p. 5
surplus restrictions on indenture, ch. 4, p. 8
Bonus, payments under stabilization law, rules governing, ch. 32, 
p. 14-15
Brokerage, ethics regarding, ch. 23, p. 2
Budgets
administration of, ch. 18, p. 5-6
advertising, ch. 18, p. 17
classification of, ch. 18, p. 1-3
constructing methods, case study, ch. 18, p. 19-21
control principles, ch. 18, p. 1-6
definition of, ch. 18, p. 1
estimated balance sheet, ch. 18, p. 8
estimated profit-and-loss statement, ch. 18, p. 8-9
financial, ch. 18, p. 7
installation of, ch. 18, p. 5
labor, ch. 18, p. 13-14
manufacturing expense, ch. 18, p. 14-15
master, ch. 18, p. 6
materials, ch. 18, p. 12-13
organization and administration, ch. 18, p. 3-4 
plant and equipment, ch. 18, p. 18-19 
preparation of estimates, ch. 18, p. 5 
production, ch. 17, p. 8-9; ch. 18, p. 12 
purchase, ch. 18, p. 13
purposes of, ch. 18, p. 1
reports, ch. 18, p. 22
retail merchandise, ch. 18, p. 19
sales, ch. 18, p. 12
selling expenses, ch. 18, p. 15-17
Buildings, accounting for, ch. 7, p. 1
Bureau of Internal Revenue (see “Internal Revenue, Bureau 
of”)
By-products and joint products (see “Cost accounting”; “Costs”)
C
California Society of Certified Public Accountants 
committee on auditing standards, ch. 11, p. 10
Canadian tax treaty, ch. 25, p. 6
Capital (see also “Assets”; “Capital stock”; “Surplus”) 
accounting concept, ch. 1, p. 12-13 
and surplus, statement of, ch. 2, p. 7 
contributed and earned, ch. 1, p. 10-12 
definition and use of term, ch. 2, p. 4; ch. 9, p. 6-7 
distinguished from revenue, ch. 1, p. 13 
expenditures, ch. 7, p. 12-13
invested, under Internal Revenue Code, ch. 27, p. 6 7 
relation to income and revenue, ch. 1, p. 12-13 
working, statement of, ch. 2, p. 7, 25, 26
Capital assets (see “Assets”)
Capital gains and losses (see “Gains and losses”; “Taxation”) 
Capital stock (see also “Capital”; “Investments”; “Options”;
“Securities”; “Treasury stock”) 
auditing standards, ch. 11, p. 9
corporations dealing in own stock, taxability of, ch. 25, p. 11-12 
definition of, ch. 9, p. 6
equity, balance sheet presentation, ch. 2, p. 9-11 
exchange for acquisition of patent, ch. 38, p. 6 
ownership between parent company and subsidiaries, ch. 5, p. 4 
preferred
premiums on retirement of, ch. 2, p. 23-4; ch. 38, p. 7 
retirement reserve, surplus restrictions, ch. 4, p. 8
preferred and common, distinction between, ch. 6, p. 8-9
retirement of, accounting treatment, ch. 9, p. 10 12 
subscriptions, balance sheet treatment, ch. 2, p. 21 
tax decisions, ch. 24, p. 13-14
treasury (see “Treasury stock”)
warrants, balance sheet treatment, ch. 2, p. 21-2
Capital surplus (see “Capital”; “Surplus”)
“Carry-back and carry-over” (see “Taxation”)
Cash
auditing standards, ch. 11, p. 8 
balance sheet classification, ch. 2, p. 4 
internal control questionnaire, ch. 13, p. 12
Cash or accrual basis (see “Accrual basis”)
Caterpillar Tractor Co. 
annual report, ch. 3, p. 1 
statement of financial position, ch. 2, p. 8
Certificates, accountants’ and auditors’ (see “Accountants’ re­
ports, short-form”)
Certification of accounts, ethics regarding, ch. 23, p. 3 
Charts (see “Graphic methods”)
Chesapeake and Ohio Railway Company
stock sale to Alleghany Corporation, ch. 6, p. 2-3
Child labor, under fair labor standards act, ch. 33, p. 5 
Client’s representations, ch. 12, p. 6-7
Code of fair competition for investment bankers, ch. 21, p. 4 
Colgate-Palmolive-Peet Co.
subsidiaries, in consolidated statements, ch. 5, p. 10-11
Collateral
receivables as, ch. 14, p. 14-15 
securities as, ch. 6, p. 6
Commissions
accountants’, ethics regarding, ch. 23, p. 2
brokers’, tax decisions, ch. 24, p. 13
under stabilization law, rules governing, ch. 32, p. 15-16
Commitments
current and long-term, as costs, ch. 2, p. 4 
informal, ch. 31, p. 23-4
Common stock (see “Capital stock”)
Comparative statement of current accounts, ch. 2, p. 7 
Comparative statement of deferred costs, ch. 2, p. 7 
Comparative statements (see “Balance sheets”; “Financial state­
ments”)
Compensation (see “Fees”; “Income”; “Wages and salaries”) 
Competitive bidding (see “Bidding”)
Confirmations (see also “Accounts receivable”; “Receivables") 
omission of, in audit of savings-and-loan association, ch. 11,
p. 18-19
Consistency, in accounting practices, ch. 1, p. 19-20
Consolidated accounts 
forms of presentation, ch. 5, p. 6-7 
legal status, ch. 5, p. 3
public utility holding companies, ch. 5, p. 2
with relation to taxation and dividends, ch. 1, p. 5-6
Consolidated balance sheets (see “Consolidated statements”) 
Consolidated enterprise or entity (see “Consolidated state­
ments”; “Consolidations”; “Entity”)
Consolidated returns (see “Tax returns”)
Consolidated statements, ch. 1, p. 4-6; ch. 2, p. 7, 25-9; ch. 5,
p. 1-12
considerations underlying use of, ch. 5, p. 3-4
early use of, ch. 5, p. 1-2
income, ch. 3, p. 11-13
intercompany eliminations, ch. 5, p. 4-5
intercompany investments, ch. 5, p. 5
intercompany profits, ch. 5, p. 5-6, 7
legal provisions for, ch. 5, p. 2-3
parent companies and subsidiaries, stock ownership between, 
ch. 5, p. 4
presentation of, ch. 5, p. 6-12
subsidiaries, in annual reports, examples of, ch. 5, p. 8-12
Consolidations (see also “Holding companies”; “Mergers”) 
accounting practices, ch. 5, p. 6-12
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Consolidations (continued) 
affiliates or subsidiaries, classification as, ch. 5, p. 4 
audit work and internal check, summary, ch. 13, p. 16-21 
basis of, ch. 1, p. 5
character of business, as affecting, ch. 5, p. 4
excess profits taxation, under Internal Revenue Code (Sup­
plement A) , ch. 27, p. 4-5
regulations, in revenue acts of 1917 and 1918, ch. 5, p. 2 
taxes of, ch. 1, p. 5
Construction costs, of electric utilities, accounting for, ch. 20. 
p. 4-5
Contingent fees (see also “Fees”; “Professional ethics”) 
ethics regarding, ch. 23, p. 4
Contingent liabilities (see “Liabilities”)
Contract settlement act
costs and expenses sanctioned by commercial accounting prac­
tices, ch. 17, p. 10
Contracts (see “Government contracts”)
Contributions, deductions for, under Internal Revenue Code, 
ch. 26, p. 10
“Controlled Materials Plan,” ch. 84, p. 2-10 
accountant’s and auditor’s role under, ch. 34, p. 8 
allotments, how applied for, ch. 34, p. 7 
flow chart, ch. 34, p. 9
inventories, how controlled, ch. 34, p. 7-8 
materials, how allotted, ch. 34, p. 7 
products, classification of, ch. 34, p. 6-7 
record-keeping requirements, ch. 34, p. 3-6 
scheduling technique, ch. 34, p. 2-3
Cooperation with bankers, report of American Institute of 
Accountants, Sept. 1923, ch. 11, p. 22
Cooperative apartment corporations, deductions for taxes paid 
to, ch. 26, p. 12
Copyrights, amortization accounting, ch. 8, p. 4
Corporations
corporate entity, ch. 1, p. 3
debts of, cancellation under Internal Revenue Code, ch. 25,
  p. 3
improperly accumulating surplus, surtax on, ch. 26, p. 15 
practice of public accounting by, ethics of, ch. 23, p. 1-5 
taxation (see “Taxation”)
Cost accounting, ch. 17, p. 1-22 
actual cost systems, ch. 17, p. 1-2 
by-products and joint-products, ch. 17, p. 3 
cost controls, ch. 17, p. 4 
distribution cost systems, ch. 17, p. 12 
job cost systems, ch. 17, p. 2 
price-cost-volume relationships, ch. 17, p. 15-16 
process cost systems, ch. 17, p. 2-3 
standard cost systems, ch. 17, p. 1-2 
standards, ch. 17, p. 4-6 
statistical cost system, ch. 17, p. 1 , 
systems, ch. 17, p. 1-3 
wartime cost control system, ch. 17, p. 5-7 
wartime effect on, ch. 17, p. 3
Cost-or-market method (see “Inventories”)
Cost-plus-fixed-fee contracts (see “Government contracts”)
Costs (see also “Distribution costs”; “Original costs”)
accounting, classification of, ch. 17, p. 1
actual, classification of, ch. 17, p. 1
definition, Federal Power Commission, ch. 20, p. 4
differential, ch. 17, ,p. 12-17
estimated or predetermined, ch. 17, p. 7
job, classification of, ch. 17, p. 2
manufacturing, control of, ch. 17, p. 3-7
predetermined or estimated, ch. 17, p. 7-9
price-cost-volume relationship, ch. 17, p. 15-17
process, classification of, ch. 17, p. 2-3
relation to revenue, ch. 1, p. 15-18
relation to selling price, ch. 17, p. 17
relation to value, ch. 1, p. 13-15; ch. 2, p. 1-2
reports, ch. 17, p. 17-18, 21-2 
standard
classification of, ch. 17, p. 1 
relation to estimated, ch. 17, p. 7 
setting, ch. 17, p. 8
statistical, classification of, ch. 17, p. 1
Court cases and decisions (see “Table of cases and decisions”) 
Current accounts, statement of, ch. 2, p. 7 
Current assets (see “Assets”)
D
Debt (see also “Bad debts”) 
cancellation, tax treatment, ch. 24, p. 12; ch. 25, p. 2-3
Defense Plant Corporation 
creation and functions of, ch. 31, p. 4 
financing, ch. 37, p. 13-14
Deferred charges
auditing standards, ch. 11, p. 9 
balance sheet treatment, ch. 2, p. 12-13
Deferred maintenance, ch. 1, p. 6-7
Deferred revenues, ch. 2, p. 17-18
Depletion
allowance for, under Internal Revenue Code, ch. 26, p. 9-10 
wasting assets, ch. 7, p. 14
Depreciation (see also “Amortization”; “Depletion”; “Obsoles­
cence”; “Valuation”) 
accelerated, ch. 7, p. 9-10 
accounting, ch. 16, p. 20-5
definition, ch. 7, p. 7
equipment and depreciation records, ch. 16, p. 21-4 
methods, ch. 7, p. 7-9; ch. 16, p. 25
adjustment of costs, ch. 4, p. 10-11
allowance for, under Internal Revenue Code, ch. 26, p. 9 
basis adjustment, tax decisions, ch. 24, p. 13 
item rates, trend toward use of, ch. 16, p. 20 
on appreciation, ch. 7, p. 10
public utility accounting, history of, ch. 20, p. 9-12 
rates by asset groups, ch. 7, p. 9 
relation to working capital, ch. 7, p. 12 
reserves for, ch. 7, p. 14; ch. 2, p. 20 
wasting asset enterprises, ch. 7, p. 14-15
Designation, professional, ethics regarding, ch. 23, p. 1 
Development expense, ch. 7, p. 14 
Differential costs (see “Costs”)
Disbarment of accountants, ch. 38, p. 22-3 
Discount
bond
accounting treatment, ch. 9, p. 2 
amortization of, ch. 9, p. 4-5 
balance sheet treatment, ch. 2, p. 14 
tax treatment, ch. 25, p. 3
retirement of capital stock, ch. 9, p. 10
“Distortion,” interpretation of, ch. 4, p. 5
Distribution costs
analysis, requisites for, ch. 17, p. 11-12 
application of differential Costs to, ch. 17, p. 13-14 
control of, ch. 17, p. 9-12
Dividends
bonds as, ch. 6, p. 6
declared by subsidiaries from parent company surplus, ch. 6, 
p. 4
earned surplus restrictions on, ch. 4, p. 7
income tax credits for, ch. 26, p. 13
legality of, from consolidated accounts, ch. 1, p. 5
on common stock, accounting for, ch. 4, p. 11-12
paid by banking corporations, tax deductions, ch. 26, p. 10
paid by subsidiary, held as paper transaction, ch. 5, p. 2
stock
accounting for, ch. 9, p. 7-9 
as taxable income, ch. 6, p. 6-9; ch. 25, p. 9-10 
of investment companies, ch. 21, p. 3 
tax decisions, ch. 24, p. 11-12
Index 13
E
Earned surplus (see “Surplus”)
Earnings, place in accountants’ reports, ch. 19, p. 5 
Eastman Kodak Co.
consolidated statements in annual report, ch. 5, p. 8
Electric light and power companies (see also “Public utilities”) 
Federal Power Commission’s uniform system of accounts for,
ch. 20, p. 4-5, 8
Emergency facilities
amortization of, ch. 7, p. 10-11; ch. 29, p. 16 
balance sheet presentation, ch. 2, p. 9 
financing for, ch. 37, p. 1-2, 14-15
Employee, definition, under wage and salary stabilization, ch. 32, 
p. 4
Employees, taxability of, for pension trusts, ch. 25, p. 15 
Employee’s earning statement, illustrative forms, ch. 16, p. 13 
Employee’s records (see “Payrolls”)
Employee’s trusts (see “Trusts")
Employment and unemployment
advances to state unemployment funds, ch. 36, p. 2 
of accountants, ethics regarding, ch. 23, p. 4 
records, under fair labor standards act, ch. 33, p. 4-5 
retention of persons in armed forces, ch. 36, p. 1 
retraining and reemployment administration, ch. 36, p. 2
Endowments (see “Funds”)
Entity
business enterprise or entity, ch. 1, p. 3-6 
departments as entities, ch. 1, p. 6 
tax decisions on, ch. 24, p. 10-11
Equipment (see “Machinery and equipment”)
Equipment record (see “Machine accounting”; “Machinery and 
equipment”; “Property, accounting”)
Equity, stockholders, balance sheet presentation, ch. 2, p. 9-11 
Estates (see also “Taxation, estates and trusts”; “Trusts”)
annuities
present worth, ch. 30, p. 5-6
taxation of, ch. 25, p. 12
valuation for tax purposes, ch. 30, p. 3-4
asset valuation for tax purposes, ch. 30, p. 10-13
common trust funds of, ch. 29, p. 14
debts of decedent, ch. 30, p. 16
gift and estate taxes, ch. 30, p. 1-23
income taxation on trusts and estates, ch. 29, p. 1-16
interests
life and reversionary, present worth, ch. 30, p. 5-6 
remainder, for gift tax, ch. 30, p. 4
insurance to others than estate, ch. 30, p. 13 
transfers during decedent’s life, ch. 30, p. 13, 15
Estimates, cost, ch. 17, p. 7-8
Examinations (see also “Auditing procedure”) 
scope of, exceptions regarding, ch. 11, p. 17, 24-5 
special kinds, accountants’ reports on, ch. 19, p. 4
Exceptions
in accountants’ reports, ch. 11, p. 17-22, 24-7 
regarding
confirmations of receivables, ch. 11. p. 21 
financial statements, ch. 11, p. 21-2 
inventory taking, ch. 11, p. 19-21
Excess profits taxes (see “Taxation”; “Taxes”)
Exchanges, intercorporate, under Internal Revenue Code, ch. 27,
p. 7
Executive employee, definition, under wage and salary stabiliza­
tion, ch. 32, p. 4-5
Executors (see “Estates”)
Expense account, auditing standards, ch. 11, p. 9
Expenses (see also “Advertising expenses”; “Management ex­
penses”; “Manufacturing expenses”; “Selling expenses”) 
classification of, for income statement, ch. 3, p. 2-3 
deductions for, under Internal Revenue Code, ch. 26, p. 2 
disallowed as tax deductions, ch. 1, p. 16
internal control questionnaire, ch. 13, p. 14-15 
prepaid, balance sheet treatment, ch. 2, p. 12
Extraordinary charges, ch. 4, p. 2-3
F
Fair labor standards act, ch. 33, p. 1-7
False statements (see “Financial statements”)
Family partnerships, taxability, under Internal Revenue Code, 
ch. 25, p. 12-14.
Family trusts (see “Trusts”)
Federal Communications Commission
American Telephone and Telegraph Company case, ch. 20,
p. 3-4
Federal Power Commission 
amortization of intangibles, ch. 1, p. 19 
Arkansas Power and Light Company case, ch. 20, p. 6-8 
balance sheet as statement of financial condition, ch. 2, p. 2 
“basket purchase,” accounting treatment of, ch. 2, p. 6 
fixed assets, classification of, ch. 2, p. 7 
Montana Power Company case, ch. 20, p. 8-9 
Northwestern Electric Company case, ch. 20, p. 5-6 
system of accounts for electric utilities, ch. 20, p. 4-5
Federal wage and hour law (see “Fair labor standards act”) 
Fees (see also “Contingent fees”; “Professional ethics”; “Wages
and salaries”)
splitting of, ethics regarding, ch. 23, p. 2
Fiduciary (see “Estates”; “Taxation—estates and trusts”; 
“Trusts”)
Finance
costs of financing, balance sheet treatment, ch. 2, p. 13 
war production, ch. 37, p. 1-15
Financial statements (see also “Balance sheets”; “Consolidated 
statements”; “Income statements”; “Reports”) 
application of funds, ch. 19, p. 7 
Caterpillar Tractor Co., ch. 2, p. 8 
changes in financial position, ch. 19, p. 7 
combined income and surplus, ch. 3, p. 7-8 
comparative, use of, ch. 2, p. 25 
consolidated (see “Consolidated statements”) 
effect of war on, ch. 2, p. 3, 9; ch. 11, p. 11-13; ch. 38, p.
9-11, 18
exceptions in accountant’s report or certificate, ch. 11, p. 21, 
25-6
false, ethics regarding, ch. 23, p. 2 
“giving effect” (see under “pro forma”)
in annual reports to stockholders, accounting release No. 41, 
ch. 38, p. 18
innovations in conventional form of, ch. 2, p. 7-8 
interim
auditor’s report on, ch. 11, p. 19 
confirmation of receivables on, ch. 14, p. 9-10
investment companies, ch. 21, p. 6-7, 16-19 
investments or earnings, presentation on, ch. 6, p. 11 
limitations of, ch. 10, p. 9
“multiple-step” form, ch. 3, p. 9 
periodic, ch. 1, p. 8
prescribed for utilities and regulated institutions, ch. 2, p. 29 
profit and loss, estimated, for budgeting, ch. 18, p. 8-9 
pro-forma or “giving effect,” ch. 11, p. 22; ch. 17, p. 15; ch.
38, p, 14
responsibility for, ch, 19, p. 2 
SEC regulation S-X, ch. 11, p. 2, 7, 15, 16 
“single-step” form, ch. 1, p. 16; ch. 3, p. 8, 9 
sources and disposition of funds, ch. 13, p. 6-7 
specific items in, comments on, ch. 19, p. 7-8 
wartime uncertainties in, ch. 11, p. 11-13 
working capital analysis, ch. 2, p. 25
Fixed assets (see “Assets”)
Footnotes
need for, during war period, ch. 2, p. 28
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Footnotes (continued)
SEC requirements, ch. 38, p, 13-14
foreign subsidiaries, accounting treatment, ch. 6, p. 10 
48-hour workweek, ch. 33, p. 5, 6-7 
“Full disclosure,” in books and statements, ch. 1, p. 20-1 
Funds
definition of, ch. 6, p. 1
endowment, pooling investments of, ch. 6, p. 3 
sinking, for bond redemption, ch. 9, p. 4 
sources and disposition of, ch. 13, p. 6-7
G
Gains and losses
deductions for losses, under Internal Revenue Code, ch. 26, 
p. 3-9
net operating losses, tax deductions for, ch. 26, p. 10-11 
nonrecurring, income statement treatment, ch. 3, p. 7, 15-16 
relation to surplus, ch. 4, p. 5
tax decisions, ch. 24, p. 11
tax provisions, changes under 1942 act, ch. 24, p. 4 
taxability of gains, ch. 1, p. 13
“Generally accepted accounting practices” (see “Accounting 
principles and practices”)
General Accounting Office
expenses and costs under rules of, ch. 17, p. 10
Gift taxes (see “Taxation”)
“Giving effect” statements (see “Financial statements”)
Going concern
balance sheet valuation, ch. 2, p. 3 
concept of, ch. 1, p. 6-8
Goodwill (see also “Intangible assets”)
accounting requirements of SEC, ch. 38, p. 5-6 
amortization of, ch. 1, p. 19
cost determination of, ch. 8, p. 2-3
Government contracts
amounts included in sales or revenue accounts, ch. 10, p. 12 
balance sheet classification and treatment, ch. 10, p. 12-13 
certificate of necessity, ch. 31, p. 4
“contracting officer,” concept of term and functions of, ch. 
31, p. 3
cost-plus-fixed-fee
accounting and auditing, ch. 10, p. 4-6, 10-13; ch. 31, p. 5-6 
Accounting Research Bulletin No. 19, ch. 10, p. 10-13 
applications of, ch. 31, p. 5
receivables and payables, ch. 2, p. 15 
defense plant corporation (DPC), creation of, ch. 31, p. 4 
divisions of, ch. 31, p. 1
“escalator clauses,” ch. 31, p. 6
excessive profits, what determines, ch. 31, p. 14-16
Executive Order 9001, ch. 31, p. 7-8
executive orders, ch. 31, p. 2
facilities for production, ch. 31, p. 4
financing, advance and partial payments, ch. 37, p. 2-3
First War Powers Act, ch. 31, p. 1-2, 7
fixed price, ch. 31, p. 4-5
incentive contracts, ch. 31, p. 6 
income statement treatment, ch. 3, p. 10 
inventories frozen by, ch. 10, p. 7-8 
letter of intent, ch. 31, p. 7
Maritime Commission contracts, ch. 31, p. 6 
Navy Department sliding scale plan, ch.’31, p. 6 
negotiation, upon per cent of completion of, ch. 31, p. 6 
peacetime procurement, ch. 31, p. 1 
periodic adjustment of price, ch. 31, p. 6 
pre-termination agreements, ch. 31, p. 21 
pricing, ch. 31, p. 3-4
procedures arising out of procurement regulations, ch. 17, p. 10
procurement, legal authority, ch. 31, p. 1-2
procurement organization, ch. 31, p. 2-3
Public Law 867, 77th Congress, Oct. 3, 1942, ch. 31, p. 8
renegotiation
accounting problems of, ch. 10, p. 6-7, 13-15 
Accounting Research Bulletin No. 21, ch. 10, p. 13-15 
departmental agencies, ch. 31, p. 13-14
exemptions under 1942 act, ch. 31, p. 11-12 
income statement treatment, ch. 3, p. 10-11 
legislation for, ch. 31, p. 10-11 
mandatory reports, ch. 31, p. 14 
process of, ch. 31, p. 14
reasons for, ch. 31, p. 9-10 
refunds under,  ch. 10, p. 14-15 
relation to income taxes, ch. 31, p. 16 
renegotiable business, ch. 31, p. 11 
renegotiation act of 1942, ch. 31, p. 11, 12, 15 
renegotiation act of 1943, ch. 31, p. 11, 13 
SEC requirements, ch. 38, p. 9-10 
tax problems, ch. 28, p. 12
treatment, in financial statements of forty-three companies, 
ch. 3, p. 16
uniformity of policies, ch. 31, p. 12-13 
unilateral determinations, ch. 31, p. 16-17 
voluntary, ch. 31, p. 10
repricing of, ch. 31, p. 7-9
royalties, power to reduce, ch. 31, p. 8
royalty readjustment act, administration of, ch. 31, p. 9
specific risks, provisions to cover, ch. 31, p. 6
subcontractors
claims by, ch. 2, p. 15-16; ch. 10, p. 17-18
materials furnished to, by prime contractors, ch. 16, p. 15-20
relationships of, ch. 16, p. 15
subcontracts
repricing of, ch. 31, p. 9
uniform termination article for, ch. 31, p. 18
TD 5000, ch. 31, p. 5-6 
target-price contracts, ch. 31, p. 6
tax returns, after renegotiation and termination, ch. 28, p. 
12-14
termination
Accounting Research Bulletin No. 25, ch. 10, p. 15-19 
claims under
accounting treatment, ch. 3, p. 11; ch. 10, p. 7, 15-19 
cost memorandum, ch. 31, p. 23
disposal credits, ch. 10, p. 18 
financial statement presentation, ch. 10, p. 17 
general directive No. 2, Sept. 8, 1944, ch. 31, p. 21 
informal commitments, ch. 31, p. 23-4 
interim financing, ch. 31, p. 20-1
Joint Contract Termination Board, ch. 31, p. 18 
lump-sum settlements, ch. 28, p. 14 
need for prompt settlements, ch. 31, p. 19 
negotiated settlements, ch. 28, p. 13
negotiated v. formula methods of settlement, ch. 31, p. 22-3 
“no-cost” settlements, ch. 10, p. 18-19; ch. 28, p. 13-14 
Office of Contract Settlement, ch. 31, p. 19-20, 24 
organization of contracting agencies for, ch. 31, p. 20 
payments and loans on, ch. 2, p. 15
plant clearance, ch. 31, p. 21-2 
reasons for, ch. 31, p. 17
regulation No. 5, Sept. 30, 1944 by Director of Contract Set­
tlement, ch. 31, p. 18-19
SEC requirements, ch. 38, p. 11
settlements without claim, ch. 31, p. 23
statement of cost principles for claims, ch. 31, p. 18-19
uniform article for prime contracts, ch. 31, p. 17-18
uniform article for subcontracts, ch. 31, p. 18
Treasury Decision 5000, ch. 17, p. 9-10 
War Production Board directives, ch. 31, p. 2
Government-owned facilities (see “Emergency Plant Facilities”) 
Government regulations (see also “Securities and Exchange
Commission”)
relating to financial statements, ch. 14, p. 13-15
Index 15
Government regulations (continued)
subject of “Statement of Auditing Procedure” No. 21, ch. 11,
p. 14
Graphic methods
profit realization chart, ch. 18, p. 21-2 
profitgraph, sales and profits, ch. 18, p. 23
H
Holding companies
and subsidiaries, relationship between, ch. 5, p. 2
public utility, consolidated accounts of, ch. 5, p. 2
public utility holding company act of 1935, ch. 21, p. 5; ch.
38, p. 1, 23-4
Hours of labor
under fair labor standards act, ch. 33, p. 1-6
under fair labor standards act, accounting for, ch. 16, p. 3-6,
11-14
I
Incentive plans (see “Wages and salaries”)
Income (see also “Capital”; “Income statements”; “Revenue”) 
abnormal, under Internal Revenue Code, ch. 27, p. 10-11 
accounting and tax concepts of, ch. 28, p. 11-12 
average base period net income, under Internal Revenue Code,
ch. 27, p. 11-12
average income method of determining credit, under Internal 
Revenue Code, ch. 27, p. 2-5
cash or accrual basis, ch. 1, p. 16-17
excess profits net income, under Internal Revenue Code, ch. 
27, p. 1-2
gross, deductions from, under Internal Revenue Code. ch. 26, 
p. 1
net
computation of, under Internal Revenue Code, ch. 29, p. 1-7 
credits against, under Internal Revenue Code, ch. 29, p. 7
periodic (see also “Accounting periods”) , ch. 1, p. 8, 10, 16 
tax purposes
bases of measurement, ch. 1, p. 16-17 
determination of, ch. 1, p. 13; ch. 28, p. 12
taxable, in war contracts, ch. 28, p. 12
Income accounts, auditing standards, ch. 11, p. 9
Income statements (see also “Financial statements”) 
combined, income and surplus, ch. 3, p. 7-8 
comparative, use of, ch. 3, p. 1-2 
consolidated, ch. 3, p. 11-13
expense classification, ch. 3, p. 2-3
extraordinary items, ch. 3, p. 4
form of, SEC requirements, ch. 38, p. 11
government contracts, ch. 3, p. 10-11
gross income and income realization, ch. 3, p. 2  
historical and earning power concepts, ch. 3, p. 6-8, 15
“multiple-step” form, ch. 3, p. 9
nonrecurring gains and losses, ch. 3, p. 7, 15-16
other income and expense, ch. 3, p. 3-4
purpose of, ch. 3, p. 1
renegotiation of government contracts, ch. 3, p. 10-11 
renegotiation treatment by forty-three companies, ch. 3, p. 16 
sales, inclusion in, ch. 3, p. 2, 14
“single-step” form, ch. 1, p. 16; ch. 3, p. 8-9 
stock options ch. 3, p. 13-14, 16-17 
surplus charges and credits, ch. 3, p. 6-8 
taxes on income, ch. 3, p. 4-6 
termination claims, ch. 3, p. 11 
types and uses, ch. 3, p. 2 
war reserve provisions, ch. 3, p. 8-10
Income taxes (see “Taxation”; “Taxes”)
Independence of accountants and auditors (see also “Professional 
ethics”)
as qualification of accountant, ch. 11, p. 4 
decisions and cases, ch. 11, p. 4-5; ch. 38, p. 19-21 
financial interest in client's affairs, ch. 23, p. 6; ch. 11, p. 4
Institute rulings, ch. 11, p. 4-6
objective viewpoint, ch. 1, p. 18-19
public accounting practice by corporation, ch. 23, p. 5
SEC requirements, ch. I, p. 18-19; ch. 11, p. 4-7; ch. 38, p. 19-21
Indexing and filing, ch. 13, p. 7-11
Institute of Chartered Accountants in England and Wales 
accounting principles, ch. 1, p. 1 
consolidated statements, ch. 1, p. 5
Institutions (see “Hospitals”; “Schools, colleges, etc.”)
Insurance
balance sheet classification, ch. 2, p. 4-5
proceeds of, taxable under Internal Revenue Code, ch. 25, 
p. 6-7
receivable by estate, ch. 30, p. 12. 
to others than estate, ch. 30, p. 13
Intangible assets (see also “Patents”; “Goodwill”; “Copyrights”; 
“Going concern”)
accounting requirements of SEC, ch. 38, p. 5-6 
amortization accounting, ch. 8, p. 3-4 
amortization, SEC requirements, ch. 1, p. 19 
balance sheet classification, ch. 2, p. 4 
balance sheet treatment, ch. 2, p. 12; ch. 8, p. 6 
“basket purchase,” accounting treatment of, ch. 2, p. 6 
cost determination, ch. 8, p. 2-3 
development of intangible value, ch. 8, p. 3 
discretionary amortization of, ch. 8, p. 5 
in consolidation, ch. 8, p. 3 
initial carrying value, ch. 8, p. 2 
maintenance of value, ch. 8, p. 4-5
public utilities, exclusion from accounts or rate base, ch. 20, 
p. 7
types of and accounting for, ch. 8, p. 1-2
valuation on balance sheet, ch. 2, p. 2-3
write-off when no evidence of loss of value, ch. 8, p. 5-6
Intangible property, definitions of, ch. 8, p. 1
Intercompany relations (see “Affiliated companies”; “Consoli­
dated statements”; “Consolidations”; “Holding companies”; 
“Subsidiaries”)
Interest
deductions for, under Internal Revenue Code, ch. 26, p. 2 
defaulted, on bonds, ch. 21, p. 9-10; ch. 6, p. 10-11; ch. 38, p. 13
Interim statements (see “Financial statements”)
Internal audit
aid to independent audit, ch. 12, p. 3-4 
internal audit staff, function of, ch. 12, p. 3 
reliance on work of client’s staff, ch. 12, p. 4-5 
use of client’s staff, ch. 12, p. 3-5
Internal check and control  
accounts receivable, ch. 14, p. 10-12 
audit work and internal check, summary, ch. 13, p. 16-21 
definition of term, ch. 13, p. 2; ch. 14, p. 11 
questionnaire for evaluation of internal control, ch. 13, p. 12-15 
questionnaires on internal control, ch. 13, p. 2-3
Internal Revenue, Bureau of
expenses and costs under regulations of, ch. 17, p. 10 
tax administration changes, summary of, ch. 28, p. 1
Internal Revenue, Commissioner of 
jurisdiction under wage and salary stabilization, ch. 32, p. 2-4
International Salt Company
dividends of subsidiaries, ch. 6, p. 4
Interstate Commerce, relation to Fair Labor Standards Act, ch. 
33, p. 2
Inventories
advance planning for, ch. 15, p. 1-3 
auditing procedures, ch. 15, p. 1-10 
auditing standards for, ch. 11, p. 8-9 
balance sheet classification, ch. 2, p. 4 
basis of pricing, ch. 2, p. 11-12 
certificates from clients, ch. 15, p. 9 
checking calculations, ch. 15, p. 8
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Inventories (continued)
checking insurance policies, ch. 15, p. 9 
checking quantities and condition, ch. 15, p. 3-5 
client’s representations regarding, ch. 12, p. 7 
confirmations and tests by accountants, ch. 12, p. 5-6 
control of
records of quantities, ch. 15, p. 5-6
simplified system, illustrative form of, ch. 16, p. 19
under CMP, ch. 34, p. 7-8
cost-or-market method, as value concept, ch. 1, p. 15 
frozen
accounting treatment, ch. 10, p. 7-8
valuation and balance sheet presentation, ch. 2, p. 11-12 
goods not received, liability on books, ch. 15, p. 7 
goods not shipped out, billed, ch. 15, p. 8 
goods of client in possession of others, ch. 15, p. 8 
goods on hand
liability not on books, ch. 15, p. 7 
not client’s property, ch. 15, p. 8
goods shipped out, not billed, ch. 15, p. 7-8 
involuntary liquidation of, ch. 25, p. 4
last-in, first-out method, ch. 1, p. 16; ch. 2, p. 11; ch. 25, p. 3-4
liquidity, effect of war on, ch. 1, p. 7-8
on auditor’s report, references to, ch. 15, p. 9-10 *
physical, by government contractors, ch. 16, p. 20
physical verification of war materials, accounting release No.
30, ch. 11, p. 20; ch. 38, p. 18 
purchase and sales commitments, ch. 15, p. 8-9 
relation to fixed assets, ch. 2, p. 6
taking of, exceptions to, ch. 11, p. 19-21 
tests and comparisons, ch. 15, p. 8 
valuation, going concern, ch. 1, p. 7
verification, alternative methods, SEC requirements, ch. 11, 
p. 20
verification of prices, ch. 15, p. 6-7 
work of auditor with respect to, ch. 15, p. 1
Investigations, object of, ch. 13, p. 3
Investment companies
accounting requirements of SEC, ch. 21, p. 5
auditing procedures, ch. 21, p. 13-16
basic accounts, ch. 21, p. 2-3
capital stock and surplus, ch. 21, p. 7
classification of, ch. 21, p. 1
closed-end management type, ch. 21, p. 1-2, 16
defaulted interest on bonds, ch. 6, p. 10-11; ch. 21, p. 9-10
SEC requirements, ch. 38, p. 13 
developments prior to 1940, ch. 21, p. 3-5 
developments since 1940, ch. 21, p. 5-7 
federal income taxation, ch. 21, p. 12-13 
general accounting requirements, ch. 21, p. 2-3 
generally accepted accounting principles as of April 1, 1945,
ch. 21, p. 7-12
income account, ch. 21, p. 8-11
investment company act of 1940, ch. 21, p. 5; ch. 31, p. 1, 24 
profit-and-loss accounts, ch. 21, p. 7-8, 11-12 
open-end mangement type, ch. 21, p. 1, 10-11, 16-18 
periodic payment plan trusts, ch. 21, p. 1, 19 
unit-type trusts, ch. 21, p. 1, 3, 18-19
Investment trusts (see “Investment companies”)
Investments (see also “Bonds”; “Capital stock”; “Securities”) 
accounting treatment, ch. 6, p. 1-11
acquired above or below par, resold above or below cost, 
ch. 6, p. 2-3
exchanged for other securities in “blanket” transaction, ch. 6, 
p. 6
financial statement presentation or disclosure, ch. 6, p. 11 . 
foreign, effect of war on, ch. 6, p. 10 
investment companies
accounting principles, ch. 21, p. 7
SEC ruling on balance sheet presentation, ch. 1, p. 15 
option as, Alleghany Corporation, ch. 6, p. 2-3
parent and subsidiary companies, ch. 5, p. 4-5, 7 
pooling of, for endowment funds, ch. 6, p. 3 
profits and losses on sale of, ch. 6, p. 2 
stocks and bonds of decedent’s estate, ch. 30. p. 10-12 
subsidiaries, accounting treatment, ch. 6, p. 4 
valuation for statement purposes, ch. 2, p. 12
J
Job costs (see “Cost accounting”; “Costs”)
K
Keysort (see “Machine accounting”)
L
Labor (see also “Employment and unemployment”) 
budgeting for, ch. 18, p. 13-14
employment records under Fair Labor Standards Act, ch. 33, 
p. 4-5
Land
as fixed assets, accounting for, ch. 7, p. 1, 4 
balance sheet presentation, ch. 2, p. 9
“Last-In-First-Out” method (see “Inventories”)
Legal entity, ch. 1, p. 3-4
Liabilities
auditing standards, ch. 11, p. 9
classification and balance sheet presentation, ch. 2, p. 9 
client’s representations regarding, ch. 12, p. 7 
contingent, balance sheet treatment, ch. 2, p. 21 
definitions of, ch. 2, p. 3-4
long-term
accounting at time of creation, ch. 9, p. 1-4 
accounting subsequent to creation, ch. 9. p. 4-6 
accounting treatment of, ch. 9, p. 1-12 
classification of, ch. 9, p. 1-4
discharged in advance of maturity, ch. 9, p. 5 
retirement at less than book value, ch. 9, p. 6
offsetting of, against assets, ch. 2, p. 15
reserves for, balance sheet treatment, ch. 2, p. 17
Libby-Owens-Ford Glass Co.
balance sheet presentations, ch. 2, p. 11-16
Life interest in estate, present worth of, ch. 30, p. 5 
Liquidations
corporate, under Internal Revenue Code, ch. 25, p. 9 
excess profits taxation, under Internal Revenue Code (Supple­
ment A) , ch. 27, p. 4-5
intercorporate, under Internal Revenue Code, ch. 27, p. 7-8 
preference in, surplus restrictions, ch. 4, p. 8
“Little Steel Formula,” ch. 32, p. 19, 20-4
Loans
contract termination loans—T loans, ch. 37, p. 8-9 
Reconstruction Finance Corporation, ch. 37, p. 11-14 
Regulations V, VT, and T, ch. 37, p. 2, 5-11 
Smaller War Plants Corporation, ch. 37, p. 4-5 
T—loans, ch. 31, p. 20-1
“V” type, balance sheet treatment, ch. 2, p. 14
M
Machine accounting
accounting control chart, ch. 16, p. 9
bond control charts, ch. 16, p. 8
bond issues to employees, ch. 16, p. 6-9
control accounts, ch. 16, p. 9
employee’s accounting chart, ch. 16, p. 7
Keysort equipment record, ch. 16, p. 22, 24
mechanized plans, advantage of, ch. 16, p. 10
payroll records, ch. 16, p. 3-4, 6-9
payroll writing chart, ch. 16, p. 5
social security reports, ch. 16, p. 9*10
Index 17
Machinery and equipment 
accounting for, ch. 7, p. 2; ch. 16, p. 21-5 
balance sheet presentation, ch. 2, p. 9 
internal control questionnaire, ch. 13, p. 14 
property ledger forms, ch. 16, p. 22-3
McKesson & Robbins, Inc. (see “Table of Cases and Decsisions”) 
Maintenance and repairs, ch. 1, p. 6-7; ch. 7, p. 13 
Manpower shortage in accountancy practice, ch. 38, p. 18 
Manufacturing costs (see “Cost accounting”; “Costs”) 
Manufacturing expenses, budgeting for, ch. 18, p. 14-15 
Mark-ups and mark-downs (see “Valuation”)
“Matching costs and revenues” as accounting concept, ch. 1, p.
15-16
Materials
accounting
charging subcontractors, ch. 16, p. 16-17 
classes of, furnished to subcontractors, ch. 16, p. 15-16 
material and inventory records, ch. 16, p. 14, 15-20 
scrap and rejections, ch. 16, p. 17-20
budgeting for, ch. 18, p. 12-13
control and allocation of, under CMP (see “Controlled mate­
rials plan”)
control, use of flow charts, ch. 16, p. 16
Mathieson Alkali Works (Inc.) 
inventories on balance sheet, ch. 2, p. 11
Merchandise, retail, budgeting for, ch. 18, p. 19
Mergers (see also “Consolidations”)
excess profits taxation, under Internal Revenue Code (Supple­
ment A), ch. 27, p. 4-5
Montana Public Service Commission
Montana power company case, ch. 20, p. 8-9
Mortgage premiums, amortization, ch. 2, p. 12
Moving, relocation and moving expense, ch. 7, p. 13
N
National Association of Investment Companies 
defaulted interest on bonds, ch. 6, p. 11
National Association of Railroad and Utilities Commissioners 
system of accounts for public utilities, ch. 20, p. 11-12
National Cash Register Company
foreign subsidiaries and branches, ch. 5, p. 10, 11
National War Labor Board
general orders and interpretative bulletins, ch. 32, p. 27-8 
jurisdiction under wage and salary stabilization, ch. 32, p. 2-4
Natural Business Year (see also “Accounting periods”) ch. 1, 
p. 8-9
Navy Department
procurement organization, ch. 31, p. 3
Net worth, use of term in balance sheet, ch. 2, p. 4
New York State Public Service Commission
depreciation for public utility companies, ch. 20, p. 12 
recording of original cost, ch. 20, p. 3
New York Stock Exchange
“audits of corporate accounts,” ch. 11, p. 1
consolidated statements, listing provisions, ch. 5, p. 3
extended accounting and auditing procedures, ch. 14, p. 3
independence of accountants, ch. 11, p. 6-7
investment company practices, ch. 21, p. 3
investment trusts of management type, accounting, ch. 21, p.
3-5
selection of auditors, ch. 11, p. 6-7
short form of accountants’ report or certificate, ch. 11, p. 15 
stock dividends, ch. 9, p. 8; ch. 21, p. 3
North American Company
consolidated statements in annual report, ch. 5, p. 8
Notes payable, internal control questionnaire, ch. 13, p. 14 
Notes receivable
internal control questionnaire, ch. 13, p. 13 
verification of, ch. 14, p. 15-16
O
Obsolescence, public utility accounts, ch. 20, p. 10
Occupations, incompatible with public accounting, ethics regard­
ing, ch. 23, p. 2
Opinion, Accountants’ and Auditors’ (see “Accountants’ reports, 
short form”)
Options (see also “Capital stock”)  
investments of Alleghany Corporation, ch. 6, p. 2-3 
 stock
balance sheet treatment, ch. 2, p. 21-2
income statement treatment, ch. 3, p. 13-14, 16-17
tax decisions, ch. 24, p. 13
Organization costs, balance sheet treatment, ch. 2, p. 13 
Original cost
Arkansas power and light company case, ch. 20, p. 6-8 
as accounting principle, ch. 1, p. 14-15 
ceiling, definition, ch. 20, p. 5
definition by Federal Power Commission, ch. 20, p. 1-2 
excess of “cost to utility” over (account 100.5) , ch. 20, p. 9 
Federal Power Commission system of accounts for electric
utilities, ch. 2, p. 7; ch. 20, p. .4-5 
history of, in public utility accounting, ch. 20, p. 1-5 
not to be used as rate base, ch. 20, p. 7
or “recorded cost,” whichever is lower, ch. 20, p. 5
Public Utility Commission rulings, ch. 1, p. 4
system of accounts, Montana power company case, ch. 20,
p. 8-9
Overtime (see “Wages and salaries”)
P
Paid-in surplus (see "Surplus, paid-in”)
Paramount Pictures, Inc.
subsidiaries, in consolidated statements, ch. 5, p. 12 
Patents
acquired for stock, valuation of, ch. 38, p. 6 
amortization accounting, ch. 8, p. 4 
balance sheet treatment, ch. 2, p. 12
"Pay-as-you-go” tax system (see “Taxation”)
Payrolls
accounting
bond account control, ch. 16, p. 8-9 
bond issues to employees, ch. 16, p. 6 
cash refund of bond balance, ch. 16, p. 6-8 
changes in requirements, ch. 16, p. 2 
checks and earnings record, ch. 16, p. 12-14 
control accounts, ch. 16, p. 9 
duplicating methods by machine, ch. 16, p. 14 
employees’ records, ch. 16, p. 4-6
“Keysort” cards and pegboard procedure, ch. 16, p. 14 
machine methods, ch. 16, p. 2-10 (see also “Machine
accounting”)
manual methods, ch. 16, p. 11-13 
minimum standards, ch. 16, p. 2-3 
tabulating equipment for, ch. 16, p. 14 
lax withholding, ch. 16, p. 14 
time tickets, ch. 16, p. 11-12
internal control questionnaire, ch. 13, p. 15 
writing, ch. 16, p. 3-4
illustrative form, ch. 16, p. 5 
Pension plans
income statement presentation, ch. 3, p. 4 
under Internal Revenue Code, ch. 29, p. 9
Pension trusts (see “Trusts”)
Periods (see “Accounting periods”)
Personal service corporations
exemptions from excess profits tax, ch. 27, p. 9-10 
Pittsburgh Coal Co.
consolidated statements of, ch. 2, p. 26 
Plant and equipment
auditing standards regarding, ch. 11, p. 9
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Plant and equipment (continued) 
budgeting for, ch. 18, p. 18-19 
records for, ch. 7, p. 4
Plant assets (see “Assets”)
Postwar refunds (see “Postwar tax credit”; “Taxes”)
Postwar reserves (see “Reserves, war and postwar”)
Powers of appointment, ch. 30, p. 15
“Practicable”
definition, ch. 14, p. 4  
Practice of accountancy (see also “Accountants’ office”) 
by corporation, ethics regarding, ch. 23, p. 1-5 
by surviving partner, ethics regarding, ch. 23, p. 1 
effect of war on accounting manpower, ch. 38, p. 18 
professional status of, ch. 33, p. 5-6
use of accountant’s name, ethics regarding, ch. 23, p. 1-2
Predetermined costs (see “Cost accounting”; “Costs”)
Preferred stock (see “Capital stock”)
Premiums
bond redemption, accounting for, ch. 9, p. 5-6 
preferred stock
balance sheet treatment, ch. 2, p. 24 
SEC requirements, ch. 38, p. 7
retirement of capital stock, ch. 9, p. 10-11
securities and mortgage loans, amortization of, ch. 2, p. 12, 20 
unamortized, treatment under Internal Revenue Code, ch.
25, p. 3
Prepaid expenses (see “Expenses”)
“Prepayment” Plan
fair labor standards act, ch. 33, p. 3-4
Prepayments
balance sheet classification, ch. 2, p. 4-5
Price Administration, Office of
form A—annual financial report, ch. 35, p. 6-11 
form of balance sheet, ch. 2, p. 29
Price control
accounting provisions of act, ch. 35, p. 1-2 
form A—annual financial report, ch. 35, p. 6-11 
OPA pricing methods, ch. 35, p. 2-3 
OPA pricing standards, ch. 35, p. 3-5 
preparing data under, ch. 35, p. 5-11
Prices
government control of, ch. 17, p. 19-21 
postwar, ch. 17, p. 21
relation to cost and volume, ch. 17, p. 15-16 
selling, relation of cost and volume to, ch. 17, p. 15-19 
setting of, ch. 17, p. 18-19
Principles of accounting (see “Accounting principles and prac­
tices”)
Priorities
system of, under CMP, ch. 34, p. 1-10
Process costs (see “Cost accounting”; Costs”)
Production (see also “War production”)
budgeting for, ch. 18, p. 12
Production Requirements Plan, ch. 34, p. 1-2
Products
control and allocation of, under CMP (see “Controlled mate­
rials plan”)
Professional accountants
definition, under Fair Labor Standards Act, ch. 33, p. 5-6
Professional discipline
disbarment of accountants by SEC, ch. 38, p. 22-3
Professional employee
definition, under wage and salary stabilization, ch. 32. p. 4-5
Professional ethics, ch. 23, p. 1-8
advertising, American Institute of Accountants, Rule No. 10,
ch. 23, p. 5
certification of accounts audited by others, American Institute 
of Accountants, Rule No. 6, ch. 23, p. 3
commissions, brokerage and fee splitting, American Institute 
of Accountants, Rule No. 3, ch. 23, p. 2
competitive bidding, American Institute of Accountants, Rule 
No. 14, ch. 23, p. 7
confidential relationship, American Institute of Accountants, 
Rule No. 16, ch. 23, p. 7
contingent fees, American Institute of Accountants, Rule No. 
9, ch. 23, p. 4-5; ch. 11, p. 4
employees of other accountants. American Institute of Ac­
countants, Rule No. 8, ch. 23. p. 4
expressing professional opinion, American Institute of Ac­
countants, Rule No. 5, ch. 11, p. 1
false or misleading statements, American Institute of Ac­
countants, Rule No. 5, ch. 23, p. 2-3
financial interest in client’s affairs, American Institute of Ac­
countants, Rule No. 13, ch. 11, p. 4; ch. 23, p. 6
forecasts, American Institute of Accountants, Rule No. 12, 
ch. 23, p. 5-6
independence of accountants (see “Independence of account­
ants and auditors”)
observance of rules, American Institute of Accountants, Rule 
No. 15, ch. 23, p. 7
occupations incompatible with public accounting, American 
Institute of Accountants, Rule No. 4, ch. 23, p. 2
practice by corporations, American Institute of Accountants, 
Rule No. 11, ch. 23, p. 5
professional designation, American Institute of Accountants, 
Rule No. 1, ch. 23, p. 1
solicitation, American Institute of Accountants, Rule No. 7, 
ch. 23, p. 3-4
standards required by SEC, ch. 38, p. 18-23
use of accountants’ name. American Institute of Accountants,
Rule No. 2, ch. 23, p. 1-2
Profit-sharing plan
under Internal Revenue Code, ch. 29, p. 9 
under stabilization law-, ch. 32, p. 15-16
Profits
characteristics of, for product costs, ch. 17, p. 16-17 
disposition of, on accountants’ report, ch. 19, p. 6-7 
excessive
taxation of, ch. 27, p. 1-14 
what determines, ch. 31, p. 14-16
intercompany, ch. 5, p. 5-6, 7-8 
realization chart of, ch. 18. p. 21-2 
unrealized, ch. 1, p. 11-12
“Pro Forma” statements (see “Financial statements”)
Property (see also “Buildings”; “Land”; “Machinery and equip­
ment”; "Real estate”; “Surplus war property”) 
accounting (see also “Assets”; “Cost and factory accounting”)
equipment and depreciation records, ch. 16, p. 21-4 
government-owned property, ch. 16, p. 25 
mechanical methods (see “Machine accounting”) 
property and depreciation records, ch. 16, p. 21-5 
rules prescribed by Public Utility Commissions, ch. 1, p. 4 
tangible fixed assets, ch. 7, p. 2-14
acquired for stock, valuation of, ch. 7, p. 3; ch. 38, p. 6 
acquired in exchange for other property, ch. 7, p. 3 
client’s representations regarding, ch. 12, p. 7 
plant and equipment, in internal control questionnaire, ch.
13, p. 14
public utility, accounting for, ch. 2, p. 6 
records for, ch. 7, p. 4
tenants’ improvements, tax decisions, ch. 24, p. 13
Proprietorship
use of term in balance sheet, ch. 2, p. 4
Prospectus
Budd manufacturing company, accountants’ opinion on, ch.
19, p. 3
Public utilities
account 100.5 (“excess of cost to utility” over “original cost”) , 
ch. 20, p. 7-8, 9
Index 19
Public utilities (continued)
accounting problems, ch. 20, p. 1-12
report of American Institute's Committee, April 1938, ch.
20, p. 1 '
“basket purchase,” accounting treatment of, ch. 2, p. 6 
depreciation accounting, change to, ch. 20, p. 11-12 
depreciation and obsolescence, history of, ch. 20, p. 9-10 
fixed assets under prescribed systems of accounts, ch. 2, p. 7 
intangible assets, not to be excluded from accounts, ch. 20, p. 7 
obsolescence and inadequacy, ch. 20, p. 10 
original cost (see “Original cost”)
property accounting, rides of public utility commissions, ch. 1, 
p. 4-14
Public Utility Holding Company Act of 1935, ch. 21, p. 5; ch. 
38, p. 1, 23-4
rate base, ch. 20, p. 1
rate regulation, ch. 20, p. 1-12
history, ch. 20, p. 2
receivables, confirmation of, ch. 14, p. 5, 6-7 
valuation in accounts of, ch. 20, p. 3-4
Public Utility Holding companies (see “Holding companies”; 
“Public utilities”)
Public works
loans or advances for, ch. 36, p. 2
Purchases
budgeting for, ch. 18, p. 13
internal control questionnaire, ch. 13, p. 14-15
Q
Qualifications
in accountants’ reports, ch. 11, p. 17-22, 24-7
Quasi-reorganizations 
accounting treatment, ch. 2, p. 2 
accounting use of term, ch. 4, p. 8 
concept of, ch. 1, p. 4; ch. 9, p. 9 
American Institute of Accountants definition, ch. 1, p. 4 
SEC definition of and accounting for, ch. 38, p. 7-9
Questionnaires on internal control 
example of, ch. 13, p. 12-15 
general purposes of, ch. 13, p. 2-3
R
Railroads
depreciation accounting, NARUC system, ch. 20, p. 11-12 
subsidiary companies operated by Southern Pacific, ch. 5, p. 1
Ratios
financial, in accountants’ report, ch. 19, p. 6
“Reasonable,” definition, ch. 14, p. 4
Recapitalizations (see “Capital”; “Quasi-reorganizations”) 
Receivables (see also “Accounts receivable”; “Notes receivable”)
as collateral; ch. 14, p. 14-15 
auditing, ch. 14, p. 1-17
extended procedures adopted, ch. 14, p. 2-3 
standards for, ch. 11, p. 8
confirmation, ch. 11; p. 21; ch. 14, p. 4-14 
government contracts, ch. 14, p. 13-14 
special wartime, ch. 14, p. 12-13 
statement presentation, ch. 14, p. 14 
tax, balance sheet treatment, ch. 14, p. 13 
valuation, ch. 14, p. 2, 13-14 
verification, ch. 14, p. 1-4
Reconstruction Finance Corporation 
war financing, ch. 37, p. 11-14
Reconversion
legislation, act of 1944, ch. 36, p. 1-2 
reserves for, ch. 2, p. 19-20
Regulations V, VT and T (see “Loans”)
Remainder interest, for federal gift tax, ch. 30, p. 4
Renegotiation of contracts (see “Government contracts”) 
Renewals and replacements
replacement accounting, ch. 7. p. 5-7, 13
reserves for, ch. 20, p. 10-11
Reorganizations (see also “Quasi-reorganizations”) 
arrangements, ch. 22, p. 12-14 
basis of debtor’s property, ch. 22, p. 9-11 
debtor or creditor, concepts of, ch. 22, p. 11-13 
effect on corporate entity, ch. 1, p. 3-4 
tax decisions, ch. 24, p. 12-13 
under chapter X of bankruptcy act, ch. 22, p. 6-9
Repairs (see “Maintenance and repairs”)
Replacements (see “Renewals and replacements”)
Reports (see also “Accountants’ reports”; "Consolidated state­
ments”; “Financial statements”) 
cost, ch. 17, p. 18, 22
investment companies, SEC regulations, ch. 21, p. 6-7
periodic, ch. 1, p. 8
surplus accounts in, ch. 4, p. 12-14
Research and development costs, accounting for, ch. 8, p. 3 
Reserves
additions and betterments, ch. 2, p. 19 
appropriated surplus, ch. 4, p. 10 
auditing standards, ch. 11, p. 9 
balances, disposition of, ch. 10, p. 10 
classes of, ch. 2, p. 17
contra-asset or valuation, balance sheet treatment, ch. 2, p. 18
deferred maintenance, ch. 1, p. 7
depreciation
balance sheet treatment, ch. 2, p. 20 
re-statement of, ch. 7, p. 11-12 
use of, ch. 7, p. 14
equalization
accounting for, ch. 10, p. 10 
balance sheet treatment, ch. 2, p. 20
liability
balance sheet treatment, ch. 2, p. 17 
definition, ch. 4, p. 8
mixed, definition of, ch. 4, p. 8-9 
nature and treatment of, ch. 2, p. 16-17 
operating, ch. 4, p. 8
purposes for which provided, ch. 10, p. 10 
reconversion, balance sheet treatment, ch. 2, p. 19-20 
retirement and replacement, ch. 20, p. 10-11 
surplus, balance sheet treatment, ch. 2, p. 19 
war and postwar, ch. 1, p. 9-11
Accounting Research Bulletin, No. 13, ch. 10, p. 8-10 
special, accounting treatment, ch. 10, p. 9-10 
use of, ch. 10, p. 2-4
Retirements (see also “Renewals and replacements”) 
accounting, ch. 7, p. 5-7 
reserves for, ch. 20, p. 10-11
Revaluation (see “Surplus”; “Valuation”)
Revenue (see also “Capital”; “Income”) 
distinguished from capital, ch. 1. p. 13 
expenditures, ch. 7, p. 12-13
relation to cost, ch. 1, p. 15-18
Reversionary interest, in estate, present worth of, ch. 30, p. 5-6 
Royalties, ch. 31, p. 8-9
“Rides of Professional Conduct” (see “Professional ethics”)
S
Salaries (see “Wages and salaries”)
Sales
estimates, under budgeting, ch. 18, p. 11-12 
inclusion in income statement, ch. 3, p. 2, 14 
internal control questionnaire, ch. 13, p. 14 
quantitative measure of, ch. 18, p. 11-12
Savings and loan associations, confirmations omitted in auditing, 
ch. 11, p. 18-19
Schedules (see also “Working papers”)
supplementary, need for, during war period, ch. 2, p. 28 
types of, ch. 13, p. 4
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Scrap and waste, accounting for, in government contracts, ch. 16, 
p. 17, 20
Section 722 claims (see “Taxation”)
Securities (see also “Bonds”; “Capital stock”; “Investments”) 
as collateral on loans, ch. 6, p. 6 
auditing standards for, ch. II, p. 9 
balance sheet valuation, ch. 2, p. 2, 12 
foreign, effect of war on, ch. 6, p. 10-11 
internal control questionnaire, ch. 13, p. 13-14 
investment companies, rulings of SEC, ch. 21, p. 5-6 
marketable, balance sheet classification, ch. 2, p. 4 
postwar tax refunds and treasury tax notes as, ch. 6, p. 4-5 
price fluctuations, as shown in accounting records, ch. 6, p. 10 
profits and losses on sale of, ch. 6, p. 2; ch. 21, p. 11-12 
Securities Act of 1933, ch. 21, p. 4; ch. 38, p. 1 
Securities Exchange Act of 1934, ch. 21, p. 4-5; ch. 38, p. 1 
short sales of, ch. 6, p. 11
stocks and bonds of decedent’s estate, ch. 30, p. 10-12
Securities and Exchange Commission
accepted principles of accounting, ch. 1, p. 1 
accountants’ certificates, ch. 11, p. 2, 7, 15, 16, 27 
accountants’ reports, responsibility for, ch. 19, p. 2 
accounting manpower shortage, ch. 38, p. 18 
accounting principles and practices, ch. 38, p. 2-15 
accounting requirements of, ch. 38, p. 1-24 
auditing principles and practices, ch. 38, p. 15-18 
Alleghany Corporation case, ch. 6, p. 2-3 
amortization of intangibles, ch. 1, p. 19 
capital and capital stock, ch. 9, p. 6 
consolidated accounts, consistency in, ch. 1, p. 20 
consolidated statements, Regulation S-X, ch. 1, p. 5 
consolidation of subsidiaries, Regulation S-X, ch. 5, p. 4 
dafaulted interest, ch. 38, p. 13
disbarment of accountants, ch. 38, p. 22-3
exceptions in accountants’ reports, rule 2-02, ch. 11, p. 17
footnote disclosure, ch. 38, p. 13-14
“full disclosure,” ch. 1, p. 21
“giving effect” or pro forma statements, ch. 38, p. 14 
income statement, ch. 38, p. 11 
income taxes, ch. 38, p. 12-13
independence of accountants, ch. 1, p. 18-19; ch. 11, p. 4-7; 
ch. 38, p. 19-21
internal check and control, Regulation S-X, ch. 12, p. 3-1 
investment companies, rules and regulations, ch. 21. p. 5-6 
investments in balance sheets of investment companies, ch. 1,
p. 15
McKesson & Robbins case (see “McKesson & Robbins, Inc.”) 
natural business year, ch. 1, p. 9
physical inventory verification, ch. 11, p. 20; ch. 38, p. 18 
preferred stock, redemption premium, ch. 2, p. 24; ch. 38, p. 7 
quasi-reorganizations, ch. 38, p. 7-9
receivables, auditing of, ch. 14, p. 2-3 
renegotiation of war contracts, ch. 38, p. 9-10 
requirements as to certification, ch. 38, p. 15-18 
selection of auditors, ch. 11, p. 7
terminated war contracts, ch. 38, p. 11 
valuation and description of assets, ch. 38, p. 4-5 
war and postwar reserves, ch. 38, p. 10-11
Selling expenses, ch. 18, p. 15-17
Selling prices (see “Prices”)
Short form report (see “Accountants’ reports, short form”) 
Short sales of securities, ch. 6, p. 11
“Single-step” income statements, ch. 1, p. 16; ch. 3, p. 8-9 
Sinking funds (see “Funds”)
Small business
financing, ch. 37, p. 4-5
surplus war property, disposition to, ch. 36, p. 4
Smaller War Plants Corporation, ch. 36, p. 2; ch. 37, p. 1-2, 4-5 
Smyth v. Ames (see “Table of Cases and Decisions”)
Social security reports by mechanized methods, ch. 16, p. 9-10
Solicitation (see also “Professional ethics”) , ethics regarding, 
ch. 23, p. 3
Spear and Company
accrued income taxes on balance sheet, ch.'2, p. 14
Split-ups of stock, ch. 9, p. 7-9
Stabilization of wages and salaries (see “Wages and salaries”) 
Standard Brands, Inc.
subsidiaries, in consolidated statements, ch. 5, p. 10
Standard costs (see “Cost accounting”; “Costs”)
Statement of financial condition (see “Balance sheet”) 
Statement of legal capital, ch. 2, p. 7
Statements (see “Balance sheets”; “Consolidated statements”; 
“Financial statements”)
Statute of limitations, changes in, ch. 28, p. 15
Sterling Drug, Inc.
foreign subsidiaries, in consolidated statement, ch. 5, p. 8
Stock (see “Capital stock”)
Stock bonus plan, under Internal Revenue Code. ch. 29, p. 9 
Stock dividends (see “Dividends”)
Stock equity (see “Equity”)
Stock exchanges, securities exchange act of 1934, ch. 21, p. 4-5; 
ch. 38, p. 1
Stock options (see “Options”)
Stock rights, ch. 6, p. 9-10; ch. 25, p. 10-11, 18
Stock subscriptions (see “Capital stock”)
Stock warrants (see “Capital stock”)
Subcontracts (see “Government contracts”)
Subsidiaries (see also “Affiliated companies”; “Consolidations”; 
“Holding companies”) 
advantages from formation of, ch. 5, p. 2 
dividends paid by, as paper transaction, ch. 5, p. 2 
foreign
closing accounts of, ch. 5, p. 8
conditions affecting inclusion in consolidation, ch. 5, p. 4 
formation of, ch. 5, p. 1
in consolidated statements of parent companies, presentation 
examples, ch. 5, p. 8-12
in enemy countries, ch. 5, p. 3
investments in accounts of, ch. 5, p. 4-5, 7
profits and losses of, in parent accounts, ch. 5, p. 7-8
Supplies, balance sheet classification, ch. 2, p. 5-11
Surplus (see also “Quasi-reorganizations”) 
accounting terms under, ch. 4, p. 12 
appropriated, definition, ch. 4, p. 8 
auditing standards for, ch. 11, p. 9 
capital, ch. 1, p. 10-12; ch. 4, p. 1 
capital and earned, use of terms, ch. 9, p. 7 
charges to, ch. 4, p. 4-5
earned, ch. 1, p. 10-12; ch. 2, p. 11, 20-21; ch. 4, p. 1-2 
improper accumulation of, by corporations, ch. 26, p. 15; ch.
27, p. 16
kinds of, ch. 4, p. 1
paid-in or capital, balance sheet treatment, ch. 2, p. 20 
presentation of, in reports to stockholders, ch. 4, p. 12-14 
profits on debt retirement, excluded from, ch. 9, p. 6 
restrictions on, ch. 4, p. 6-8
revaluation, ch. 4, p. 1, 10-11
Surplus war property, ch. 36, p. 1-5
accounting records and procedure, ch. 36, p. 5 
agricultural commodities, disposal of, ch. 36, p. 4 
antitrust laws, ch. 36, p. 4
declaration and disposition of, ch. 36, p. 3-5 
definition of, ch. 36, p. 1
duties and powers of Surplus property .board, ch. 36, p. 3 
legislation, act of 1944, ch. 36, p. 2-5 
stock piling, ch. 36, p. 4
surplus property act of 1944, ch. 36, p. 2-5 
termination inventories, ch. 36, p. 5
Swift and Company
subsidiaries, in consolidated statements, ch. 5, p. 11-12
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T
Tax administration, changes in, ch. 28, p. 1-16
Tax appeals, Dobson case, result upon, ch. 28, p. 16
Tax avoidance
acquisitions made for, ch. 26, p. 15
court decisions, ch. 24, p. 10-11
family trusts, ch. 25, p. 14-15
husband and wife or family partnership, ch. 25,
p. 12-14
Tax benefit rule, ch. 25, p. 2; ch. 28, p. 16
Tax Court, organization and work, ch. 28, p. 15-16
Tax receivables, ch. 14, p. 13
Tax returns 
consolidated
general comments on, ch. 27, p. 15-16
tax regulations, requiring use of, ch. 5, p. 2. 4
corporate income, short period, ch. 28, p. 9-10
correct filing of, ch. 28, p. 14-15
estate
returns and payments, ch. 30, p. 22-23 
specimen forms, ch. 30, p. 11, 14, 17, 18
extension of time for filing, ch. 12, p. 1-2
gift, specimen filled-in form, ch. 30, p. 6-9
government contractors, after renegotiation and termination,
ch. 28, p. 12-14 
individual income
business or profession, deductions, ch. 28, p. 7-8 
deductions, new scheme of, ch. 28, p. 6-7 
husband and wife, ch. 28, p. 7 
preparation of, ch. 28, p. 6-8
short period, ch. 28, p. 8-9 
tax-exampt organizations, ch. 28, p. 8
Taxation
accounting periods, ch. 1, p. 10
amendments to Internal Revenue Code relating to bankruptcy, 
ch. 22, p. 10-11
capital gains, ch. 1, p. 13 
collecting taxes at source, ch. 28, p. 1-4 
consistency in methods of reporting, ch. 1. p. 20 
consolidated accounts as basis for, ch. 1, p. 5 
corporations
changes in laws, ch. 27, p. 1-16
income taxes in general, ch. 27, p. 14-15
“normal” and “excessive” earnings, ch. 27, p. 1
normal tax net income and rates, ch. 27, p. 14
normal tax, special provisions, ch. 27, p. 15
surtax for improper accumulation of surplus, ch. 26, p. 15;
ch. 27, p. 16
surtax net income and rates, ch. 27, p. 14-15 
court decisions, ch. 24, p. 10-16
accrual basis, ch. 24, p. 14 
capital gains and losses, ch. 24, p. 11 
capital stock, ch. 24, p. 13-14 
commissions, brokers’, ch. 24, p. 13 
contested taxes, deduction of, ch. 24. p. 14 
corporate entity, ch. 24, p. 10-11 
corporate reorganizations, ch. 24, p. 12-13 
debt cancellation, ch. 24, p. 12 
depreciation adjustment, ch. 24, p. 13 
employees’ stock options, ch. 24, p. 13 
prepaid income, ch. 24, p. 14-15 
reserves, contingent, ch. 24, p. 15 
stock dividends, ch. 24, p. 11-12
tax accounting versus generally accepted principles, ch. 24, 
p. 14-16
tax avoidance, ch. 24, p. 10-11 
tenants’ improvements, ch. 24, p. 13
current tax payment act of 1943, ch. 24, p. 6
deductions for compensation illegally paid, under wage sta­
bilization, ch. 28, p. 10-11
estates and trusts
administration expenses, ch. 30, p. 15
amortization deductions on emergency facilities held in trust, 
ch. 29, p. 16
annuities from, ch. 25, p. 12; ch. 30, p. 3-6 
assets—property of decedent, ch. 30, p. 10-13 
changes under 1942 act, ch. 24, p. 6 
charitable gifts, ch. 30, p. 16
common trust funds, ch. 29, p. 14
computation of estate and gift taxes, combined table for, 
ch. 30, p. 2
computation of estate tax, ch. 30, p. 19-21
credit for foreign taxes, ch. 29, p. 13-14
credit for gift taxes, ch. 30, p. 21-22
credit for state inheritance taxes, ch. 30, p. 21
credits against net income, ch. 29, p. 7
debts of decedent, ch. 30, p. 16
deductions allowable, ch. 30, p. 15-16
different taxable years, ch. 29, p. 7
distributions from income of prior periods, ch. 29, p. 4
distributions from income or corpus, ch. 29, p. 3-4
distributions in first 65 days of taxable year, ch. 29, p. 4-5
employees’ trusts, ch. 29, p. 7-11
estate and income tax deductions, ch. 29, p. 6-7
excess deductions, ch. 29, p. 5-6
exemption and deduction distinguished from credit, ch. 30, 
p. 21
federal estate tax, ch. 30, p. 9-23 
gift included in gross estate, ch. 30, p. 22 
gross estate partially subject to claims, ch. 30, p. 19 
imposition of tax, ch. 29, p. 1
income to be distributed, ch. 29, p. 1
income to which fiduciary has discretion, ch. 29, p. 2
joint interests, ch. 30, p. 12
life insurance receivable, ch. 30, p. 12
losses and support of dependents, ch. 30, p. 16
miscellaneous property, ch. 30, p. 12
mortgages, notes and cash, ch. 30, p. 12
net estate determination, ch. 30, p. 16-19
net income, computation of, ch. 29, p. 1
property previously tax.ed, ch. 30, p. 12-13, 14, 18. 19
rates, table of, ch. 30, p. 19
real estate, ch. 30, p. 10
returns and payment, ch. 30, p. 22-23
stocks and bonds, ch. 30, p. 10-11
trust income or corpus, diversion of, ch. 29, p. 10
trusts for benefit of grantor, ch. 29, p. 11-13
excess profits, ch. 27, p. 1-14
abnormalities in income, ch. 27, p. 10-11
admissible and inadmissible (Code sec. 720), ch. 27, p. 7
adjustments to income of base period years [Code sec.
711(b)], ch. 27, p. 4
average base period net income (Code sec. 722) , ch. 27, p 
11-12
base period earnings, computation of, ch. 27, p. 3-5 
borrowed invested capital (Code sec. 719) , ch. 27, p. 6-7 
capital additions and reductions, ch. 27, p. 4 
carry-back and carry-over, ch. 1, p. 10; ch. 25, p. 17; ch. 27
p. 8-9; ch. 38, p. 12 
changes in rates of, ch. 27, p. 1 
changes under 1942 act, ch. 24, p. 3-4, 5 
consolidated returns, ch. 27, p. 15-16 
credit against, ch. 27, p. 14
credit under average income method (Code sec. 713) , ch.
27, p. 2-5
credit under invested capital method (Code sec. 714) , ch.
27, p. 5-6
equity invested capital (Code sec. 718) , ch. 27, p. 6 
exemptions from, ch. 27, p. 9-10
income subject to tax, determination of, ch. 27, p. 1
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Taxation—excess profits (continued)
intercorporate exchanges and liquidations (Supplement C,
Code sec. 760 and 761) , ch. 27, p. 7-8 
mergers, consolidations and liquidations (Supplement A—
Code sec. 740-744), ch. 27, p. 4-5 
net income of taxable year, determination of [Code sec. 711
(a) ], ch. 27, p. 1-2
“normal” and “excessive” earnings, ch. 27, p. 1 
personal service corporations, ch. 27, p. 9-10 
postwar refund of, ch. 27, p. 13-14 
relief provisions, ch. 27, p. 10-13
second revenue act of 1940 (and amendments of March 
1941), ch. 24, p. 2-3
unused credit provisions, ch. 27, p. 8 
gifts
administrative provisions, ch. 30, p. 4-6 
annuities and interests in estate, ch. 30, p. 5-6 
changes under 1942 act, ch. 24, p. 6 
in trust, ch. 30, p. 4
outline of federal tax on, ch. 30, p. 1-2 
remainder interest in estate, ch. 30, p. 4 
table for computation of taxes on, ch. 30, p. 2 
taxability and valuation, ch. 30, p. 3-4
income
accounting and tax concepts, ch. 28, p. 11-12 
acquisitions made to avoid taxes, ch. 26, p. 15 
after renegotiation and termination, ch. 28, p. 12-14 
alimony and support trusts, ch. 25, p. 1 
businesses operating at loss, ch. 26, p. 15 
cancellation of indebtedness, ch. 25, p. 2-3 
capital gain rates applicable to timber, ch. 25, p. 18-19 
capital gains and losses, ch. 24, p. 4; ch. 25, p. 16-19 
capital gains and losses, court decisions, ch. 24, p. 11 
cash or accrual basis, ch. 1, p. 16-17 
corporate liquidations, ch. 25, p. 9 
corporation dealing in its own stock, ch. 25, p. 11-12 
corporation purchasing its own bonds, ch. 25, p. 3 
credit for foreign taxes, ch. 26, p. 13-14 
credit for taxes withheld at source, ch. 26, p. 14 
credits against amount of tax, ch. 26, p. 13 
credits for corporations, ch. 26, p. 12-13 
credits for individuals, ch. 26, p. 13 
debts of corporations, ch. 25, p. 3 
deductions and credits, ch. 26, p. 1-15 
exemptions, ch. 25, p. 5-6
expenses incurred in earning of, ch. 1, p. 16
family trusts, ch. 25, p. 14-15
gift of accrued interest, ch. 25, p. 4-5
government securities, ch. 25, p. 5-6
husband and wife or family partnership, ch. 25, p. 12-14
individual income tax act of 1944, ch. 24, p. 7-10
inventory valuation methods, ch. 25, p. 3-4
involuntary conversions, ch. 25, p. 18
life insurance or annuity contracts, as alimony, ch. 25, p. 1-2
life insurance proceeds, ch. 25, p. 6-7
long-term compensation for personal services, ch. 25, p. 7-9
net capital gain, ch. 25, p. 17
net capital loss, ch. 25, p. 16, 17
non-interest-bearing securities, ch. 25, p. 6
optional deduction for individuals, ch. 26, p. 12
rates, changes under 1942 act, ch. 24, p. 3-4
recoveries of expenses or losses deducted, ch. 25, p. 2
relation to renegotiation of contracts, ch. 31, p. 16
returns, preparation of, ch. 28, p. 6-10
sales of real property, ch. 25, p. 18
short periods, ch. 28, p. 8-10
short-term obligations, ch. 25, p. 6
stock dividends, ch. 25, p. 9-10
stock rights, ch. 25, p. 10-11
tax benefit rule, ch. 25, p. 2
tax treaty with Canada, ch. 25, p. 6
taxability of, ch. 25, p. 5
taxable gross, changes in determination of, ch. 25, p. 1-19 
major judicial decisions, ch. 24, p. 10-16 
major legislative changes in, ch. 24, p. 1-10 
pay-as-you-go system, ch. 28, p. 1-5
current tax payment act of 1943, ch. 24, p. 6 
postwar taxes, ch. 24, p. 16 
procedures, changes in, ch. 28, p. 1-16 
public debt act of 1941, ch. 24, p. 3 
revenue act of 1939, ch. 24, p. 2 
revenue act of 1940, ch. 24, p. 2 
revenue act of 1941, ch. 24, p. 3 
revenue act of 1942, ch. 24, p. 3-6 
revenue act of 1943, ch. 24, p. 7
second revenue act of 1940 (and excess profits tax amend­
ments) , ch. 24, p. 2-3
simplification and standardization, ch. 24, p. 7-10, 16 
Supplement A—regulated investment companies, ch. 21, p.
12-13
stock dividends, ch. 6, p. 6-10; ch. 25, p. 9-10 
tax adjustment act of 1945, ch. 24, p. 10 
tax appeals, result of Dobson case on, ch. 28, p. 16 
“Victory Tax,” ch. 24, p. 3-4, 7-8 
withholding system (see “Pay-as-you-go system”)
Taxes
accrual basis of accounting, tax decisions, ch. 24, p. 14-16 
deductions for contested, tax decisions, ch. 24, p. 14 
excess profits, postwar refund, balance sheet treatment, ch. 2,
p. 14-15
in bankruptcy, ch. 22, p. 5
income statement presentation, ch. 3, p. 4-6
liability for, balance sheet treatment, ch. 2, p. 14
postwar credit, balance sheet treatment, ch. 2, p. 14-15
postwar refunds and Treasury tax notes, accounting for, ch.
6, p. 4-6
SEC accounting requirements, ch. 38, p. 12-13 
Termination of contracts (see “Government contracts”) 
Terminology, balance sheet, ch. 2, p. 3-4
Test confirmations (see “Confirmations”; “Receivables”)
Testing, of small amounts, ch. 14, p. 7 
Treasury Decision 5000 (see “Government contracts”)
Treasury Department, rules of practice before, ch. 23, p. 1 
Treasury stock
accounting treatment of, ch. 4, p. 6-7
adjustment of equity, balance sheet treatment, ch. 2, p. 10 
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